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Covers: Artist’s rendering of scenes at the Connecticut Water Company’s Chester Reservoir, Chester, Connecticut
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Years Ended December 31, 2002 2001

Finandial (In thousands)

Operating Revenues $ 45,830 $ 45,392 1.0%

Gain on Property Transactions, net of taxes S 440 S 1,121 -60.7%
Non-Water Sales Earnings, net of faxes S 444 S I 19.4% :
Net Income Applicable to Common Stack S 8,742 $ 8,401 4.1%
Common Stock (Per Share Data) ‘
Basic Earnings Per Average Share S L3 S L0 2.7%

Stock Price {End of Year) $ 25.23 $ 29.57 -14.7%
Dividends Dedlared $0.8144 $ 0.8044 1.2% :
Book Value Per Share (End of Year) S 10.07 $ 9.25 8.9%
Operations :
Number of Customers (End of Year) 85,536 78,692 8.7%

5.5%
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For more than a decade we have charted
a strategic course that has avoided a

| rate increase, controlled our expenses,
reduced our debt costs, expanded our
service territory through acquisitions,
and developed some profitable
unregulated activities. Our shareholders
have been rewarded for this strategy
through increased earnings, two stock
splits, higher dividends, and a stock
price that has risen faster than most

in our peer group.
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The Connecticut Water Company

People Served: 237,000
Net Utility Plant: $192,422,000
Sources: Reservoirs, wells

Territory/Market:
20 separate water systems in 3 non-contiguous regions,
serving portions of Connecticut’s shoreline, Naugatuck
valley, and upper Connecticut River valley regions

Key 2002 Developments:
- 12th year without a rate increase for customers

The Crystal Water Company

People Served: 13,000
Net Utility Plant: $9,325,000
Sources: Wells

Territory/Market:
4 separate water systems, serving portions of Brooklyn,
Killingly, Plainfield, and Thompson; territory is primarily
residential and commercial with some industry

Key 2002 Developments:
- Donation of 54 acres to the town of Killingly

The Gallup Water Service, Inc.

People Served: 4,000
Net Utility Plant: $3,305,000
Sources: Wells

Territory/Market:
3 separate water systems, serving portions of Griswold
and Plainfield; territory is primarily residential and
commercial with some industry

Key 2002 Developments:
- Improved pressure and fire protection capabilities
in the main system

The Barnstable Water Company

People Served: 25,000
Net Utility Plant: $6,501,000
Sources: Wells

Territory/Market:
Barnstable, Massachusetts

Key 2002 Developments:
- Offered line maintenance to customers

The Unionville Water Company

People Served: 20,000
Net Utility Plant: $17,044,000
Sources: Wells

Territory/Market:
2 separate systems, serving Avon and Farmington

Key 2002 Developments:
- Began interconnection to alleviate water shortages
plaguing customers for years
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Connecticut Water Emergency Services, Inc.

Emergency water delivery to hospitals, commercial
businesses, and residences

Competitive Advantage:
- Largest provider of pool and emergency drinking
water in Connecticut
» Authorized by Connecticut Department of Public
Health as a provider of bulk drinking water

Market:

- Hospitals, health care providers, and other critical
services requiring drinking water in the event of an
emergency, private well owners, small public water
systems, pool owners, contractors in greater Connecticut

Key 2002 Developments:

- Added 15 new standby contracts for healthcare facilities,
totaling 129 facilities throughout the State of Connecticut

- Purchased 7 new tankers (19 tankers total) to better
deliver product

- Increased pool business by 25%

- Increased coverage of state by placing tractor-tanker
combinations in 4 strategic locations

New England Water Utility Services, Inc.

Services to other water and wastewater utilities,
including operating contracts; residential water line
protection (Linebacker”)

Competitive Advantage:
- Water system expertise
- Strategic alliances with pump service company
and engineering firms

Market:
- Approximately 650 public and private water
and wastewater systems in Connecticut
- 300,000 well owners

Key 2002 Developments:

- Added 5 public water system operations contracts,
totaling 22 eontracts in 2002

< Added 5 new wastewater system operations contracts,
totaling 15 contracts in 2002

- 24% increase in Linebacker” enrollments by customers

« Exclusive distributor for southern New England
of Purific” Self-Filling Water Coolers
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By concentrating on all three components of our
company in 2002, Water Activities, Real Estate, and
Services and Rentals, we produced record earnings
for the 12th consecutive year. Net income was
$8,742,000 compared to $8,401,000 in 2001, a

4 percent increase. And for the 12th consecutive
year, we also kept our commitment to achieve
growth while avoiding a rate increase in our primary
subsidiary, Connecticut Water Company. We did all
this while receiving the highest marks ever from

our customers for providing exceptional service.

Water Activities
In 2002 operating revenues from water activities
grew to $45,830,000 from $45,392,000 in 2001. The
increase in revenues and net income was due to a
recent acquisition; the addition of new customers
through hookups of private wells to our water
mains; and land donations. Since 1999, water
utility acquisitions have enlarged our customer
base hy 17,500 customers, or 27 percent; and private
well hookups have increased it by another 456
customers, or .7 percent,.

[n October 2002, we made our largest
Connecticut acquisition to date by acquiring The

Unionville Water Company. Unionville serves 5,600

customers, or a population of approximately 20,000,
in the towns of Avon and Farmington, Connecticut.
Unionville shareholders exchanged their stock
for Connecticut Water stock in a transaction valued
at $6.2 million. We expect that the Unionville
acquisition will become accretive to our earnings
in 2003. Our acquisition of the utility was contingent
upon regulatory approval of a rate increase for
Unionville customers that would cover the cost
of an interconnection with a large neighboring
municipal utility.

In its final decision, the Department of Public
Utility Control allowed an approximately 30 percent
rate increase, which will fully recover the cost of
the interconnection and the associated water
supply purchase agreement between Unionville
and the neighboring utility. The interconnection
is scheduled to be completed by mid-May 2003. 1t
will alleviate seasonal water supply shortages that
have existed in Unionville since the mid-1990s.
The rate increase will be applied as a surcharge on
Unionville customers’ bills when the interconnection
is placed in service.

The Unionville fransaction is the fourth major
acquisition we have completed since 1999—the

three others being Crystal Water, Gallup Water, and
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Marshall T. Chiaraluce

Barnstable Water. Together, those four companies
have brought us 17,125 new customers. In addition,
since 1999 we have also acquired two small municipal
systems in Connecticut, in the towns of Middlebury
and Killingly, which have the potential for expansion.
We continue to pursue an aggressive strategy

of acquiring viable water utilities, both investor-
owned and municipal, that are close to our existing
service areas and that will add to long-term value

for our shareholders.

Real Estate and Rocks

Contributing to earnings in our regulated business
was our ongoing program of donating land for
open space purposes to municipalities or land
conservation organizations. These donations have
provided direct financial benefits to the Company
while preserving valuable open space in our
communities. In 2002, we were able to reduce
our federal and state taxes by over $400,000 by
donating 64 acres of land in the towns of Killingly
and Avon. In 2003 and 2004, we expect to donate
an additional 178 and 133 acres of excess land,
respectively, no longer used in our water business.
We estimate that these donations will result in
tax benefits of approximately $900,000 in 2003
and $700,000 in 2004. Following these donations,
we intend to dispose of 100 acres of excess land
held by our real estate subsidiary, BARLACO, in
the town of Barnstable, Massachusetts (on Cape
Cod). We have begun the process of getting updated
appraisals for this land. It is our desire to see the

most environmentally sensitive lands rest in the

Ly
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hands of the preservation organizations on Cape
Cod, and to seli the remainder of it for real estate
development. We do not expect any proceeds from
these land sales before the year 2004.

After several years of discussions, we have
reached an agreement and signed a contract
with O & G Industries of Torrington, Connecticut,
regarding excavation of rock from a 28-acre parcel
of property we own in Prospect, Connecticut. This
contract will allow O & G Industries, following
regulatory approvals, to expand the rock excavation
operations it is already conducting on a site adjacent
to a portion of our non-watershed land in Prospect.
The fully excavated site should yield income to us
of $2—$3 million over the life of the contract, which
has a number of renewable terms and could last

up to 20 years before the site is fully excavated.
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Basic Earnings Per Share

$1.02

$1.03
$1.10
'$1.13

- $0.97

Services and Rentals

The unregulated side of our business continues
to grow. In 2002, gross revenues were $2,928,000
compared to $2,431,000 in 2001. Net income from
services and rentals rose to $444,000 in 2002 from
$372,000 in 2001, a 19 percent increase. Virtually
s all areas experienced growth.

Revenues from leases with telecommunications
companies (for antenna space on or next to our
water tanks) grew to $397,000 in 2002 from
$387,000 in 2001. Additionally, our Linebacker®

program expanded to 11,900 accounts in 2002 from

9,600 accounts in 2001. This well-received optional
protection plan covers repair or replacement of
customer-owned water lines and valves in the event
of a leak. We also continued to benefit last year from
our contract operations business as we managed more
smaller water utilities and wastewater plants than
ever before. We now generate approximately $800,000
in annual revenue from these operating contracts.
To enhance the profitability of this business,
we are constantly evaluating the possible acquisition
of smaller companies that operate in the competitive
marketplace; will complement our resources; and
will fit with our core water utility business. During
the year, we worked closely with a long-established
well pump services business in Connecticut, plus
a small business involved in wastewater operations
in Massachusetts. Our ultimate goal is to acquire
such companies, but only if they are at a level of
profitability that will support our investment.
Owning such companies involves a greater

degree of risk than does owning and operating a

regulated franchised public water utility—so we
require a higher level of profitability from them.
Because the two companies we were considering
did not reach the profit levels we were looking for
in 2002, we have decided to defer acquiring them e

until they reach the financial targets we expect.

Water Supply and Water Conservation

In 2002, we were able to meet our customers’
water supply needs despite record low precipitation
levels and drought conditions that had not been
seen in more than 35 years. While we asked
customers to voluntarily conserve water, we had
sufficient supplies and operational flexibilify to avoid
the need for any water use restrictions. This was
largely due to the technical and operational expertise
of our staff, and to the long-term planning and
system development we had previously carried out.
After more than 10 years of working our way
through the state and federal regulatory processes,
we received final approvals in 2002 to raise our
dam at the Killingworth reservoir. This reservoir
is our principal water storage facilify for many of
our shoreline fowns. The reservoir dam is now
approximately 560 feet long and 23 feet high; when
it is finished, the dam will be 700 feet long and 33
feet high. And when the reservoir is expanded
hehind the new dam, it will store approximately
415 million gallons of water, compared with the 50
million gallons it now holds. The increased storage
volume will yield an extra 800,000 gallons a day
which will go a long way toward accommodating

growth in our shoreline region. During the expansion,




the dam will also receive some safety upgrades.
The total overall cost of the project is approximately
$4 million, Raising the Killingworth dam is only
one of many projects that we are involved in to
upgrade our water utility infrastructure. During
2002, we invested over $10 million in such capital

improvement projects.

We Have an Attitude

We make no secret of our attitude toward customer
service—we want to satisfy our customers. Since
1991, an independent research firm has been
questioning cur customers about their satisfaction
with our company, and in the most recent survey,
we received our highest marks ever. The Customer
Satisfaction Index, which measures an average of
positive ratings for our personnel and company
characteristics, rose to 92% in 2002, as compared to
88% in 2001. This rating has increased dramatically
since the first survey was conducted in 1991 and
the rating was 69%.

Customers appreciate that their calls are
always answered promptly by a courteous, well-
trained customer service representative rather
than by voicemail or endless automated prompts.
They appreciate that our field staff are responsive,
knowledgeable and able to satisfy their needs.
They also appreciate that we have been diligent
in maintaining stable rates for extensive periods,

and vigilant in ensuring the quality of our water.

33 Years of Declared Dividends

$.662
8733
$814

$.485

T 8300

Water Consumers Per Employee

1404
406

As shareholders, you should take comfort in
knowing that your company is in the hands of 191
dedicated people who clearly understand the
benefits of working as a team to increase value
for the shareholder and provide excellent service
for the customer. During the year, we recognized
29 of our employees who completed 430 combined

years of service. It is that kind of experience and

dedication that makes us stand out among our peers.

All of us look forward to continued progress
in the coming year and appreciate your support

through your continued investment.

Marshall T. Chiaraluce
Chairman, President and Chief Executive Officer

———
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Officers and Key Manager

Marshall T. Chiaraluce
Chairman, President
and Chief Executive Officer

David C. Benoit

Vice President, Finance
and Chief Financial Officer
and Treasurer

James R. McQueen
Vice President, Engineering
and Planning

Maureen P. Westbrook
Vice President, Administration
and Government Affairs

Terrance P. O'Neill
Vice President, Operations

Peter J. Bancroft
Assistant Treasurer
and Controller

Michele G. DiAcri
Corporate Secrstary
and Assistant to the President

Thomas R. Marston
Director, Business Development

A, Audit Committee reviews the activities,

procedures, and recommendations of the
independent auditors of the Company
and selects the independent auditors
for the upcoming year.

. Corporate Governance Committee

recommends director nominees to the
Board of Directors; reviews the overall
effectivencss of the Board.

