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QUESTION PRESENTED

The Virginia Constitution prohibits a municipality from taxing non-residents. The City of
Falls Church provides water service to 11,000 city residents and 110,000 people in Fairfax County.
The City designs its water rates to generate huge surpluses that are diverted to its general fund,
enabling the City to lower the property tax rate charged to Falls Church citizens. Does this practice
violate the Virginia Constitution?

STATEMENT OF FACTS PROVEN AT TRIAL
A. The Falls Church Water System and Area of Service.

The City of Falls Church provides public drinking water to 11,000 people within the city as
well as to 110,000 people in the eastern portion of Fairfax County. (PX 2 (map); Am. Compl./
Answer § 13.) Thus, 92% of the City’s water customers are County residents, while only 8% live
within Falls Church. (Am. Compl./Answer § 13.; Tr. 263:13-22.)

This unusual situation -- with more “outside” than “inside” city customers -- has existed
since the 1950s. (Tr. 1236:19-1237:6.) In 1959, the City entered into a 30-year agreement with
Fairfax Water. The agreement limited the City’s further expansion into Fairfax County by giving it
an exclusive service area in the eastern portion of the County. (Tr. 1303:9-16, 1342:9-1343:14.)
Despite the agreement’s expiration in 1989, the City still serves the same geographic area that it
previously served and retains 100% of that market. (Am. Compl./Answer { 10; Tr. 164:7-14.)

The City’s “commaodity charge” for water is $3.03 per 1,000 gallons, a rate set in June 2005.
(PX 37 at 32; Tr. 496:20-497:4, 1476:18-1477:7.) Falls Church’s water rates are significantly higher
than Fairfax Water’s current commodity charge of $1.83. (Tr. 496:5-15.) A typical residential
customer pays $85.19 quarterly to Falls Church, compared to $50.97 for a customer of Fairfax
Water. (DX 40.) Table 1 shows Falls Church’s water rates since 1992, including three significant

rate increases in 2003, 2004 and 2005.



B. Falls Church Sets Its Water Rates to Exceed Expenses in Order to Generate
Surplus Profits to Transfer to the General Fund.

The evidence was undisputed that Falls Church has, for many years, transferred significant
moneys from its water fund to its general fund as surplus profit. The annual transfers are
summarized in Plaintiff’s Exhibits 3.1-A and 3.4. The City could not determine the amount of such
transfers before FY 1981. (Tr. 204:14-205:7.) From FY 1981 through FY 2008, however, the
transferred profits totaled nearly $59 million. (PX 3.4)

The City has called this profit various things over the years, including a “return on
investment” (“ROI”), “return on equity” (“ROE”), or, most recently, “management fee.” (Tr.
227:22-229:9.) This amount is in addition to a “payment in lieu of taxes” that the water system pays
to the general fund, corresponding to the property taxes it might pay if it were privately owned. (Tr.
324:17-21.) The profit transfer also exceeds all direct and indirect costs to manage and operate the
water system; all indirect costs, for instance, are paid to the general fund as “Administration”
charges. (Tr.229:10-230:7.) Although the City calls the current profit transfer a “management
fee,” its corporate designee admitted that the management fee does not pay for any management at
all because all such management costs are already covered under “administration.” (Tr. 230:2-7.)*

The evidence to document the transfer of surplus revenues was overwhelming and
uncontested. Perhaps the best evidence came from the City’s own audited Consolidated Annual

Financial Reports (“CAFRs”), which the City acknowledges to be accurate. (Tr. 219:13-220:2.) For