. Compensation Committee determines

officer compensation and the promotion
and hiring of officers; reviews Company

Directors and Committees

Marshall T. Chiaraluce

(80)

Chairman, President and Chief
Executive Officer of the Company

Roger Engle

(64) B, F

Retired; former President,
Crystal Water Utilities
Corporation/ The Crystal
Water Company of Danielson

Mary Ann Hanley

(45) B, F

Asgsistant to the President of

St. Francis Hospital and Medical
Center; Director, The Valencia
Society (Endowment Fund)

Marcia L. Hincks

(67) A, C,D,F

Retired; former Vice President
and Senior Counsel, Aetna Life
& Casualty

Mark G. Kachur

(BN E,F

Chairman, President and

Chief Executive Officer,

CUNQ, Inc. (filter manufacturer)

Ronald D. Lengyel

(64) A, B

Treasurer and Director, Naugatuck
Valley Savings & Loan, SB

David A. Lentini

(56)C, E

Retired; former Chairman and
Chief Executive Officer, New
England Community Bancorp

fringe benefit plans other than
retirement plans; and administers
the Performance Stock Program.

. Executive Committee acts on behalf

of the Board whenever the Board is
not in session and recommmends chief
executive officer succession.

. Pension Trust and Finance Committee

reviews the Pension Trust Fund of The
Connecticut Water Company Employee
Retirement Fund, The Crystal Water

Company of Danielson Defined Benefit

Age in parenthesis, followed
by committee memberships

Robert F. Neal

(68) C, I, E, F

Retired; former Senior Vice
President — Network Services
Southern New England
Telecommunications Corporation

Arthur C. Reeds

(58) A, B, D, E

Senior Investment Officer, Hartford
Foundation for Public Giving;
former President and Director,
Conning Corporation (investment
banking); former Chief Investment
Officer, Cigna Corporation

Lisa Thibdaue

(49 A F

Vice President, Regulatory Affairs
& Compliance, Northeast Utilities

Carol P. Wallace

(4T) A E

President and Chief Executive
Officer, Cooper Instrument
Corporation (temperature
acquisition instruments)

Donald B. Wilbur

(60)B,C, D, F

Retired, former Plant Manager,
Unilever Home and Personal Care
(personal products manufacturing)

Plan, and the VEBA Trust Fund for
retiree medical benefits; reviews

and determines actuarial policies

and investment guidelines; sclects the
investment managers: and advises on
financial policy issues and issuance of
securities.

. Strategic Planning Committee oversees

the preparation and implementation of
the Company’s Strategic Plan.

9]




‘ (ﬁz/»/»/emen%a/%a%mmaﬁ@n / (Z/nau@%afm//

W

SELECTED FINANCIAL DATA

Years ended December 31,
(thousands of dollars except per share amounts

and where otherwise indicated) 2002 2001 2000 1999
COMSOLIDATED STATEMENTS OF INCOME
Operating Revenues $ 45,830 $ 45,392 $ 43,997 $ 45,171
Operaling Expenses $ 33,996 $ 34,078 $ 32,335 $ 33,382
Operafing Income $ 11,834 $ 11,314 $ 11,662 $ 11,789
Interest and Debt Expense $ 4,534 S 4,632 S 4,782 $ 4,720
Net Income Applicable to Common Stock S 8742 $ 8401 $ 7,858 S 7,780
Cash Common Stock Dividends Paid S 6,277 S 6,105 $ 5890 $ 5,688
Dividend Payout Ratio 72% 73% 75% 73%
Weighted Average Common Shares Qutstanding 7,717,608 7,619,031 7,604,546 7,593,376
Basic Earnings Per Average Common Share S 113 s L0 $ 103 $ 1.02
Number of Shares Outstanding at Year End 7,939,713 7,649,362 7,604,594 7,596,141
ROE on Year End Common Equity 10.9% 11.9% 11.7% 12.0%
Declared Common Dividends Per Share* S 0.814 S 0.304 S 0795 S 0.787
CONSOLIDATED BALANCE SHEET
Common Stockholders’ Equity $ 79,975 $ 70,783 $ 67,110 $ 64,915
Long-Term Debt S 64,734 $ 63,953 $ 66,283 $ 67,099
Minority Inferest $ - $ - S N7 S 142
Preferred Stock {Consolidated, Excluding Current Maturities) S 847 S 847 S 847 S 847
Total Capitalization $145,556 $135,583 $134,357 $133,003
Stockholders’ Equity (Includes Preferred Stack) 56% 53% 51% 49%
Long-Term Debt 44% 47% 49% 51%
Net Utility Plant $229,097 $202,330 $193,169 $187,613
Book Valve— Per Common Share $ 1007 S 9.25 S 8482 $ 855
OPERATING REVENUES BY REVENUE CLASS
Residentia! S 28,680 $ 28,621 $ 27,364 $ 28,422
Commercial 6,036 5,941 5,817 6,093
Industricl 1,709 1,687 1,905 1,850
Public Authority 1,436 1,460 1,481 1,561
Fire Protection 7,434 7,187 6,960 6,861
Other (Including Non-Metered Accounts) 535 496 470 384
Total Operating Revenues S 45,830 $ 45,392 $ 43,997 $ 45,171
Number of Customers {Average) 82,119 78,156 77,183 76,061
Billed Consumption (Millions of Gallons) 7,418 7,259 6,911 7,330
191 181 184

Number of Employees

180

* Not restated for acquisitions accounted for under the pooling-of-interests accounting method.



1998 1997 1996 1995 1994 1993 1992
$ 42,623 $ 43,080 S 43,109 S 43,841 $ 42,085 $ 41,890 S 40,805
$ 31,302 S 31,728 $ 32,007 $ 32,877 $ 31,770 $ 31,304 S 30,127
$ 15,32 $ 11,352 $ 11,102 S 10,969 $ 10,315 $ 16,586 $ 10,678
$ 4,787 S 4799 $ 4,424 S 4,448 $ 4,435 S 4823 S 5425
$ 7,388 S 7,325 $ 7,109 S 6816 $ 6,215 $ 5758 S 5228
S 5519 S 5419 $ 51275 S 5,029 S 4,676 S 4,617 S 4,485
75% 74% 78% 74% 75% 80% 86%
1,579,178 7,563,080 7,520,460 7,342,890 7,104,477 7,007,483 6,915,741
S 097 S 097 $ 095 $ 093 S 087 S 082 $ 076
7,580,879 7,567,905 7,553,639 7,431,655 7,235,210 7,053,900 6,966,947
11.8% 12.1% 12.2% 12.3% 12.1% 12.0% 11.5%
$ 0.778 S 0.769 S 0755 S 0.747 $ 0733 $ 0729 S 0.715
S 62,572 $ 60,458 $ 58,413 $ 55,445 $ 51,266 $ 47,931 $ 45,538
S 67,386 $ 59,906 $ 59,959 $ 60,072 $ 60,418 $ 57,206 $ 57,074
S 13 S 1 S 1 S H3 $ 109 S 106 $ 95
S 847 S 847 S 847 S 847 S 847 $ 3813 S 3,847
$130,941 $121,340 $119,340 S116,477 $112,640 $109,066 $106,554
48% 51% 30% 48% 46% 47% 46%
52% 49% 50% 52% 54% 53% 54%
$182,202 $178,168 $168,172 $159,916 $153,456 $150,006 $147,707
S 825 S 799 S 773 S 744 S 7.09 S 679 S 654
$ 26,694 S 26,949 S 26,951 $ 27,574 $ 26,705 $ 26,720 $ 25,580
5,678 5,661 5,706 5,896 5,622 5,625 5,565
1,747 1,962 1,960 1,967 2,004 1,935 2,194
1,394 1,402 1,398 1,438 1,180 1,185 1,145
6,728 6,764 6,785 6,650 6,427 6,310 6,218
382 342 309 324 147 115 103
$ 42,623 S 43,080 S 43,109 $ 43,841 $ 42,085 S 41,890 $ 40,805
74,971 73,903 72,988 72,148 71,341 70,799 69,854
6,949 6,882 6,673 6,923 6,712 6,700 6,504
189 190 191 192 191 196 206

2
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Number of Customers ~ Estimated Population

__Regulated Compeny 12/31/02 Served
Connecticut Water 67,926 237,000
Barnstable Water 7,143 25,000
Unionville Water 5613 20,000
(rystol Woler 3,657 13,000
Gallup Water 1,197 4,000
Total 85,536 299,000

Shareholder & Investor Contact
Michele DiAcri, Corporate Secretary
Connecticut Water Service, Inc.

93 West Main Street

Clinton, CT 06413

Tel: 1-800-428-3985, Ext. 3015

Fax: 1-860-669-5579

Website: www.ctwater.com

Email: mdiacri@ctwater.com

Environmental Statement

Connecticut Water, as a conservator of the environment,
is committed to managing natural resources in a
manner that promotes water conservation, source
protection, and preservation of open space while
meeting our customers’ needs for a reliable supply of
high quality drinking water that meets all state and
federal drinking water standards.
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Connecticut Water Service, Inc., 93 West Main Street, Clinton, Connecticut 06413
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Shareholder & Investor Contact Transfer Agent and Interne? Access for Trustee for Pirsi Morigage Bonds
Michele DiAcri, Corporate Secretary  Registered Shareholder Accounts State Street Bank & Trust Company
Connecticut Water Service, Inc. Registrar and Transfer Company of Connecticut NA
93 West Main Street 10 Comumerce Drive Goodwin Square
Clinton, CT 06413 Cranford, NJ 07016 226 Asylum Street
Tel: 1-800-428-3985, Ext. 3015 1-800-368-5948 Hartford, Connecticut 06103
Fax: 1-860-669-5579 (between 8:00 AM to 7:00 PM EST)
Website: www.ctwater.com Website: www.rtco.com Legal Counsel
. - o Murtha Cullina LLP
Email: mdiacri@ctwater.com email: info@rtco.com

Hartford, Connecticut
Independent Public Accountants

Auruel fleeting PricewaterhouseCoopers LLP

Number of Registered Shareholder

?ES?;FAV%EE 25, 2003, 200 PM Boston, Massachusetts 02110 ﬁ;;g“ims

37 Putnam Road

Pomfret, Connecticut

Stock Trading, Dividends, Feamtures of the CTWS Dividend Dividend Tax Status

Preferred Stock Reinvestmen? and Common Stock The Company estimates that all

° Common Stock of Connecticut Purchase Plan* common stock dividends paid in
Water Service, Inc. is traded on * Direct purchase of shares through 2002 are taxable as dividend
NASDAQ-AMEX; symbol CTWS. reinvested dividend and/or income. Registered shareholders
Projected dividend dates are optional cash reinvestments™* will receive the appropriate tax
listed below.* * $25 minimum/$1000 maximum forms from Registrar and Transfer

° Cumulative Preferred A paid optional monthly reinvestment Company in January for dividends
quarterly 2002 dividends of $.20 e Safekeeping of certificates received in the previous year.
per share ° Automatic dividend deposit into

° Preferred 90 paid quarterly divi- your bank account
dends in 2002 of §.225 per share ° Automatic cash investment with-

drawals from your bank account
° IRA option

~ Payment Date

Projected 2003 Dividend Dales”

j Tst Quarter March 3 March 17

2nd Quarter June 2 June 16
3rd Quarter September 2 September 16
- 4th Quarter December1 . Decemberl5

*Subject to the approval of the Comnecticut Water Service, Inc. Board of Divectors

Schedule of Optionel Cash Investment Dates in 2003/2004**
anss o s e s S s
naes o 1nses o 15 e M

**In order to qualify for a cash investiment on any one of the above dales, yowr check (minimum $25/maximum 51,000 monthly ) needs to be received

by Registrar and Transfer Company 5 business days before the above dates. To have cash reinvestments wutomatically deducted from your bank account

and automatically reinvested on the above dates, call Registrar and Transfer for an authorization form.
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To the Board of Directors and Stockholders of
Connecticut Water Service, Inc.:

In our opinion, the accompanying balance sheet as of December 31, 2002 presents fairly, in all material respects,

the financial position of Connecticut Water Service, Inc. and subsidiaries at December 31, 2002, and the results

of their operations and cash flows for the year then ended in conformity with accounting principles generally accepted
in the United States of America. These financial statements are the responsibility of the Company’s management;
our responsibility is to express an opinion on these financial statements based on our audit. We conducted our audit
of these statements in accordance with auditing standards generally accepted in the United States of America, which
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements, assessing the accounting principles used and significant estimates made
by management, and evaluating the overall financial statement presentation. We believe that our audit provides a
reasonable basis for our opinion.

The financial statements of Connecticut Water Service, Inc. and subsidiaries as of December 31, 2001, and for each
of the two years in the period ended December 31, 2001 were audited by other independent accountants who have
ceased operations. Those independent accountants expressed an unqualified opinion on those financial statements
in their report dated February 8§, 2002.

Boston, Massachusetts (WWWW YA

February 12, 2003

Set forth below s a copy of a report previously issued by Arthur Andersen LLE, in connection with the Company's
filing on Form 10K for the year ended December 31, 2001. This audit report has not been reissued by Arthur Andersen
LLP in connection with the Company’s filing on Form 10-K.

To the Board of Directors and Stockholders of
Connecticut Water Service, Inc.:

We have audited the accompanying consolidated balance sheets of Connecticut Water Service, Inc., and Subsidiaries
(a Connecticut corporation) as of December 31, 2001 and 2000, and the related consolidated statements of income
and cash flows for each of the three years in the period ended December 31, 2001. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States. Those
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Connecticut Water Service, Inc. and Subsidiaries as of December 31, 2001 and 2000, and the
results of their operations and their cash flows for each of the three years in the period ended December 31, 2001
in conformity with accounting principles generally accepted in the United States.

Hartford, Connecticut M A

February 8, 2002
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Meretesivm oo land $cles — On December 4, 2002, the Company entered into a Memorandum of Understanding (MOU)
with the State of Connecticut Department of Environmental Protection (DEP). The MOU provides for a voluntary
two-year moratorium on the sale of approximately 7,100 acres of undeveloped Class I, I, and III water company lands
held by the Company’s Connecticut water company subsidiaries. Class I and 1f water company lands, as defined by
Public Health Code regulations, are those that are within the watershed or drainage area of a public water supply.
Class 111 lands are those that are not located within the watershed. Under the terms of the MOU, the DEP in coopera-
tion with the Company's Connecticut water companies will assess and evaluate all undeveloped Class I, IT and III land
holdings to determine the desirability of the State of Connecticut’s acquiring the land for open space and to develop
strategies to fund the acquisitions of such properties in fee or easement from the Company. If the DEP determines
that the Company's Class [, I and 1II land holdings are desirable, the Company and the DEP have agreed to negotiate
in good faith to determine a price for the Company’s land holdings based upon appraised values. However, the Com-
pany is not obligated by the MOU to sell such lands to the State of Connecticut. If the DEP determines that certain
parcels of Class I1I land covered by the MOU do not meet its criteria for desirable open space, the Company can apply
to the Department of Public Utility Control to sell or otherwise dispose of the land. The Company has no intention of
selling or otherwise disposing of Class I and II lands that have an impact on drinking water supply and water quality.
The MOU does not affect the land donation to the Town of Killingly mentioned above.

Securily — Recent amendments to the Safe Drinking Water Act require all public water systems serving over 3,300
people on an average basis to prepare Vulnerability Assessments (VA) of their critical utility assets. The assessments
are to be completed by December 2003 and will be submitted to the U.S. Environmental Protection Agency along
with certification that certain critical elements of the assessments are being implemented within our Emergency
Contingency Plan. The information within the VA is not subject to release to the public and is protected from Freedom
of Information inquiries. Investment in security-related improvements is ongoing and management believes that the
costs associated with any such improvements would be chargeable for recovery in future rate proceedings.

Texes — Due to the current environment of state budget deficits, the Company and its subsidiaries may be subject to
a higher tax burden through changes in state legislation. Also, the Company’s future property tax burden may
increase as state aid to towns is decreased.

Quarterly Financial Deta {(Unaudited)

Selected quarterly financial data for the years ended December 31, 2002 and 2001 appears below:

Net Income Basic Earnings 7
Utility Applicable 1o Per Average ) f
) Operating Revenues Operating Income Common Stock Commion Share
(in thousands, except - : : : i ) ‘ }
Jor per share data) 2002 00T - 2002 8 2002 2001 2002 23T )
First Quarter $10,284  S10,228 S 2499  $ 2465 $1,544 $2,275 $0.2¢ $0.30 | (
Second Quarter 10,727 10,974 2,593 2,851 1,866 7,014 0.24 0.25
Third Quarter 13,799 13,538 4,408 3,697 3,859 2,945 0.50 0.39 [ )
Fourth Quorter 13,020 10,652 2,334 2,900 1,482 1,267 019 0.76

t
N
Ve $A583 4530 $1L83  SIL36 742 S0400  SMIS §LI0
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2002 2001

At December 31 (in thousands) B

Total Plant and Other Investments:
Water $231,676 $204,750
Non-Water e 78 914

232,654 205,664

Other Assets:

Water 31,761 25,630

Non-Water S o N - 384 420
e 32,145 25,050

Total Assets - 7 o ,52“',.7,9,9,,, ~ $231,714

|
/5; Commitments and Contingencies

land Donglions te be Made in 2003 gnd 2004 — On January 31, 2001, we signed an agreement to donate to the Town

of Killingly, Connecticut approximately 365 acres of unimproved land for protected open space purposes. This land
donation will be broken down into three different parcels with one of the parcels being donated each year from 2002
through 2004. Under current tax law, these donations will result in reduced federal and state income tax benefits
totaling approximately $1,900,000. In 2002, the first parcel consisting of approximately 54 acres was donated for an
after tax benefit of $293,000. In January 2003, the second parcel consisting of approximately 178 acres was donated
which is expected to result in an after tax benefit of approximately $300,000. The remaining 133 acres are scheduled
to be donated in 2004, provided Connecticut tax laws continue to provide favorable tax treatment for such donations,
for an expected after tax benefit of approximately $700,000.

Hungerfords — In July 2002, the Company decided not to purchase Hungerfords as provided in the July, 1999
Joint Venture Agreement entered into by both companies. Certain financial targets to be achieved by Hungerfords,
which would have provided the basis to complete the purchase, were not achieved.

Reverse Privatization — Our water companies derive their rights and franchises to operate from state law that are
subject to alteration, amendment or repeal and do not grant permanent exclusive rights to our service areas. Qur
franchises are free from burdensome restrictions, are unlimited as to time, and authorize us to sell potable water in
all towns we now serve. There is the possibility that states could revoke our franchises and allow a governmental
entity to take over some or all of our systems. From time to time such legislation is contemplated.

The Town of Barnstable, Massachusetts has advised the Company that it is actively considering the acquisition of the
Company’s wholly-owned subsidiary, The Barnstable Holding Company. The Town takes the position that it has the
right to acquire The Barnstable Holding Company pursuant to the provisions of Massachusetts legislation passed in
1911. The Company has advised the Town of Barnstable that the Company does not believe the Town has any statutory
right to acquire The Barnstable Holding Company.

Environmental and Water Quality Regulation — The Company is subject to environmental and water quality regulations,
Costs to comply with environmental and water quality regulations are substantial. We are in compliance with current
regulations, but the regulations are subject to change. The costs to comply with future changes in state or federal
regulations, which could require us to modify current filtration facilities and/or construct new ones, or to replace any
reduction of the safe yield from any of our current sources of supply, could be substantial.

Censtruction — Our water companies’ estimated capital expenditures for 2003, 2004 and 2005 are $9.5 million, $9.8
million and $10.3 million respectively. These capital expenditures are net of amounts financed by customer advances
and contributions in aid of construction. These expenditures are expected to be financed primarily with internally
generated funds.
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Options exercised during 2002 ranged in price from $14.83 per share to $22.33 per share. The following table

summarizes the price ranges of the options outstanding and options exercisable as of December 31, 2002:

Range of Prices:

$13.00 - 517.99
$18.00-522.99
$23.00 - 527.99

} 74 } Segment Reperting

Shares

62,575
99,522
73,004

235101

7

Options Outstanding
Weighted Average
Remaining Weighted
Contractual Average

_ Life (Yeors)  ExerdsePrice

63 $14.83
7.3 21.60
95 2678

$21.41

Opions Exercisable

Weighted
Average

Shores  Exercise Price

17,487
45,657
8,437

71,581

$14.83
21.68
27.95

$20.74

-

-

Our Company operates principally in three segments: water activities, real estate transactions, and services and rentals.
The water segment is comprised of our core regulated water activities to supply water to our customers. Our real
estate transactions segment involves selling or donating for income tax benefits our limited excess real estate holdings.
Our services and rentals segment provides services on a contract basis and leases certain of our properties to others.
The accounting policies of each reportable segment are the same as those described in the summary of significant
accounting policies. Financial data for reportable segments is as follows:

(in thousands)

For the year ended December 31, 2002

Water Activities
Real Estate Transactions
Services and Rentals

~ Totl

Water Adivities
Real Estate Transactions
Services and Rentols

Total

For the year ended December 31, 2000

Water Activities
Real Estate Transactions
Services ond Rentals

Total

Revenues

$45,830
5

L
48763

For the year ended December 31, 2001

$45,392

Depreciotion

§5,187

Other
Operaiing
Expenses

$24,326
32
2,186

$26,544

$24,402

Interest

Expense and

Other Preferred
Income Dividend

(Dedudions) {net of AFUD0)

$127  $4,108

$127 $4,104

$i278)  $4,231

$(2280  $4,802

Income
Taxes

$4,482
(467}
278

$4,293

$4,761
12,265)

84,564
1619)
156

§4,°01

Nei
Income

$7,858
440

$7,¢
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Unionville Water:

Pension — Unionville Water Company has a non-contributory defined contribution pension plan (the Pension Plan)
which covers all employees who have completed one year of service. Unionville provides a contribution to the plan
based upon 10% of the participant’s annual payroll. The Unionville contribution charged to expense for the two-month
period ended December 31, 2002 was $9,000.

Siock-Based Compensation Plan

The Company has two components to its Stock-Based Compensation Plan (the Plan): The Stock Option Program
(SOP) and the Performance Stock Program (PSP). In total under the Plan there were 700,000 shares authorized and
281,582 shares available for grant at December 31, 2002.

Stock Qption Program (SOP) — As part of the Company’s SOP, stock options are permitted to be issued to officers and
key employees. The Company accounts for this plan under APB Opinion No. 25, under which no compensation cost
has been recognized in the Consolidated Statements of Income. On a pro forma basis, the Company’s net income and

earnings per share are shown in Note 1.

For purposes of this calculation, the Company arrived at the fair value of each stock grant at the date of grant by
using the Black Scholes Option Pricing model with the following weighted average assumptions used for grants for
the vears ended Decerber 31, 2002, 2001 and 2000.

I
Expected Life (Years)
Risk-Free Interest Rate (Percentage)
Volatility {Percentage)
Dividend Yield

2002

6.00
3.09
30.00
KK

2001
9.40
5.07

27.36
2.7¢

2000

9.85
5.12
32.01
3.90

Options begin to become exercisable one year from the date of grant. Vesting periods range from one to five years.

The per share weighted average fair value of stock options granted during 2002, 2001 and 2000 was $5.82, $8.67 and

$5.87 respectively.

For the years ended December 31,

Options:
Outstanding, Beginning of Year
Granted
! Terminated
T

; Outstonding, End of Year
. bl i ter

2002

Weighted

Average

~ Shares  Exerdise Price
229,811 $20.18
39,254 25.78
(33,964) 18.12
235,101 21.41

71,581 $20.74
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2001
Weighted
Average

Shares  Exercise Price

236,228 $18.39
33,750 22.99
(40,167) 16.22
229,811 20.18
47,630 $19.94

Shares

191,586
46,642

236,228

38,319

2009 _
Weighted |

Average
Exercise Price

$17.92
21,64

1839
$17.92

S —1



Bernsiable Water:

_ Pension Benefits Other Benefits w
(inthousands) 2002 _ Q@m 2002 _ 2007 !
Change in Benefit Obligation: ‘
Benefit Qbligation, Beginning of Yeor $1,381 $1,347 $83 $86 ‘
Service Cost 19 32 2 4 |
Inerest Cost 96 e 7 6 |l
Acivarial Loss/{Gain) HES 17 10 frop
Benefits Poid (83 184) @) i
Merger of Plans S N {1,527} - - - \( |
Benefit Obligation, End of Year $ - $1,381 - $98 $83 ‘
Change in Plan Assets: ‘ }
Fair Value, Beginning of Year $1,173 $7,301 $ - $ -
Acual Return on Plan Assets {89} (99) -
Employer Contribution 74 55 3 [ |
Participants’ Contributions - - - - |
Benefls Paid (83) (86} (@ @ |
Merger of Plons S {1,675y - - - [ |
Fair Value, End of Year . 5 - s §- 5 |
Funded Status $ - $ (208) ${98) s |
Unrecognized Net Actuarial (Gain)/Loss - 152 (41) (54)
Unrecognized Transition Obligation - 39 70 76
Unrecognized Prior Service ot - 31 - - ‘\ |
Prepaid/{Accrued) Cost S - $ 14 $(69) $061) ‘ {
o BRAL !
Weighted-average assumptions as of December 31: i
Discount rate 6.5% 7.25% 6.5% 7.25% ;
Expected return on plon assets 8.0% 8.0% - - |
Rate of compensation increasse 45% 45% = - ‘_
~ Pension Benefits Other Benefits ﬂ
(inthousands) 2002 2001 2800 002 2000 2000
Components of Net Periodic Benefit Coss |
Service Cost $19 $ 32 $ 32 $2 $ 4 $3 |
Interest Cost 96 98 102 7 6 & |
Expected Return on Plon Assels {95) {105} (714) - - -
Amortization of:
Unrecognized Net Transition Asset it 10 10 6 ) 6 |
Unrecognized Net (Gain) Loss - - (@) {3} 4 aan H
Unrecognized Prior Service Cost 6 ) 6 - - -
Net Periodic Pension and Post Retirement }
Benefit Costs (Income) $37 $ 41 $ 26 sz $12 S

In determining the 2002 and 2001 accumnulated post-retirement benefit obligation, health care cost trends were
assumed to be 8.5% grading 0.5% per year to 4%.
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Pension Benefits Other Benefits

1 | (in thousands) - 2002 ‘ 2001 2000 2002 2001 _ 2000
1’ l Components of Net Periodic Benefit Costs

Service Cost S 686 S 582 $ 528 $1223 $ 190 $ 141

Interest Cost 1,249 1,163 1,060 309 276 223
i Expected Return on Plan Assets {1,448) {1,397) (1,306) {141) {128} {110)
|

Amortization of:

Unrecognized Net Transition Asset 2 (30} {30) 165 165 165

) ) Unrecognized Net (Gain)/Loss {252 (356) {269) {84) (135) (135}
? ~ Unrecognized Prior Service Cost ez 101 48 - - -
l l Net Periodic Pension and Post Retirement
[  Benefit Costs L $ 339 $ 68 $ 3 $472 $ 368 $ 344

In determining the 2002 and 2001 accumulated post-retirement benefit obligation, health care cost trends were
assumed to be 8.5% grading 0.5% per year to 4%.