! The City’s Chief Financial Officer, John Tuohy, testified to this both in his capacity as the City’s
corporate designee at the City’s Rule 4:5(b)(6) deposition, as well as at his personal deposition. (Tr.
318:2-319:18, 1462:14-1465:1). At trial, however, the City called Mr. Tuohy in his personal
capacity. He then testified for the first time that the “management fee” supposedly did pay for
something that was not already covered under “administration.” But that testimony contradicted not
only his own deposition testimony, but the testimony he gave as the City’s binding designee. (Tr.
1463:7-1464:15.) So, even putting aside the credibility issues associated with the change in
testimony, the City cannot escape its Rule 4:5(b)(6) obligations so easily; it is bound by its
designee’s testimony. See Horne v. Milgrim, 226 Va. 133, 138, 306 S.E.2d 893, 895 (1983) (stating
that party may use adverse party’s corporate designation deposition “as substantive evidence in his



every fiscal year since 2001, the CAFR contained a note describing the transfer as “excess operating
funds” that were “reappropriated for General Fund expenditures.” (2008--PX 75 at 66; 2007--PX
76 at 72; 2006--PX 77 at 70; 2005--PX 78 at 69; 2004--PX 79 at 69; 2003--PX 80 at 69; 2002--PX
81 at 35; 2001--PX 82 at 36; see also PX 76 at 26 (stating water fund “subsidized” general fund).)

The annual profit transfer has increased by ten-fold since the early 1980s, particularly after
the City’s Charter was amended between 1992 and 1995. Through FY 1984, the transfers were less
than $450,000 each year. (PX 3.4.) From FY 1985 to 1998, the amount more than doubled, ranging
from approximately $1 million to $1.6 million. (Id.) Beginning in 1999, the annual transfers
increased dramatically again, doubling or even tripling, and reaching a peak of nearly $4.9 million in
FY 2002. (Id.) From FY 2003-2006, the transfer amount was frozen at $4,625,874. (ld.) That
figure was based on a report from KPMG that the City has since lost. (Tr. 1458:4-12.) In 2006, the
City reduced the amount of the transfer, effective in FY 2007, in order to avoid having to raise its
water rates yet again. (Tr. 233:4-8.) That change reduced the transfer to $2.9 million for FY 2007
and 2008. (PX 3.4.) The City anticipates the transfer for FY 2009 (the audit for which is still
underway) to be between $2.2 and 2.5 million. (Tr. 232:17-22.) And the City has recently budgeted
a $2.2 million transfer for FY 2010. (Tr. 1477:8-12, 1481:8-14; P-Reb-12 at 37.)

Plaintiff’s Exhibits 3.1-A and 3.6 show the City’s annual profit transfer since FY 1995 as a
percentage of water operating revenues. At the peak in FY 2002, the City was transferring 43% of
its water revenues as profits to the general fund. In FY 2007 and 2008, the amount was 15%.

The evidence was also undisputed that each water rate increase since 2003 was implemented
to generate receipts in excess of any water-related costs in order to transfer the surplus to the general
fund. Thus, the 20% rate increase in 2003 (from $1.64 to $1.97), followed the City Manager’s

explanation that “[t]he water fund in particular needs a rate adjustment to cover our ever-increasing

own case”); Massie v. Firmstone, 134 Va. 450, 462, 114 S.E. 652, 656 (1922) (“No litigant can
successfully ask a court or jury to believe that he has not told the truth.”).
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costs, especially the sizable ROI transfer to the general fund.” (PX 23 at 1 (emphasis added).) The
City Manager concluded: “it is extremely important that the Council determine a level of rates that
cover our costs and provide for a reasonable ROL.” (Id. at 4.) And shortly before the City Council
adopted the rates specifically recommended by the City Manager for calendar years 2003 and 2004,
he advised that the new rates were sufficient not only to fund all of the water system’s operations and
its capital investment program, but also to cover the ROI. (PX 26; Tr. 251:16-252:7.) As Chris
Woodcock testified, this evidence established a “direct link” between the rate increase and the need
to maintain the transfer. (Tr. 360:16-20; see also Tr. 363:1-5, 363:14-364:4.)

In 2005, the City increased rates yet again, this time to $3.03 (an amount nearly double what
it charged in 1999). It is undisputed that this rate increase was likewise needed to continue the
transfers to the general fund. Indeed, just one month before the new rates were adopted, the City
Manager explained that the then-current rates were more than sufficient to cover all of the City’s
operating costs and capital requirements for the water system, but that a rate increase would be
needed in order to maintain the profit transfers at the high levels the City was used to (then running
in excess of $4.6 million per year). (See PX 36; Tr. 366:4-374:15.) Figure 1 shows a side-by-side
comparison of the graphs from the City Manager’s memo (PX 36) that makes plain the “direct
relationship” (Tr. 367:15-21) between the rate increase and the profit transfer.