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care plans.

A one-percentage-point change in assumed health care cost trend rates would have the following effects:

ﬂ» }-Percentage-Point 1-Percentage-Point
(in thousands) S Increase o Decrease
Etfect on Total of Service and Interest Cost Components $76 S {62)
Effect on Posl-Refirement Benefit Obligoion o Ses1 $(557)

Supplemental Execulive Retirement Plen — Connecticut Water provides additional pension benefits to senior manage-
ment through a supplemental executive retirement plan, At December 31, 2002 the actuarial present value of the
projected benefit obligation was $788,000. Expense associated with this plan was $108,000 for 2002, 93,000 for 2001,
and $102,000 for 2000.

Sovings Plen — The Company and certain of its subsidiaries maintains an employee savings plan which allows partici-
pants to contribute from 1% to 15% of pre-tax compensation plus for those age 50 and older catch-up contributions as
allowed by law. The Company matches 50 cents for each dollar contributed by the employee up to 4% of the employee’s
compensation. The Company contribution charged to expense in 2002, 2001 and 2000 was $161,000, $150,000, and
$189,000, respectively.

The Plan creates the possibility for an “incentive bonus” contribution to the 401(k) plan tied to the attainment of a
specific goal or goals to be identified each year. If the specific goal or goals are attained by the end of the year, all
eligible employees, except officers and certain key employees, will receive up to an additional 1% of their annual base
salary as a direct contribution to their 401(k) account. For 2002, $30,000 was awarded as an incentive bonus of .4%

of base pay. An incentive bonus of .6% of base pay, or $41,000 and $37,000, was awarded in 2001 and 2000 respectively.

Bornstable Water:

Pension — Barnstable Water Company has & trusteed, non-contributory defined benefit retirement plan (the Pension
Plan) which covers all employees who have completed one year of service. Benefits under the Pension Plan are based
on credited years of service and “average earnings’, as defined in the Pension Plan. Contributions of approximately
$74,000 were made in 2002, of which approximately $30,000 was for the 2002 plan year and approximately $44,000 was
for the 2001 plan year. A contribution of $55,000 was made in 2001 for the 2000 plan year.

Past-Retirement Benefits Other Than Pensien (PBOP) — In addition to providing pension benefits, Barnstable Water pro-
vides certain health care benefits to eligible retired employees. The Company has incurred annual expenses for PBOP
of $12,000, $12,000 and $11,000 for 2002, 2001 and 2000, respectively. The Company's PBOP currently is not fiinded.
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Pesi-Redirement Benelits Other Then Pensien (PBOP) — In addition to providing pension benefits, a subsidiary company,
The Connecticut Water Company, provides certain medical, dental and life insurance benefits to retired employees
partially funded by a 501(¢)(9) Voluntary Employee Beneficiary Association Trust that has been approved by the
DPUC. Substantially all of The Connecticut Water Company’s employees may become eligible for these benefits if they
retire on or after age 55 with 10 years of service. The contribution for calendar years 2002 and 2001 was $473,100 for
each year.

A deferred regulazory asset has been recorded to reflect the amount which represents the future operating revenues
expected to be recovered in customer rates under FAS 106. In 1997, The Connecticut Water Company requested

and received approval from the DPUC to include FAS 106 costs in customer rates. The DPUC's 1997 limited reopener
of The Connecticut Water Company's general rate proceeding allowed it to increase customer rates $208,000 annually
for FAS 106 costs. The Connecticut Water Company's current rates now allow for recovery of $473,100 annually for
post-retirement benefit costs other than pension.

The Connecticut Water Company has elected to recognize the transition obligation on a delayed basis over a period
equal to the plan participants' 21.6 years of average future service.

The following tables set forth the funded status of the Company’s retirement plans and post-retirement health care
benefits at December 31, the latest valuation date:

) Pensmn Benefits o Other Benefits ﬂ
(in thousands) o o o 2@02 2001 - 2@@2 2001 |
Change in Benefit Obhg(mon j
Benefit Obligation, Beginning of Year $17,339 $16,119 $4,171 $ 4,037 /
Service Cost 686 582 223 190
Interest Cost 1,249 1,163 309 276 |
Plan Participant Coniributions - - 47 40
Plan Amendments - 16 - - |
Actuarial Loss/{Gain) 1,816 387 1,184 8 ||
Benefits Paid (688) (928} {427 (329) | I
Merger of Plans _ - LSz - - - ‘J ‘
Benefit Obligation, End of Yeur $21,929 $17,339 $ 5,507 $4,171 J‘
Change in Plan Assets: /
Fair Value, Beginning of Year $18,170 $19,218 $ 2,684 $ 2,545 J \‘
Actual Return on Plan Assets {1,484) {120) {185} (4s) 5
Employer Conribution 669 - 473 73 !
Participants’ Contributions - - 47 0 r
Benefits Paid (688) 1928) {427y 132%) r )
Merger of Plons - 1075 - - - |
Fair Value, End of Yeur o o 112 $18,170 $2,592 52,680 ; [
Funded Status $1{4,187) $ 837 ${2,915) §07,487) ‘ J
Unrecognized Net Aduarial (Gain) Loss 1,669 (3,780) 420 {1,178y |
Unrecognized Transition Obligation 48 22 1,649 1816
Unrecognized Prior Service Cost o s i - - } |
_ ”Agt[}{?ﬂgosfr o e , 5(1,4?5L_ $(1,805] S(84e) 5 (@@ ‘ [
|
Weighted-Average Assumptions os of December 31: }
Discount Rate 8.5% 7.25% 6.5% 7.25% | ;
Expected Return on Plan Assets 8.0% 8.0% 5.0% 5.0% |
.. Rote of Compensaton ncrease T - ST S S
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Bank Lines of Credit

The Company has a total of $12,500,000 in lines of credit provided by three banks. In May 2003, $6,500,000 of the lines
of credit expire and the remaining $6,000,000 expires in May 2004. We expect the lines of credit to be renewed. The
total available on the lines of credit as of December 31, 2002 was $5,550,000. Bank commitment fees associated with
the lines of credit were approximately $30,000, $22,500, and $24,750 in 2002, 2001, and 2000 respectively.

At December 31, 2002 and 2001, the weighted average interest rates on short-term borrowings outstanding were 1.77%
and 2.31%, respectively.
Utility Plant and Construction Program

The components of utility plant and equipment at December 381, are as follows:

[ (in thousands) _ S v 2002 2007

Lond $ 9,770 $ 9,404
Source of Supply 18,059 17,087
Pumping 23,841 29,331
Water Treatment 46,692 66,585
Transmission and Distribution 191,603 159,924
General (Including Intangible} 17,955 15,784
Held for Future Use ‘ _ 465 460

CTol S ) $308,385 $267,575

The amounts of depreciable utility plant at Decermber 31, 2002 and 2001 included in total utility plant were
$276,150,000 and $249,775,000, respectively.

Our water companies are engaged in continuous construction programs. Estimated annual capital expenditures, net
of amounts financed by customer advances and contributions in aid of construction, are expected to be approximately
$9,502,000 during 2008, $9,806,000 during 2004, and $10,263,000 in 2005. During the years 2006 and 2007, construc-
tion expenditures for routine improvements to the water distribution system are expected to be approximately
$8,000,000 each year.

Taxes Other Than Income Taxes

Taxes Other than Income Taxes consist of the following:

J—‘ (in thousands) o o S 7 2002 2001 2000
i Municipal Property Taxes $4,149 $3,768 $4,079
o) PayrollToxes 647 632 588

o Toqu - o - . $4,796 $4,388 $4,@5§

Pension and Other Post-Retirement Employee Benefits

General — As of December 31, 2002, Connecticut Water Company had 161 employees, Gallup 5, Crystal 7, Connecticut
Water Emergency Services 1, Barnstable Water Company 8, and Unionville 9 for a total of 191 employees. The Com-
pany’s officers are employees of The Connecticut Water Company. Employee expenses are charged between companies
as appropriate. Effective December 31, 2002, the Connecticut Water Company Pension Plan and the Barnstable Water
Company Pension Plan merged. -

All Companies exduding Barnsiable and Unionvifle:

Pension — The Company and certain of its subsidiaries have noncontributory defined benefit pension plans covering
qualified employees. In general, the Company's policy is to fund accrued pension costs as permitted by federal income
tax and Employee Retirement Income Security Act of 1974 regulations. Contributions of approximately $669,000 were made
for 2002. No contribution was made in 2001.
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The other outstanding bonds may be initially called for rederaption by the Company at the following dates and prices
— Series S, December 15, 2003 at 102%; Series T, July 1, 2003 and Series U, September 1, 2003 at 100% plus accrued
interest to the date of redemption; Series V, January 1, 2004 at 103.5%, 1998 Series A and B Unsecured Water
Facilities Revenue Refinancing Bonds, March 1, 2008 at 100% plus accrued interest.

Barnstable Water Company’s note payable has been unconditionally guaranteed by the Company. The riote agreement
with Indianapolis Life Insurance Company requires the Company to meet certain financial covenants, restricts the
Company’s ability to incur additional debt unless certain financial tests are met, restricts liens to secure additional
long-term borrowings, restricts the type of investments that the Company can purchase and contains a significant
prepayment premium. The Company was in compliance with the restrictive covenants at December 31, 2002 and 2001.

Unionville Water Company’s term note with Farmington Savings Bank requires monthly payments of principal and
interest. The note bears a fluctuating interest rate. The interest rate is adjusted on each 60-month anniversary date
from the effective date of May 1, 1996, On the anniversary date (Interest Change Date) the interest rate shall be
increased or decreased to a rate determined by adding 2.5 percentage points to the most recent Federal Home Loan
Bank of Boston Long-Term, Regular, 5 year, Fixed Rate Mortgage Rate (Index), available 45 days prior to the Interest
Change Date, rounded to the next highest one-eighth of one percentage point. Unionville may prepay the principal
balance outstanding under the note without penalty for the thirty days preceding each Interest Change Date upon
30 days prior written notice to the bank. Prepayment made at any other time requires a prepayment penalty, which
is 110% of the present value of the difference between the interest on the amount prepaid for the remaining term to
the next Interest Change Date, as determined by the Current Index and the interest on the same amount for the
remaining term to the next Interest Change Date, as determined by the Index in effect for that maturity on the day
the prepayment is made.

Preferred Stock

The Company’s Preferred Stock at December 31, consisted of the following:

(tn thousands, except share data) e _ ‘ 2002 2003 1
Connecticut Water Service, Inc. }
Cumulative Series A Voting, $20 Par Value; Authorized, Issued and Ouistanding 15,000 Shares $300 $300 | |
Cumulative Series $.90 Non-Voting, $16 Par Value; Authorized 50,000 Shares, Issued and
~ Outstanding 29,499 Shares S ) 472 472 |
772 77e

Barnstable Water Company
6% Cumulative, $100 Par Value; Authorized, Issued and Qutstanding 750 Shares ’ 75 T3

Total Preferred Stack ) o $847 $847

B e e : o

All or any part of any series of either class of the Company’s issued Preferred Stock may be called for redemption by
the Company at any time. The per share redemption prices of the Series A and Series $.90 Preferred Stock, if called
by the Company, are $21.00 and $16.00, respectively.

The Company is authorized to issue 400,000 shares of an additional class of Preferred Stock, $25 par value, the
general preferences, voting powers, restrictions and qualifications of which are similar to the Company’s existing
Preferred Stock. No shares of the $25 par value Preferred Stock have been issued.

The Company is also authorized to issue 1,000,000 shares of $1 par value Preference Stock, junior to the Company’s
existing Preferred Stock in rights to dividends and upon liquidation of the Company. 150,000 of such shares have been
designated as “Series A Junior Participating Preference Stock”. Pursuant to the Shareholder Rights Plan, described

in Note 5, the Company keeps reserved and available for issuance one one-hundredth of a share of Series A Junior
Participating Preference Stock for each outstanding share of the Company’s common stock.

Barnstable Water Company paid Preferred Dividends of $4,500 in 2002, 2001 and 2000. These dividends are included
in the Other category of the Other Income (Deductions) section of the Consolidated Statements of Income. These
preferred shareholders have 1/10 of a common vote for matters related to Barnstable Water Company.

CONMECTICUT WATER SERVICE, INC. AND SUBSIDIARIES ’23]




] 7 l Long-Term Debt

Long-Term Debt at December 31, consisted of the following:

ﬂ (in thousands) ] _ ) : 2002 2001
|| The Connecticut Water Company
’ First Mortgage Bonds:
5.875%  Series R, Due 2022 $14,645 $14,470
6.65% Series S, Due 2020 §,000 8,000
5.75% Series T, Due 2028 5,000 5,200
5.3% Series U, Due 2028 4,550 4,550
6.94% Series ¥ Due 2029 12,050 12,050
Unsecured Water Facilities Revenue Refinancing Bonds
5.05% 1998 Series A, Due 2028 ' 9,625 9,705
5.125% 1998 Series B, Due 2028 7,720 7,779
Other
i 5.5% Unsecured Promissory Note, Due 2002 o - 37
J l ‘ Totaf Connecticut Water Company S 61,590 61,782
Crystal Water Utilities Corporation
o Bo% Westbank , Due 2017 o - 126
Crystal Water Company of Danielson
7.82% Connecticut Development Authority, Due 2020 483 495
| B0%  Westburk, Due 2071 S - 2,038
Total Crystal Water Company of Danielson S 483 2,528
Chester Realty
6% Note Payable, Due 2006 o 78 97
Barnstable Water Company
o 10.2% Indianapolis Lite Insurance, Due 2011 N N 1,525 1,625
Unionville Water Company
‘ ~ B125%  Farmington Savings Bank, Dee 200 AL -
Total Connecticut Water Service, Inc. 64,976 56,158
... Less Current Porton SR . (242) (2,203
‘ Total ‘|-°“9jTE’_mADF,bJ__ - ;564,734 $63,953

The Company's principal payments required for years 2003 — 2007 are as follows
... (in thousands) SRS B
2003 R 004 o 2005 L. 206 2007

S242 Lo Sse s $254 Swe1

Substantially all utilify plant is pledged as collateral for long-term debt.

There are no mandatory sinking fund payments required on Connecticut Water Company’s outstanding First Mortgage
Bonds or the Unsecured Water Facilities Revenue Refinancing Bonds. However, the Series R First Mortgage Bonds
and the 1998 Series A and B Unsecured Water Facilities Revenue Refinancing Bonds provide for an estate redemption
right whereby the estate of deceased bondholders or surviving joint owners may submit bonds to the Trustee for
redemption at par, subject to a $25,000 per individual holder and a 3% annual aggregate limitation.

In 2003, the Series R bonds call price will be reduced to 100%.
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t 5 | Anglysis of Retained Earnings

J
The summary of the changes in Retained Earnings for the period January 1, 2000 through December 31, 2002,

appears below:

(in thousands, except per share date) o v 2002 2001 2000 "_,

Balance, Beginning of Year $24,441 $22,145 $20,177 / {

Income Before Preferred Stock Dividends 8,780 8,439 7,896 |,
- S - 3322 30,504 /078 |

Dividends Declared: ;‘
Cumulative Preferred Stock, Series A, 5.80 Per Share 12 12 [

Cumulative Preferred Stack, Series $.90, $.90 Per Share 26 26 25 [ ‘

Common Stock: | |

2002 $0.81 Per Share 6,277 - - i

2001 $0.80 Per Share , - 6,105 - b

2000 $0.77 Per Share - - 5,890 J

________ 6,315 6,43 500 ||

Bolance, End of Year L ) $26,%06 $24,861 $22,145 U

j H
1 6 ‘ Feir Yelue of Financial Instruments

The following methods and assumptions were used to estimate the fair value of each of the following financial instruments.

Cosh — Cash and cash equivalents consist of highly liquid instruments with original maturities at the time of purchase
of three months or less. The carrying amount approximates fair value.

lozg-Term Debt — The fair value of the Company’s fixed rate long-term debt is based upon borrowing rates currently
available to the Company. As of December 31, 2002 and 2001, the estimated fair value of the Company’s long-term
debt was $70,438,000 and $62,726,000, respectively, as compared to the carrying amounts of $64,734,000 and
$63,953,000, respectively,

The fair values shown above have been reported to meet the disclosure requirements of Statement of Financial
Accounting Standards No. 107, “Disclosures About Fair Values of Financial Instruments” and do not purport to repre-
sent the amounts at which those obligations would be settled.
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{ 4 ‘ Commeon Stock

The Company has 15,000,000 authorized shares of common stock, no par value. A summary of the changes in the
common stock accounts for the period January 1, 2000 through December 31, 2002, appears below:

—\ Issuance
| (in thousands, except share data) _ - Shares Amount Expense  Total
Balance, January 1, 2000 7,596,141 $46,123 $11,385) $44,738
| Stock and Equivalents lssued Through
Perfor_mqn(g__S_l_q_gl_( Program 3,453 227 - 227
| Balance, December 31, 2000 7,634,594 46,350 {1,385) 44,965
Stack and Equivalents Issued Through
Performance Stock Program 5,353 457 - 457
Purchase Minority Interest of Barnstable Holding Company - 123 = 125
i | Stock Split — Fractional Shares {752) - {1y {m
'| Stock Opfions Exercsed 40,167 810 @) 806
i | Bulance, December 31, 2001 7,069,362 47,742 1,400) 46,342
Purchase Unionville Water Company 249,715 6,166 {190) 5,976
\ Stock and Equivalents issued Through :
E Performance Stack Program 6,672 21 - N
f ! Stqck Opfions Exercised S 133964 732 (2) 730

U. Bolonce, December 31, 20027 7939713 954,661 o §(1{$92! $53,069

“Includes 700 restricted and 37,108 common stock equivalent shares issued through the Performance Stock Program through December 31, 2002.

The Company’s Shareholder Rights Plan was authorized by the Board of Directors on August 12, 1998. Pursuant to the
Plan, the Board authorized a dividend distribution of one Right to purchase one one-hundredth of a share of Series A
Junior Participating Preference Stock of the Company for each outstanding share of the Company’s common stock.
The distribution was affected October 11, 1998,

Upen the terms of the Shareholder Rights Plar, each Right will entitle shareholders to buy one one-hundredth of a
share of Series A Junior Participating Preference Stock at a purchase price of $90, and the Rights will expire October
11, 2008. The Rights will be exercisable only if a person or group acquires 15% or more of the Company’s common
stock, or announces a tender or exchange offer for 15% or more of the Company’s cormmon stock. The Board will be
entitled to redeem the Rights at $0.01 per Right at any time before such acquisition occurs, and upon certain conditions
after such a position has been acquired.

Upon the acquisition of 15% or more of the Company’s common stock by any person or group, each Right will entitle

its holder to purchase, at the Right's purchase price, a nuraber of shares of the Company's common stock having a

market value equal to twice the Right's purchase price. In such event, Rights held by the acquiring person will not be )
allowed to purchase any of the Company’s common stock or other securities of the Company. If, after the acquisition *1
of 15% or more of the Company’s common stock by any person or group, the Company should consolidate with or

merge with and into any person and the Company should not be the surviving company, or, if the Company should be

the surviving company and all or part of its common stock should be exchanged for the securities of any other person,

or if more than 50% of the assets or earning power of the Cornpany were sold, each Right (other than Rights held by

the acquiring person, which will become void) will entitle its holder to purchase, at the Right's purchase price, a

number of shares of the acquiring Company’s common stock having a market value at that time equal to twice the

Right's purchase price.

The Company may not pay any dividends on its common stock unless full cumulative dividends to the preceding
dividend date for all outstanding shares of Preferred Stock of the Company have been paid or set aside for payment.
All such Preferred Stock dividends have been paid.
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Deferred income tax liabilities are categorized as follows on the Consolidated Balance Sheet:

Deferred Federaf and State Income Taxes
Unfunded Future Income Toxes

Net Deferred Income Tax Liohilty

Deferred income tax liabilities are comprised of the following:

Depreciation
Other . . e aaen
Met Deferred Income Tox Liability

The calculation of Pre-Tax Income is as follows:

2002
Pre-Tax Income
Net Income Before Preferred Dividends $ 8,780
Minority Interest Included (Deducted) Above -
Income Taxes S » 4,276
Tm‘nlilr’rre-Tux Income 513,056

2002

$20,921

741

SB391

2002

$27,125
1,267

$28,392

2001

$ 8439

$02,1%9

]

$11,978

(-

In accordance with required regulatory treatment, deferred income taxes are not provided for certain timing differ-
ences. This treatment, along with other items, causes differences between the statutory income tax rate and the
effective income tax rate. The differences between the effective income tax rate recorded by the Company and the

statutory federal tax rate are as follows:

U e .. 002
Federal Statutory Income Tax Rate 34.0%
Tox Effect of Differences:
State Income Taxes Net of Federal Benefit;
State Income Tax Excluding Land Donation Credit 2.3%
Land Donation Credit {1.8)%
Depreciation 5%
Charitable Contribution — Land Donation {1.7)%
Pension Costs {7)%
Debt Refinancing Costs 2%
Non-Deduttible Merger Costs -
Bad Debt -
Common Stock Equivalents -
 Other e S o
Effedtive Income Tax Rate 32.8%

3.3%
15.5)%
1.2%
(4.5)%
L%
A%
1.0%
1.1%

20.4%

ol

i

r ‘

34% | |
onep |
2.9% |
1.5% |
(2.05%
|
19%
3% ‘r

(1.4)%
340.9% J‘
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] 3 ] Income Tax Expense

Income Tax Expense for the years ended December 31, is comprised of the following:

(in thousands)

Federal Clussified os Operating Expense
Federal Clossified as Other Income:
Land Sales
Land Denation
Non-Water Sales
Other

Total Federal Income Tox Expense

State Classified as Operating Expense
State Clossified as Other Income:
Land Sales
Land Donation
Non-Water Sales
Other

Total State Income Tax Expense (Benefit)

Total Income Tox Expense

2002
54,065

{105)
276
(52)

4,134
a7

0
(360)
54
(18)
92

54,276

The components of the Federal and State income tax provisions are:

.
|

Current:
Federal
State

Total Current
Deferred Income Toxes, Net:
Federal
Investment Tax Credit
Capitalized Interest
Depreciation
Other

~ Total Federl
State
Depreciation
Oher
 Total State
Total Deferred Income Taxes, Net

. ~ Total

1 75 ] CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES

(63)
23

798

591

1,349

(100}
{100)
1,209
. 4276

2001
$4,225

(254)
164
(42)

4,093
552

(5,012)
41
b
413

$ 3,680

2001

$3,062
(48

3,014

163)
23
910
161
1,031

(m
{364)
(365)

666
$3,680

2000
$4,202

i~

e
© &

=) b
=

€ em =3 ea
[ IS )
G5 <o

s

<D
~

577

93

$3,853
80

2,933

1)
42
1,119
35
1,155

11
13
1,168

$4,107 ‘

8401




In December 2002, the FASB issued SFAS No. 148, “Accounting for Stock-Based Compensation — Transition and
Disclosure.” SFAS 148 amends SFAS 123, “Accounting for Stock-Based Compensation,” and provides alternative methods
of transition for an entity that voluntarily changes to the fair-value based method of accounting for stock-based
compensation. It also amends the disclosure provisions of that statement. The disclosure provisions of this statement
are effective for financial statements issued for fiscal years ending after December 15, 2002. The Company does not
currently plan to change to the fair-value method of accounting for its stock-based compensation.

2002 Purchase Acquisition

On October 31, 2002, the Company issued 249,715 shares of its common stock in exchange for all the outstanding
common stock of The Unionville Water Company (Unionville). The exchange ratio was approximately 4.16 shares of
the Company’s common stock for each outstanding share of Unionville stock. The transaction was valued at approxi-
mately $6.2 million. This acquisition was accounted for under the purchase method of accounting, and as such the
balances and income statement activity from the acquisition date forward are included in the financial statements.
As a result, goodwill of $3.6 million was recorded and allocated to our water segment. There were no other intangible
assets identified as part of the acquisition.

The Company will operate Unionville as a wholly-owned subsidiary. Unionville serves over 5,600 customers in
Farmington and Avon, Connecticut. As a condition of the acquisition, Unionville was granted permission by the DPUC
to impose a limited rate increase to recover financing and operating costs related to a new water interconnection
with a neighboring water supplier, once the interconnection is placed in service. The expected in-service date of the
interconnection is May, 2003. The approximate 30% rate increase will be reflected in Unionville's customers’ bills as a
surcharge that will be subject to a retroactive refund to ratepayers to the extent that the DPUC determines that
Unionville's revenues exceed certain levels. As part of its decision, the DPUQ has limited the conditions upon which
Unionville may seek a rate increase prior to September 1, 2005.

Unionville is planning to fund a major portion of the construction costs of the interconnection mentioned above with
a State Revolving Fund Loan.

The tables below presents the Condensed Balance Sheet detailing the Unionville balances on October 31, 2002.

Urfeaviile Condensed Belence Shest
Before After W
October 81, 2002 (in thousands) (unaudited) - hequisition Acquisition
ASSETS \
Net Usility Plant $16,448 Si6448 ||
Total Current Assets 782 782
Goodwilt - 3,608 } J
Total Regulatory and Other Long-Term Assets ) v 2,021 o
ol dsets sig51  $12,859 |
CAPITALIZATION AND LIABILITIES
(apitalization
Common Stockholders’ Equity $ 2,558 $ 6,166
Long-Term Debt B _ ‘ 1,194 ’ 1,194 |
Total Capitalization 3,752 7,360
Current Lighiities 577 577
Defrred Credil - 14,922 14,922
Total Copitalization and Liabilitles ' $19,251 $22,859 1
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Goodwill — The Company adopted Statement of Financial Accounting Standards (SFAS) No. 142, “Goodwill and
Other Intangible Assets” (FAS 142), effective January 1, 2002. SFAS 142 requires that goodwill no longer be amortized
on a ratable basis. In accordance with SFAS 142, goodwill must be allocated to reporting units and reviewed for
impairment at least annually. The Company utilized a discounted cash flow approach, incorporating its most recent
business plan forecasts in the performance of the annual goodwill impairment test.

SFAS 142 also requires that recognizable intangible assets be amortized over their useful lives and tested for irpair-
ment. Intangible assets with indefinite useful lives should be reviewed for impairment. The Company has concluded a
review of intangible assets, and no adjustment was deemed necessary effective with the adoption of SFAS 142.