The City’s corporate designee also confirmed that the City’s practice has been to build into
the water rates themselves the amount needed to fund the return on equity transfer to the general
fund. (Tr. 249:7-15 (“Q. And the City tried to do that when it could, right? A. Yes.”).)

C. Falls Church’s Practice of Transferring Profits to the General Fund
Significantly Reduces the City’s Property Tax Burden on Falls Church Citizens.

The evidence was also undisputed that the City’s transfer of profit from the water fund to the
general fund has significantly reduced the burden on Falls Church citizens with regard to paying for

the City’s general services. For instance, in November 1995, the City Manager advised that the City



“each year . . . receives a substantial amount of money which is used to defray costs that the City
might otherwise have to pay through general taxes.” (Tr. 271:22-273:2 (emphasis added).) And that
was in 1995, before the City tripled the amount of the transfer. (See PX 3.6.) By July 2005, the
City’s CFO admitted that the profit transfer was one of the two largest expenses for the water
system, second only to the cost of purchasing water from the Washington Aqueduct for resale to the
City’s customers. (Tr. 377:19-380:16, 384:9-12.) The CFO told the City Council at that time that
the transfer was worth 17 cents on the property tax rate. (Tr. 384:13-385:3.)

The City further testified through its corporate designee that it develops its annual budget by
first taking into account the amount of the transfer from the water fund to the general fund, and then
determining the property tax rate needed to pay for the remainder of the general budget: “Q. [T]he
more money that goes into the general fund from the return on equity, the less money you need in
tax dollars, right? A. Correct.” (Tr. 282:7-19.)

Accordingly, the value of this water fund transfer can be expressed not only in total dollars,
but also in terms of how many pennies it represents on the Falls Church property tax rate per $100 of
assessed value. (Tr. 1500:3-1501:2.) The City’s CFO testified that the CAFRs provide all of the
necessary data. (Tr. 1500:9-1501:2.) As Table 2 reflects, the transfers to the general fund for the
period 2000 through 2008 have been worth between 9 and 34 cents on the property tax rate. For FY
2010, the transfer is worth 6 cents on a property tax rate of $1.07. (Tr. 1485:16-1486:3.)

This does not necessarily mean that the City would have had to increase real estate taxes by
the same amount if the City had not transferred surplus profits from the water fund. The City might
have reduced spending or found other revenue sources. (Tr. 1488:12-1489:9.) But it does show that
the transfer constituted a very significant financial benefit to the City’s taxpayers.

Indeed, the subsidy is so large that a family owning a median-priced home in Falls Church
essentially gets its water for free this year, plus an additional tax break. The City reports that the

median value in 2009 of a family home in Falls Church is $605,950. (P-Reb-12 at 17.) Thus, every
5



penny decrease on the property tax rate saves that family $61 in taxes ($605,950+100-+100=$60.60).
A six cent tax savings in 2009 -- based on the current value of the water fund transfer -- represents a
tax savings of $364 ($60.60 x 6 = $363.60). By contrast, the annual water charge for an average
Falls Church residential customer is $340 ($85.19/quarter x 4 quarters). (See DX 40.) Thus, the tax
benefit resulting from the water transfer not only pays the entire water bill, it reduces property taxes
by another $26. And in past years, when the water transfer was worth as much as 34 cents on the tax
rate (Table 2), the tax subsidy to Falls Church and its citizens was even more startling.

Son Nguyen, who was responsible for running the water system for many years, was correct
when he wrote in 1999 that it was a “money making machine” and the proverbial “goose that laid the
golden egg.” (Tr. 239:6-21, 1254:2-1255:11.) He advised against selling the water system because
these annual transfers made it much too valuable to part with. (Tr. 1254:2-15.)