Earnings Per $hare — The following is a reconciliation of the numerators and denominators of the basic and diluted
earnings per share for the twelve months ended December 31, 2002, 2001, and 2000.

ﬂ Years ended December 31, N 2002 2001 2000
Basic Earnings Per Share $ 113 s .10 $ 1.03
Dilutive Effed of Unexercised Stock Options 0.01 - -
Diluted Earnings Per Share 7 ) $ 112 $ .10 $ 1.63

Numerdtor (in thousands

Basic Net Income $8,742 $3,40) $7,558
Diluted Mef Income } 58'74.?..,.. $8,401 $7,858

Denominator (in thousands):

Basic Weighted Average Shares Outstanding 7,718 7,619 7,605
Dilutive Effect of Unexercised Stock Options - _ 53 43 28
Diluted Weighted Average Shares Outstanding - 7,1 7,662 7,633

Redlussification — Certain reclassifications have been made to conform previously reported data to the current presentation.

New Accounting Prenovacements — In June 2001, the Financial Accounting Standard Board (FASB) issued SFAS No.
148, “Accounting for Asset Retirement Obligations” (FAS 143). FAS 143 provides the accounting requirements for
retirement obligations associated with tangible long-lived assets. FAS 143 is effective for fiscal years beginning after
June 15, 2002, and early adoption is permitted. This accounting pronouncement is not expected to have a significant
impact on our financial position or results of operations.

In April 2002, the FASB issued SFAS No. 145, “Rescission of FASB Statements No. 4, 44 and 64, Amendment of FASB
No. 13, and Technical Corrections.” SFAS 145 rescinds and amends certain previous standards related primarily to
debt and leases. The most substantive amendment requires sale-leaseback accounting for certain lease modifications
that have economic effects that are similar to sale-leaseback transactions. The provisions of SFAS 145 related to the
rescission of SFAS 4 are effective for financial statements issued for fiscal years beginning after May 15, 2002 and will
be effective for the Company commencing with 2003, The provisions of SFAS 145 are effective for transactions occurring
after May 15, 2002. All other provisions of SFAS 145 are effective for financial statements issued on or after May 15,
2002. This accounting pronouncement is not expected to have a significant impact on our financial position or results
of operations.

In June 2002, the FASB issued SFAS No. 146, “Accounting for Costs Associated with Exit or Disposal Activities.”

SFAS 146 addresses financial accounting and reporting for costs associated with exit or dispesal activities and nullifies
Emerging Issues Task Force Issue No. 34-3. This SFAS requires that a liability for a cost associated with an exit or
disposal activity be recorded at fair value when the liability is incurred. SFAS 146 is effective for exit or disposal activ-
ities that are initiated after December 31, 2002. This accounting pronouncement is not expected to have a significant
impact on our financial position or results of operations.
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The Company computed deferred tax reserves for all temporary book-tax differences using the liability method pre-
scribed in SFAS 109. Under the liability method, deferred income taxes are recognized at currently enacted income
tax rates to reflect the tax effect of temporary differences between the financial reporting and tax bases of assets and
liabilities. Such temporary differences are the result of provisions in the income tax law that either require or permit
certain items to be reported on the income tax return in a different period than they are reported in the financial
statements. Deferred tax liabilities that have not been reflected in tax expense due to regulatory treatment are
described as unfunded future income taxes, and are expected to be recoverable in future years’ rates.

The Company believes that all deferred income tax assets will be realized in the future. The majority of all unfunded
future income taxes relate to deferred state income taxes.

Deferred Federal Income Taxes consist primarily of amounts that have been provided for accelerated depreciation
subsequent to 1981, as required by federal income tax regulations. Deferred taxes have also been provided for tempo-
rary differences in the recognition of certain expenses for tax and financial statement purposes as allowed by DPUC
ratemaking policies.

[Aunicipal Tores — Municipal taxes are generally expensed over the twelve-month period beginning on July 1 following
the lien date, corresponding with the period in which the municipal services are provided.

Other Deferred Costs — In accordance with ratemaking procedures, costs which benefit future periods, such as tank
painting, are expensed over the periods they bernefit.

Stock Optiens — The Company has a Stock-Based Compensation Plan with two components: the Performance Stock
Program and the Stock Option Program, which are described more fully in Note 13. Statement of Financial Account-
ing Standard (SFAS) No. 123 “Accounting for Stock-Based Compensation,” encourages entities to recognize as
expense over the vesting period the fair value of all stock-based awards on the date of grant. Alternatively, SFAS No.
128 also allows entities to continue to apply the provisions of APB opinion No. 25 “Accounting for Stock Issued to
Employees” and provide pro forma net income and pro forma earnings per share disclosures for employee stock grants as
if the fair-value-based method defined in SFAS No. 123 had been applied.

The Company accounts for its Stock Option Program under the recognition and measurement principles of APB

No. 25. As such, no compensation cost related to the Stock Option Program is reflected in Net Income, as all options
under this program had an exercise price equal to market value of the underlying common stock on the date of grant.
The following table illustrates the effect on Net Income and Earnings Per Share if the Company had applied the fair
value recognition provisions of SFAS No. 123 to the Stock Option Program.

Years ended December 31, (in thousends, except per share data) ' - 2002 2001 2389 H
Het Income, As Reported $8,742 $8,401 §7,858 {
Deduct: Total Stock-Bosed Employee Compensation Expense Determined Under B
Fair Volue Based Method for Al Awards, Met of Reloted Tox Effets (218) (264} (182
Pro Forma et Income 7 - 58,524 $8,157 $7,676
Earnings PerShare: " :
Bosic — As Reported 7 S L3 $ L0 $ 103 |
bosc—Poforna $ 1.10 $ 107 $ 10 ||
Died —AsRepored ~ §112 $ 1.0 $1.08 |
Dluted —Poformg $ 110 $ 1.06 $ .01

Under the Company’s Performance Stock Program, restricted shares of Common Stock may be awarded annually

to officers and key employees. To the extent that the goals established by the Compensation Committee have been
attained, the restrictions on the stock are removed. Amounts charged to expense pursuant to the Performance Stock
Program were $201,000, $349,000 and $227,000, for 2002, 2001 and 2000, respectively. These amounts are included

in Nef Income, as reported.

Uramertized Debt Issvance Expense — The issuance costs of long-term debt, including the remaining balance of issuance
costs on long-term debt issues that have been refinanced prior to maturity, and related call premiums, are amortized
over the respective lives of the outstanding debt, as approved by the state regulators.
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regulation process, can create regulatory assets that result when costs are allowed for ratemaking purposes in 2
period after the period in which the costs would be charged to expense by an unregulated enterprise. The balance
sheets include regulatory assets and liabilities as appropriate, primarily related to income taxes and post-retirement
benefit costs. The Company believes, based on current regulatory circumstances, that the regulatory assets recorded
are likely to be recovered and that its use of regulatory accounting is appropriate and in accordance with the provi-
sions of FAS 71. Material regulatory assets are earning a return.

Use of Estimates — The preparation of financial statements in conformity with Generally Accepted Accounting
Principles in the United States of America (GAAP), requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities, and disclosure of contingent assets and liabilities at the date
of the financial statements, and the reported amounts of revenue and expenses during the reporting period. Actual
results could differ from these estimates.

Revenues — Most of our water customers are billed quarterly, with the exception of larger commercial and industrial
customers as well as, public fire protection customers who are billed monthly. Most customers, except fire protection
customers are metered. Revenues from metered customers are based on their usage multiplied by approved, regu-
lated rates. Public fire protection charges are based on the length and diameter of the water main, and number of
hydrants in service. Private fire protection charges are based on the diameter of the connection to the water main.
Qur water companies accrue an estimate for the amount of revenues relating to sales earned but unbilled at the end
of each quarter.

Urility Plant — Utility plant is stated at the original cost of such property when first devoted to public service.

In the case of acquisitions, the difference between the original cost and the cost to our water companies is charged

or credited to utility plant acquisition adjustments. Utility plant accounts are charged with the cost of improvements
and replacements of property including an allowance for funds used during construction. Retired or disposed of
depreciable plant is charged to accumulated provision for depreciation together with any costs applicable to retire-
ment, less any salvage received. Maintenance of utility plant is charged to expense.

Allowance for Funds Used During Construciion — Allowance for Funds Used During Construction (AFUDC) is the cost

of debt and equity funds used to finance the construction of our water companies’ utility plant. Generally, utility plant
under construction is not recognized as part of rate base for ratemaking purposes until facilities are placed info
service, and accordingly, AFUDC is charged to the construction cost of utility plant. Capitalized AFUDC, which does
not represent current cash income, is recovered through rates over the service lives of the facilities.

In order for certain water system acquisitions made in and after 1995 not to degrade earnings, The Connecticut Water
Company has received DPUC approval to record AFUDC on certain of its investments in these systems. Through
December 31, 2002, Connecticut Water has capitalized approximately §2,333,000 of AFUDC relating to financing these
acquisitions. This amount is expected to be recovered in Connecticut Water's next rate case.

Each company’s allowed rate of return on rate base is used to calculate its AFUDC.

Depracietion — Over 99% of the Company’s depreciable plant is owned by its five water companies. Depreciation is
computed on a straight-line basis at various rates as approved by the state regulators on a company by company basis.
Depreciation allows the utility to recover the investment in utility plant over its useful life. The overall consolidated
company depreciation rates, based on the average balances of depreciable property, was 1.9% for 2002, 2.0% for 2001
and 2.1% for 2000.

Costomers’ Advances for Construciion and Coniributions in Aid of Construciion — Under the terms of construction contracts
with real estate developers and others, our water companies receive advances for the costs of new main installations.
Refunds are made, without interest, as services are connected o the main, over periods not exceeding fifteen years
and not in excess of the original advance. Unrefunded balances, at the end of the contract period, are credited to
contributions in aid of construction (CIAC) and are no longer refundable.

lncome Taxes — The Company provides income tax expense for its utility operations in accordance with the regula-
tory accounting policies of the applicable jurisdictions (Connecticut and Massachusetts). The Connecticut DPUC
requires the flow-through method of accounting for most state tax temporary differences as well as for certain federal
temporary differences.
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Summary of Significant Accounting Policies

Basis of Presentotion — The consolidated financial statements include the operations of Connecticut Water Service,
Inc., (the Company) an investor-owned holding company and its eleven wholly owned subsidiaries, listed below:

- The Conmecticut Water Company (Connecticut Water)
The Gallup Water Service, Incorporated (Gallup)
Crystal Water Utilities Corporation
The Crystal Water Company of Danielson (Crystal Water)
Chester Realty, Inc.

New England Water Utility Services, Inc.
Conmecticut Water Emergency Services, Inc.
Barnstable Holding Company

The Barnstable Water Company (Barnsiable Water)
BARLACO

The Unionville Water Company (Unionville)

During 2002, the Company acquired The Unionville Water Company. This acquisition was accounted for using the
purchase method of business combinations.

Connecticut Water, Gallup, Crystal Water, Barnstable Water and Unionville (our “water companies”) are public water
utility companies serving 85,536 customers in 42 towns throughout Connecticut and Massachusetts.

Crystal Water Utilities Corporation is a holding company, owning the stock of Crystal Water Company of Danleison
and three small rental properties.

Chester Realty, Inc. is a real estate company whose net profits from rental of property are included in the Other
Income (Deductions), Net of Taxes section of the Consolidated Statements of Income in the Non-Water Sales
Earnings category.

New England Water Utility Services, Inc. is engaged in water-related services, including the Linebacker® program,
and contract operations. Its earnings are included in the Non-Water Sales Earnings category in the Other Income
(Deductions), Net of Taxes section of the Consolidated Statements of Income.

Connecticut Water Emergency Services, Inc. is a provider of emergency drinking water and pool water via tanker
trucks. Its net earnings are included in the Non-Water Sales Earnings category in the Other Income (Deductions),
Net of Taxes section of the Consolidated Statements of Income. :

Barnstable Holding Company is a holding company, owning the stock of Barnstable Water Company and BARLACO.
BARLACO is a real estate company whose net profits from land sales are included in the Gain on Property Transac-
tions category in the Other Income (Deductions), Net of Taxes section of the Consolidated Statements of Income.

Intercompany accounts and transactions have been eliminated, except those allocating costs for regulatory purposes
between our regulated and non-regulated companies.

Polslic Utility Regelotion — Four of our water companies are subject to regulation for rates and other matters by the
Connecticut Department of Public Utility Control (DPUC) and follow accounting policies prescribed by the DPUC.
The Barnstable Water Company is subject to the regulation of the Massachusetts Department of Telecommunications
and Energy (DTE) and follows accounting policies prescribed by the DTE. The Company prepares its financial state-
ments in accordance with Generally Accepted Accounting Principles in the United States of America (GAAP), which
includes the provisions of Statement of Financial Accounting Standards No. 71, “Accounting for the Effects of Certain
Types of Regulation,” (FAS 71). FAS 71 requires cost-based, rate-regulated enterprises such as our water companies
to reflect the impact of regulatory decisions in their financial statements. The state regulators, through the rate
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| For the years ended December 31, (in thousands)
‘ i Operoting Adivities:
\ Net Income Before Preferred Dividends
Adjustments fo Reconcile Net income to Net Cash Provided by Operating Adivities:
Depreciation {Including $164 in 2002, $169 in 2001,
and $166 in 2000 Charged to Other Accounts)
Change in Assets and Ligbilities:
(Incrense) Decrense in Accounts Receivable and Accrued Unbilled Revenues
{Increase) Decrease in Other Current Assets
{Increase) Decrense in Other Non-Current liems
Incrense (Decrease) in Accounts Payable, Accrued Expenses and
Other Current Linbilities

Increase in Deferred Income Taxes and Investment Tax Credits, et

Total Adjustments
Het Cash Provided by Operating Acivities
Investing Activities:
Gross Additions o Utility Plant {Including Allowance for Funds Used During
Construction of $470 in 2002, $439 in 2001 ond $416 in 2000}
Financing Adtivities:
Proceeds from Inferim Bank Loans
Repayment of Interim Bank Loans
Reduction of Long-Term Debt [acluding Current Portion
Proceeds from lssuance of Common Stock
Advances, Contributions and Funds from Others for Consirudiion, Net
Costs Incurred to Issue Long-Term Debt and Common Stock
Cosh Dividends Paid
Net Cash Provided by (Used in) Financing Activities
Net Increase (Decrease) in Cash

i Cash af Beginning of Year

Cash Acquired from Purchase of Unienville Water Company
Cash at End of Yeor
Non-Cash Investing ond Financing Activities:
Purchase of Unionville Water Company by lssuance of Company
Common Stock (See Note 2 for Details)
Supplemental Disclosures of Cash Flow Information:
Cash Paid During the Vear for:
Interest {Net of Amounts Capilalized)

State and Federal Income Toxes

—

The accompanying noles are an integral part of these consolidated financial statements.
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Cash at End of Year Excluding Cash Acquired from Purchase of Unianville Water Company

2002

S §780

5,351

(165)
57
{89)

(867)
747

5,034

13,814

{15,691)

6,950
{1,875)
{2,376)

753

4,992

(192}
{6,315)
1,937
60
102
162
302

S 6,166

$ 481
$ 3,780

3 4

2001

$ 8439

LA

,006

[153)
(o
(45}

6,381
14,820

{14,218)

1,825
{1,8C0)
(605)
1,392
4,332
05)
16,143}
1814)
{212)
314

$ 3,836
$ 3,260

200

S 7,8%

53t
1,168
7,290
15,186

(19,542}

1,800
(3,061)
1805)
727
2,310
15,929)
5,457)
813)
1,127
314

o

314

S §,176
S 338




December 31, (in thousands, except share amounts) 2002 2001

CAPITALIZATION AND LIABILITIES

Common Stockholders' Equity:

D

Common Stock without Par Value: |

Authorized — 15,000,000 Shares — |

(ssued ond Qutstanding: 2002 —7,939,713; 2001 —7,649,362 S 53,069 $ 46,302 |

Re_?ui;ed Earnings _ ‘ - 26,{9@_6 2,467

Common Stociholders’ Equity 79,975 78,783 (

Preferred Siock 847 847
Long-Term Debt - 7 - 6@,73@ 03,953 ; ]
, _ ”Tu?ul Capitalization o o 145,556 135,583 ‘

Interim Bank Loans Poyable 6,950 1,825 \

Curreni Portion of Long-Term Debt 242 2,205 |
Accounts Payable 6,539 6,079 r ‘
Accrued Taxes 659 1,099 | [
Aeeruad Inferest 747 1,284 |
Other Current Liabilities S 341 leg }
Totol Current Liabilites v _ ‘ - A 12,656 \ [
Advances for Construction v , 7 - 22,069 16,075 {, I

Contributions in Aid of Construdion _ 7 S s 32,277

Deferred Federal and Siate Income Taxes S 20,633 18,902 \
Unfunded Future Income Taxes - , 9,871 8,223 } |
Long-Term Compensation Arrangements 5,877 6,028 '
Unameriized Invesiment Tox Credits S ‘ v - !,9_42 1,970 ‘ 2

Commitmenis and Contingencies
Total Capitalization and Liabilities $264,799 $237,716

The accompanying notes are an integral part of these consolidated firnancial statements.
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| asseTs

Utifity Plant

Construction Work in Progress

Utility Plont Acquisition Adjustments

Accumulated Provision for Depreciation

B Nrerl'_Ut_i_liTy Plant

ther_qupfﬁy_opd Ivnvesiments_
Cash
Accounts Receivable (Less Allowance, 2002 — $240; 2001 — $234)
Accrued Unbilled Revenues
Materiols and Supplies, ot Average Cost
Prepayments and Other Current Assets

m_Totul Current Assefs

Unamartized Debt Issuance Expense

Unrecovered Income Taxes

Post-Retirement Benefits Other Than Pension
Goodwill

] Other Costs 7
i Total Regulatory and Other Long-Term Assets

U_ N Tota! Assets 7 )

t/ﬂ 1 CONNECTICUT WATER SERVICE, I8C. AND SUBSIDIARIES

2002

$308,385
9,592
{1,278}
316,699
{87,602)

229,097

3,557

464
5,157
3,619

960

173

10,373

5,080
10,718
846
3,608
1,520

8,1m
$264,799

2001

$267,575
12,760
1,309)
279,027
176,697)
202,330
3,334
102
6871
3,402

1,507
16,627

$231,714
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For the years ended December 31, (in thousands, except per share datn) 2002

Operating Revenues $45,830 $45,392 $03.997
Operating Expenses )
Operation ard Meintenance 19,531 28,976 15,860
Degreciaiion 5187 4,837 G708 |
Income Toxes 4,482 4,777 6,519 1 |
Tuxes Other Than Income Taxes 4,796 4,388 4,558
Total Operating Expenses 33,996 34,078 32,335
Utility Operating Income 11,834 11,314 1,662
Other Income (Deductions), Met of Taxes
Gain on Properiy Trensacticns 440 1,025 582 ||
Hon-Water Soles Earnings 444 72 208 | ‘
|
Mllowance for Funds Used During Construcifon 470 455 e ||
Herger Costs - 1957 6e3)
Oher 126 177 210 ’
Total Other Income {Deduciions), Mei of Taxes 1,480 I8V PCHCI
|
Inierest and Debt Expenses 0
|
Inferesi cn Long-Term Debt 3,909 4,357 4,500 1|
I
Qiher Interest Charges 385 353 464 (w
Amorfization of Debi Expense 260 222 222
Total Interest and Debi Expanses 4,534 6,582 4,782
Met Income Before Preferred Dividends 8,780 3,439 7,856
Preferred Stock Dividend Requirement 38 » A
Met Income Applicable to Commoen Stack $ 8742 $ 8401 $ 7,858 | (
Weighied Average Common Shares Outstanding: }
Basic 7,718 7,619 7,625
Diluted 7,771 7,662 7,688 |
Earnings Per Common Share:
Basic $ LI3 § ¢ $ o3
Diuted $ 112 $ LI0 $ e |

The accompanying notes are an tntegral part of these consolidated financial statements.
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Company is not obligated by the MOU to sell such lands to the State of Connecticut. If the DEP determines that

certain pareels of Class III land covered by the MOU do not meet its criteria for desirable open space, the Company

can apply to the Department of Public Utility Control to sell or otherwise dispose of the land. The Company has

no intention of selling or otherwise disposing of Class I and II lands that have an impact on drinking water supply

and water quality. The MOU does not affect the land donation to the Town of Killingly mentioned above.

Taxes — Due to the current environment of state budget deficits, the Company and its subsidiaries may be subject
to a higher tax burden through changes in state legislation. Also, the Company’s future property tax burden may

increase as state aid to towns is decreased.

Forward Looking Information

This report, including management's discussion and analysis, contains certain forward looking statements regarding
the Company’s results of operations and financial position. These forward looking statements are based on current
information and expectations, and are subject to risks and uncertainties, which could cause the Company’s actual

results to differ materially from expected results.

Our water companies are subject to various federal and state regulatory agencies concerning water quality and
environmental standards. Generally, the water industry is materially dependent on the adequacy of approved rates

to allow for a fair rate of return on the investment in utility plant. The ability to maintain our operating costs at the
lowest possible level, while providing good quality water service, is beneficial to customers and stockholders. Profit-
ability is also dependent on the timeliness of rate relief, when necessary, and numerous factors over which we have
little or no control, such as the quantity of rainfall and temperature, industrial demand, financing costs, energy rates,
tax rates, and stock market trends which may affect the return earned on pension assets, and compliance with envi-
ronmental and water quality regulations. We undertake no obligation to update or revise forward looking statements,

whether as a result of new information, future events, or otherwise.

l & I CONNECTICUT WATER SERVICE, INC. AND SUBSIDIARIES



Land Benations te be [Made t1 2003 end 2006 — On January 31, 2001, we signed an agreement to donate to the Town

of Killingly, Connecticut approximately 365 acres of unimproved land for protected open space purposes. This land
donation will be broken down into three different parcels with one of the parcels being donated each year from 2002
through 2004. Under current tax law, these donations will result in reduced federal and state income taxes totaling
approximately $1:900,000. In 2002, the first parcel consisting of approximately 54 acres was donated for an after tax
benefit of $293,000. In January 2003, the second parcel consisting of approximately 178 acres was donated which

is expected to result in an after tax benefit of approximately $940,000. The remaining 133 acres are scheduled to be
donated in 2004, provided Connecticut tax laws continue to provide favorable tax treatment for such donations, for

an expected after tax benefit of approximately $700,000.

Reverse Privelizetion — Our water companies derive their rights and franchises to operate from state laws that are
subject to alteration, amendment or repeal and do not grant permanent exclusive rights to our service areas. Our
franchises are free from burdensome restrictions, are unlimited as to time, and authorize us to sell potable water
in all towns we now serve. There is the possibility that states could revoke our franchises and allow a governmental

entity to take over some or all of our systems. From time to time such legislation is contemplated.

The Town of Barnstable, Massachusetts has advised the Company that it is actively considering the acquisition of
the Company’s wholly-owned subsidiary, The Barnstable Holding Company. The Town takes the position that it has
the right to acquire The Barnstable Holding Company pursuant to the provisions of Massachusetts legislation passed
in 1911. The Company has advised the Town of Barnstable that the Company does not believe the Town has any
statutory right to acquire The Barnstable Holding Company.

Eavirenmental end Water Quality Regelation — The Company is subject to environmental and water quality regulations.
Costs to comply with environmental and water quality regulations are substantial. We are currently in compliance
with current regulations, but the regulations are subject to change at any time. The costs to comply with future
changes in state or federal regulations, which could require us to modify current filtration facilities and/or construct

new ones, or to replace any reduction of the safe yield from any of our current sources of supply, could be substantial.

Fezcteriom en Lend $ales — On December 4, 2002, the Company entered into a Memorandum of Understanding (MOU})
with the State of Connecticut Department of Environmental Protection (DEP). The MOU provides for a voluntary
two-year moratorium on the sale of approximately 7,100 acres of undeveloped Class I, II, and I1I water company lands
held by the Company’s Connecticut water company subsidiaries. Class | and Il water company lands, as defined by
Public Health Code regulations, are those that are within the watershed or drainage area of a public water supply.
Class III lands are those that are not located within the watershed. Under the terms of the MOU, the DEP in coopera-
tion with the Company’s Connecticut water companies will assess and evaluate all undeveloped Class I, IT and 111 land
holdings to determine the desirability of the State of Connecticut’s acquiring the land for open space and to develop
strategies to fund the acquisitions of such properties in fee or by easement from the Company. If the DEP determines
that the Company’s Class I, II and III land holdings are desirable, the Company and the DEP have agreed to negotiate

in good faith to determine a price for the Company's land holdings based upon appraised values. However, the

CONMECTICUT WATER SERVICE, INC. AND SUBSIDIARIES [ 7 [




Net Income Applicable to Common Stock for 2001 increased from that of 2000 by $543,000, or $.07 per average basic

share. The increase was primarily due to the following:
* Other Income (Deductions), Net of Taxes increased $741,000:

— The increase in Other Income was primarily due to The Connecticut Water Company’s 2001 donation of 134.1
acres of land to the Town of Middlebury, Connecticut. This donation was responsible for a net after tax gain of
$1,121,000 resulting from a Connecticut state income tax credit in addition to state and federal charitable
contribution tax deductions.

— Non-Water Sales Earnings increased $106,000 or 39.8%, primarily as a result of increased earnings from our
unregulated activities. A substantial amount of the increase was due to our Linebacker® maintenance service
program. Initiated in 2000, for a small annual cost to our customers, the Linebacker® program protects parti-
cipants from incurring large expenses when their service lines break. As of December 31, 2001, approximately
9,600 of the Company's customers are protected by Linebacker®.,

e Interest and Debt Expenses decreased $150,000:

— The decrease in Interest and Debt Expenses was due both to declines in average balances of interim debt
outstanding and lower interest rates. The weighted cost of the Company's interim debt at December 31, 2001
was 2.81% as compared with 7.25% at December 31, 2000.

* Utility Operating Income decreased $348,000:

~ Operating Expenses increased $1,743,000 or 5.4%, primarily due to increased Operation and Maintenance
expenses related to increases in wages, employee benefits and maintenance costs; an increase in Depreciation
Expense due to increased investment in utility plant; increases in Income Taxes primarily due to higher
taxable income, partially offset by a decrease in other taxes primarily due to property tax rebates and lower
property tax revaluations. Higher Operating Revenues partially offset the increase in Operating Expenses.

— Operating Revenues increased $1,395,000 or 3.2% in 2001 as compared to 2000. This increase was due to

increased water consumption brought on by a drier 2001 summer and fall, plus utility customer growth.