D. Fairfax Water Has No Practical Alternative to Buying Its Water from the City
for the Two Buildings in Merrifield.

Fairfax Water is the City’s retail water customer for two office buildings in Merrifield, north
of Route 50. (PX 2; Tr. 498:9-500:4, 1304:12-1305:6.) Fairfax Water occupied the first building
(its “P&E” offices) in the late 1970s (Tr. 499:15-18), and the second (its headquarters) in the late
1990s (Tr. 500:1-4.) The water bill for 2008 came to $16,874. (PX 64.)

There is no evidence that Falls Church ever negotiated any of the retail water charges to
Fairfax Water (or any of its other retail water customers). (Tr. 1346:14-1347:6.) The fees, rather,
have been based on the City’s “published rate[s].” (Tr. 1346:19-20.)

In 2007, after Fairfax Water began to offer water service to new development projects in the
City’s historic service area in Fairfax County, Falls Church sued in federal court, claiming an
exclusive service area in which Fairfax Water could not compete. The federal courts rejected that

claim and dismissed the City’s lawsuit. City of Falls Church v. Fairfax County Water Authority,



2007 U.S. Dist. LEXIS 36004 (E.D. Va. May 15, 2007) (Am. Compl. Ex. 2), aff’d, 272 F. App’x.
252, 2008 U.S. App. LEXIS 7285 (4th Cir. Apr. 4, 2008) (Am. Compl. Ex. 3).

In May 2008, with the lawsuit dismissed, Fairfax Water looked into the possibility of
connecting its two buildings to its own water mains on the south side of Rt. 50. But the cost of
tunneling under Route 50 and extending the lines ranged from $311,000 to $457,000. (Tr. 501:1-
17.) Even assuming Falls Church would not block Fairfax Water’s efforts to disconnect from the
City’s water system,? the “pay back” period was 20-30 years. (Tr.530:5-531:6.) As a result, Fairfax
Water’s general manager, Chuck Murray, decided not to pursue the matter. (Tr. 501:22-502:3.)

ARGUMENT

. THE CITY’S PRACTICE OF SETTING ITS WATER RATES TO GENERATE
SURPLUS PROFITS FOR TRANSFER TO THE GENERAL FUND VIOLATES THE
VIRGINIA CONSTITUTION AND THE CITY’S OWN CHARTER.

As set forth in Section B of the Statement of Facts, the evidence is uncontroverted that the
City set its water rates in 2003, 2004 and 2005 so that receipts would exceed expenses, and that it did
so in order to fund the transfer of huge profits to the general fund. And, as set forth in Section C
above, the City’s transfers to the general fund, 92% of which is generated by Fairfax County
customers, have significantly reduced the local tax burden on Falls Church citizens without any
corresponding benefit to the City’s Fairfax County ratepayers.

Fairfax Water alleged in its complaint that this practice violates the Constitution of Virginia,
which prohibits taxation without representation. (See Am. Compl. 199.) It also alleged: “To the

extent the City contends that the Charter of the City of Falls Church permits it to use surplus water

2 To connect to its own water system, Fairfax Water would need to disconnect from, and possibly
relocate, the City’s existing water lines. (Tr. 501:18-21.) By May 2008, however, the City had
refused the request of the Halstead developer to relocate the City’s existing water lines unless the
developer promised to connect only to the City’s water system. (Tr. 504:6-18.) The City’s policy
of blocking persons from switching to Fairfax Water is the subject of Counts I, Il and IV, scheduled
for trial in February 2010.



revenues to subsidize the City’s general operations unrelated to the water system, the Charter
violates the Constitution of Virginia.” (Id. § 100 (emphasis added).)

Under the doctrine of constitutional avoidance, “courts have a duty when construing a statute
to avoid any conflict with the Constitution.” Commonwealth v. Doe, No. 081691, 2009 Va. LEXIS
88, *7 (Va. Sept. 18, 2009). Courts are required to do this “whenever possible.” Id. at *8. Itisa
“related principle of construction that when a statute can be given two different interpretations, one
that is within the legislative power and the other without, [courts] are required to adopt the
interpretation that conforms to the Constitution.” Id.