Commitments and Contingencies

Securily — Recent amendments to the Safe Drinking Water Act require all public water systems serving over 3,300
people on an average basis to prepare Vulnerability Assessments (VA) of their critical utility assets. The assessments
are to be completed by December 2003 and will be submitted to the U.S. Environmental Protection Agency along
with certification that certain critical elements of the assessments are being implemented within our Emergency
Contingency Plan. The information within the VA is not subject to release to the public and is protected from Freedom
of Information inquiries. Investment in security-related improvements is ongoing and management believes that the

costs associated with any such improvements would be chargeable for recovery in future rate proceedings.

) 6 } CONMECTICUT WATER SERVICE, INC. AND SUBSIDIARIES
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Net Income Applicable to Common Stock for 2002 increased from that of 2001 by $329,000, or $.03 per average basic
share. The increase was primarily due to the following:
* Utility Operating Income increased $501,000: _

— Operating Expenses decreased $424,000 or 1.2%, primarily due to the decreases in Operation and Maintenance
expenses and Income Taxes partially offset by an increase in Depreciation and Taxes Other Than Income
Taxes. The decrease in Operation and Maintenance expenses was primarily due to a mark-to-market adjust-
ment on the Company’s common stock equivalent shares outstanding of $344,000, lower maintenance expense
of $166,000 and a reduction in labor costs of $282,000. The decrease in Income Taxes was primarily due to
book tax timing differences. The increase in Depreciation was due to the increased investment in Utility Plant.
Taxes Other Than Income Taxes increased primarily because of an increase in Property Taxes due to a one-
time property tax rebate in 2001 of $192,000 as well as an overall increase in municipal tax rates in 2002.

~ Operating Revenues increased $77,000 or .2% in 2002 as compared to 2001. This increase was due to the
Company’s additional investment in water mains and hydrants, which serve as the basis for Public Fire
Protection billing.

* Interest and Debt Expenses decreased $114,000:

— The decrease in Interest and Debt Expenses was primarily due to the payoff of $2,033,000 of 8% long-term debt
in 2002 and the refinancing of the debt with lower rate short-term debt. The weighted cost of the Company’s
interim debt at December 31, 2002 was 1.77%, as compared with 2.31% at December 31, 2001.

* Other Income (Deductions), Net of Taxes decreased $286,000:

— The decrease was primarily due to the $681,000 decrease in Gain on Property Transactions partially offset by
the $352,000 decline in Merger Costs and the $72,000 increase in Non-Water Sales Earnings. The decrease in
Gain on Property Transactions was a result of donating land with a higher value in 2001 than the land donated
in 2002. The reduction in Merger Costs was due to the “pooling-of-interests” treatment of the 2001 Barnstable
acquisition. A substantial amount of the increase in Non-Water Sales Earnings was due to our Linebacker®
maintenance service program. As of December 31, 2002, approximately 11,900 of the Company’s customers are

protected by Linebacker®.

2000 Compared with 2000
On February 23, 2001, the Company acquired Barnstable Holding Comparny and accounted for the acquisition as a

“pooling-of-interests”. Financial statements have been restated to include the results of the acquired company for all

periods presented.

On September 7, 2001, the Company effected a three-for-two stock split. The distribution of these shares increased

the number of shares outstanding by 2,562,052 shares. All outstanding common shares and per share amounts in this
report have been restated to reflect this stock split. Appropriate adjustments to reflect this stock split were made to
the Company's Performance Stock Program, the Savings Plan of the Connecticut Water Company and the Company’s

Dividend Reinvestment and Common Stock Purchase Plan.
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Condensed Balance Sheets

2002 2001
B o R Without Without
 December 31, (in thousands) . Consolidored  Unionvile Unionsille  Uniomille  Varionce
ASSETS
Net Utility Plant $229,097 $17,044  $212,053  $202,330 $9,723
Other Property end Investments 3,557 - 3,557 3,336 223
Total Current Assets 10,373 881 9,492 9,423 &9
 Total Regulatory and Other Long-Term Assets oooam 5,621 16,151 16,627 (678
Totol Assets ~ $264,799 $23,546  5241,253  $231,7¢4 $9,539
CAPITALIZATION AND LIABILITIES
Capitalization
Common Stockholders’ Equity S 79,975 $ 6177 $73798 $70,783 $3,015
Preferred Stock 847 - 847 847 -
Long-Term Debt - o 64,734 1,076 63,658 63,953 (295}
Total fupimlizuﬁon 145,556 7,253 138,303 135,583 2,720
Current Liabilities 15,478 844 14,634 12,650 1,978
C Defered Credls . 103765 15449 88316 03475 4,84
. Toul(opilizofonond Licbiiies 264,799 $23,546 S241,253 SBLTIG  §9,830
Income Statements
2002 2001
T TWithew  Without
For the years ended December 31, (in thousends) Consolidated Unionville  Unionville Unignville Variance
| Operoting Revenves 45830 s3I SA54e9 S48 TT
Operating Expenses 7 ' ‘
Operation and Maintenance 19,531 226 19,305 20,076 777y
Depreciation 5187 74 5113 4,837 276
Income Taxes 4,482 6 4,476 4,777 1391)
... Taxes Other Thon Income Taxes R, .. 36 4760 4388 32
L JoolOpeaingbepenses 33996 342 33654 301 (424
7 U_ﬁl_ity Operating Income I‘l_,‘§34 ‘ I9I|,8|5 O 1L314 581
Other Income (Dedudiions), Net of Toxes
Gein on Property Transactions 440 - 440 1,128 (©87)
Non-Water Sales Earnings 444 - 444 372 72
Allowance for Funds Used During Construction 470 8 462 439 23
Merger Costs - - - 1352) 352
Other - D) 125 W7 159
" Total Other Income (Deductions}, Net of Taxes 1,480 9 1471 1,757 1286)
Interest and Debl Expenses -
Interest on Long-Term Deht 3,909 16 3,893 4,057 {164}
Other Interest Charges 365 - 365 353 12
.. Amortzation of Debt Expense 260 - 260 222
Total Interest and Debt Expenses 4,534 1 4,518 4,632 (114
Net Income Before Preferred Dividends ' 8,780 12 8,768 8,439 329
_ Preferred Stock Dividend Reguirement .8 - 3 58 -
Net Income Applicable to Common Stock $ 8,742 $12  $8730  SE40 $329
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The Company has received regulatory approval to donate certain parcels of its land in the years 2003 and 2004,
Over the two-year period these donations are expected to contribute approximately $1.6 million to net income as

a result of favorable tax treatment under federal and Connecticut tax laws,

Liquidity and Capital Resources

The Company is not aware of demands, events or uncertainties that will result in a decrease of liquidity or & material

change in the mix or relative cost of capital resources.

The Company does not use off-balance sheet arrangements such as securitization of receivables or unconsolidated
entities. The Company has no material lease obligations, does not engage in trading or risk management activities

and does not have material transactions involving related parties.
Interim Bank Loans Payable at year end 2002 was $6,950,000, which is $5,125,000 higher than at the end of 2001.

We consider the current $12,500,000 lines of credit with three banks adequate to finance any expected short-term
borrowing requirements that may arise from operations during 2003. In May 2003, $6,5600,000 of the lines of credit
expire and the remaining $6,000,000 expires in May, 2004. We expect the lines of credit to be renewed. Interest

expense charged on interim bank loans will fluctuate based on financial market conditions.

During 2002, the Company incurred approximately $15.7 million of construction expenditures. The Company financed
such expenditures through internally generated funds, customers’ advances, contributions in aid of construction and

short-term borrowings.

The Board of Directors has approved a $9.5 million construction budget for 2003, net of amounts to be financed

by customer advances and contributions in aid of construction. Funds primarily provided by operating activities are
expected to finance this entire construction program given normal weather patterns and related operating revenue
billings. Refer to Note 10, Utility Plant and Construction Program, in Notes to Consolidated Financial Statements

for additional discussion of the Company’s future construction program.

Results of Operations

2002 Cempored with 2001

On October 31, 2002, the Company issued 249,715 shares of its common stock in exchange for all the outstanding
common stock of The Unionville Water Company (Unionville). This acquisition was accounted for under the purchase
method of accounting; as such only the Balance Sheet and Income Statement activity from the acquisition date

forward are included in the financial statements.

The tables below present the Income Statements and Balance Sheets detailing the balances with and without
Unionville. The narrative following the table includes explanations of the Income Statement variances excluding the

amounts associated with Unionville.
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We do not presently plan to request rate relief for any of our regulated companies. Future economic and financial

market conditions, coupled with governmental regulations and fiscal policy, plus other factors that are unpredictable

and often beyond our control, will influence when we request revisions to rates charged to our customers.

The Company is also subject to environmental and water quality regulations. Costs to comply with environmental and
water quality regulations are substantial. We are currently in compliance with current regulations, but the regulations
are subject to change. The costs to comply with future changes in state or federal regulations, which could require

us to modify current filtration facilities and/or construct new ones, or to replace any reduction of the safe yield from

any of our current sources of supply, could be substantial.

Crivical Accounting Policies

The Company's consolidated financial statements are prepared in conformity with Generally Accepted Accounting
Principles in the United States of America (GAAP) and as directed by the regulatory commissions to which the
Company'’s subsidiaries are subject. See Note 1 for a discussion of our significant accounting policies. The Company

believes the following policies are critical to the presentation of its consolidated financial statements.

Public Utility Reguiation — Statement of Financial Accounting Standards — Financial Accounting Standards No. 71,
“Accounting for the Effects of Certain Types of Regulation” (FAS 71), requires cost-based, rate-regulated enterprises
such as the Company’s water companies to reflect the impact of regulatory decisions in their financial statements.
The state regulators, through the rate regulation process, can create regulatory assets that result when costs are
allowed for ratemaking purposes in a period after the period in which costs would be charged to expense by an unreg-
ulated enterprise. The balance sheet includes regulatory assets and liabilities as appropriate, primarily related to
income taxes and post-retirement benefit costs. The Company believes, based on current regulatory circumstances,
that the regulatory assets recorded are likely to be recovered and that its use of regulatory accounting is appropriate

and in accordance with the provisions of FAS 71. Material regulatory assets are earning a return.

Revenve Recognition — Revenue from metered customers includes billings to customers based on quarterly meter
readings plus an estimate of water used between the customer's 1ast meter reading and the end of the accounting
period. The unbilled revenue amount is listed as a current asset on the balance sheet. The amount recorded as
unbilled revenue is generally higher during the summer months when water sales are higher. Based upon historical

experience, management believes the Company's estimate of unbilled revenues is reasonable.

Ouilect:
The Company’s profitability is primarily attributable to the sale and distribution of water, the amount of which is
dependent on seasonal weather fluctuations, particularly during the summer months when water demand will vary

with rainfal]l and temperature levels.

After the terrorist strike on September 11, 2001, water companies have had to increase security on their water
supplies and facilities. This has resulted in increases in operating and capital costs related o security, which are

typically recoverable in a rate proceeding.
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Finoncic! Condition

Querview

Connecticut Water Service, Inc. (the Company or CTWS) is a non-operating holding company, whose income

is derived from the earnings of its eleven wholly-owned subsidiary companies. In 2002, approximately 30% of the
Company’s earnings were attributable to water activities carried out within its five regulated water companies:

The Connecticut Water Company, The Gallup Water Service, Incorporated, The Crystal Water Company of Danielson,
The Barnstable Water Company and The Unionville Water Company. These five companies supply water to 85,536
customers in 42 towns throughout Connecticut and Massachusetts. Each of these companies is subject to state regu-
lation regarding financial issues, rates, and operating issues, and to various other state and federal regulatory agencies
concerning water quality and environmental standards. In addition to its regulated utilities, the Company owns six
unregulated companies: Chester Realty, Inc., a real estate company in Connecticut; New England Water Utility Services,
Inc., which provides contract water and sewer operations and other water related services; Connecticut Water
Emergency Services, Inc., a provider of drinking and pool water by tanker truck; Crystal Water Utilities Corporation,
a holding company which owns The Crystal Water Company of Danielson and three small rental properties; BARLACO,
a real estate company in Massachusetts; and Barnstable Holding Company, a holding company which owns The
Barnstable Water Company and BARLACO. In 2002, these unregulated companies, in conjunction with the regulated
water companies, contributed the remaining 10% of CTWS’s earnings through real estate transactions as well as

services and rentals.

2002 was the Company’s 12th consecutive vear of increased earnings and its 33rd consecutive year of increased
dividend payments, excluding dividends paid by companies subsequently acquired and accounted for under the

“pooling-of-interests” method.

Regulatory Maiters and [nflation

The Connecticut Water Company is the Company's largest subsidiary serving over 67,300 of the Company's 85,5636
utility customers. Connecticut Water Company’s revenues, like the Corapany’s other four regulated water companies,
are based on regulated rates that are determined in a regulatory rate proceeding. Connecticut Water's last general
rate proceeding was in 1991. The resulting rate decision granted Connecticut Water a 12.7% allowed return on common

equity and a 10.74% allowed return on rate base.

The Company, like all other businesses, is affected by inflation, most notably by the continually increasing costs
required to maintain, improve and expand its service capability. The cumulative effect of inflation results in signifi-
cantly higher facility replacement costs, which must be recovered from future cash flows, The ability of the Company’s
water utility subsidiaries to recover this increased investment in facilities is primarily dependent upon future rate

increases, which are subject to state regulatory approval.

|
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