Accordingly, although Fairfax Water submits that 8 13.07 of the Charter should be found
unconstitutional, we begin by discussing the possibility that the Court could narrow its ruling by
finding that the City has not followed the rate setting requirements of 8 13.09. But whether
measured by the plain language of the City’s charter or by the requirements of the Virginia
Constitution, it is illegal for the City to set its water rates to generate excess profits to transfer to the
general fund.

A The City Is Violating Its Own Charter by Setting Its Water Rates to Generate
Receipts Greater than Expenses.

The City’s Charter since 1950 has required that the City set its water rates so that “receipts
[are] equal to expense.” Compare 1950 Va. Acts ch. 323, § 13.09 (PX 5) with 1995 Va. Acts ch.
655, § 13.09. The legislative history of this section makes clear that, in setting its rates, the City
Council is not allowed to include surplus profits as an “expense” to be funded through the rates.

Section 13.06(d) of the City’s 1950 Charter specified how the City was to account for the
financial operations of its water system. 1950 Va. Acts ch. 323, § 13.06(d) (PX 5). It established 12
financial “items.” Item 4 was “total receipts,” based on the sum of items 1-3. Id. Item 11 was
“Total expense,” based on the sum of items 5-10. Id. Item 12 was then defined as “[e]xcess of

receipts over expense or expense over receipts (the difference between items (4) and (11).” Id.



What could be done with a surplus identified in item 12? Section 13.07 provided that any such
surplus could be transferred, on a two-thirds vote of the City Council, to either the general fund or
the renewal fund. Id. § 13.07.

Under § 13.09, if for three consecutive years the average annual receipts (item 4) were less
than the average annual expense (item 11), the rates would be increased so that, in the Council’s
“judgment,” they will produce “receipts equal to expense.” The careful drafting of the original
Charter, together with the cross-references in 88 13.07 and 13.09 to the items in § 13.06(d), makes
clear that the water rates were to be set so that anticipated receipts (item 4) equaled anticipated
expenses (item 11), without regard to building an excess surplus (item 12) into the rates themselves.

There is no evidence that the General Assembly intended to alter this fundamental rate-
making approach when it amended the City’s charter between 1992 and 1995. The 12 financial
items set out in § 13.06(d) were eliminated in the 1992 charter amendment. 1992 Va. Acts ch. 513
(PX 10). The amendment, however, did not mention the cross-references to § 13.06(d) found in both
88 13.07 and 13.09. 1992 Va. Acts ch. 513 (PX 10). The legislature returned in 1993, deleting the
cross-references in § 13.07 to the items listed in old § 13.06(d). 1993 Va. Acts ch. 969 (PX 11).
That amendment also reworded the transfer to call it a “return on equity,” allowing a transfer to the
general fund based on a majority vote, rather than a 2/3 vote. Id. Two years later, the 1995
amendment deleted from § 13.09 the cross-references to items 4 and 11 of old § 13.06(d). 1995 Va.
Acts ch. 655, § 13.09.

None of these changes, however, suggests that the General Assembly altered the basic rate-
making methodology in § 13.09. Just as before, § 13.09 continues to provide that the water rates are
to be set with “receipts equal to expense,” without regard to building any surplus or “return on

equity” into the rates themselves.



B. Transferring Water Fund Surpluses to the General Fund Constitutes an
Unconstitutional Tax.

To the extent the City’s charter is interpreted to permit the City’s practice of building a
surplus profit into the water rates themselves, the Charter is unconstitutional.

To begin with, the Supreme Court made clear last year in Marshall v. Northern Virginia
Transportation Authority, 275 Va. 419, 657 S.E.2d 71 (2008), that the taxing power is different from
other powers circumscribed by the Constitution. That is because the Constitution’s “explicit
language demonstrates the special status that the legislative taxing power occupies in the
Constitution, and reflects the greater restrictions that the Constitution places on the General
Assembly’s exercise of the taxing power.” Id. at 432-33, 657 S.E.2d at 78 (emphasis added).

The most salient provisions at issue here are: Art. I, 8 6 (the people “cannot be taxed ...
without their own consent, or that of their representatives duly elected”); Art. I, 8 11 (*no person
shall be deprived of his ... property without due process of law”); Art IV, 8§ 14(5) (“The General
Assembly shall not enact any local ... law ... [f]or the assessment and collection of taxes.”); and Art
X, 8 1 (“All taxes shall be levied and collected under general laws and shall be uniform upon the
same class of subjects within the territorial limits of the authority levying the tax....”).

The Marshall court observed that the Constitution, particularly Art. I, § 6, “prohibits taxation
of citizens without their consent or that of their elected representatives.” 275 Va. at 434, 657 S.E.2d
at 79. Thus, notwithstanding the presumption in favor of constitutionality, the Court invalidated the
General Assembly’s 2007 plan to fund transportation improvements in Northern Virginia. The
legislation allowed the NVTA to impose seven different transportation fees and taxes and to use the
money to repay revenue bonds for transportation improvements. No one in Marshall disputed that
the fees at issue raised moneys greater than the cost of service to which they related. This consti-
tuted a “tax.” Id. at 431, 657 S.E.2d at 77 (“when the primary purpose of an enactment is to raise

revenue, the enactment will be considered a tax, regardless of the name attached to the act.”). And
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although the General Assembly specified the amount of each charge, the Court concluded that the
statute constituted taxation-without-representation because the elected legislature delegated to the
NVTA -- an unelected body -- the decision whether to impose the fees. 1d. at 432, 657 S.E.2d at 78.
The City’s current water rates cannot pass muster under this test. The City Manager’s
Memorandum of May 13, 2005 (PX 36) made clear that the then-existing rates were more than
sufficient to operate the water system and pay for all capital improvements, and that the increase was
needed simply to transfer more money to the general fund. (Tr. 366:4-374:15.) Ninety-two percent
of that transfer was funded by Fairfax County customers who have no representation on the Falls
Church City Council. Indeed, the rates last set in 2005 were so high that they have not had to be
raised since, yet continue to generate $2-3 million in yearly transfers. (Tr. 232:17-22, 1477:1-7.)
Marshall, of course, is only the most recent in a long line of cases addressing the question of
when a municipal fee is void as an unconstitutional tax. That line of authority began a century ago,
in Robinson v. City of Norfolk, 108 Va. 14, 60 S.E. 762 (1908). Robinson held that the General
Assembly did not have the power to authorize a city to levy a license fee on a circus located just
outside the city limits “for the sole purpose of raising revenue to defray the general expenses of such
city.” Id. at 21, 60 S.E. at 764. The Court described the evils of extraterritorial taxation:
To any extent that one man is compelled to pay in order to relieve
others of a public burden properly resting upon them, his property is
taken for private purposes . . .. Itis certainly difficult to understand
how the taxation of a district can be defended where people have no
voice in voting it, in selecting the purposes, or in expending it.
Id. at 17, 60 S.E. at 763 (quoting Cooley on Taxation (2d ed.), ch. 5, pp. 140, 141-42).
The Supreme Court extended Robinson in City of Charlottesville v. Marks’ Shows, Inc., 179
Va. 321, 18 S.E.2d 890 (1942). Like Norfolk, Charlottesville attempted to impose a fee to cover the
costs of police service on a carnival located just outside the City limits. But the fee was two to three

times more than the cost of service, and the City transferred the moneys to its general fund. Id. at

330, 18 S.E.2d at 895. Charlottesville tried to distinguish Robinson on the ground that its charter,
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unlike Norfolk’s, gave it regulatory power outside the City limits. The Court did not need to reach
that question because the ordinance at issue was “a mere revenue tax such as was condemned in
Robinson .. ..” Id. at 328, 18 S.E.2d at 894. It explained that “[t]he exacted charge must bear some
reasonable relation to the additional burdens imposed upon the municipality and the necessary
expenses involved in the police supervision.” Id. at 329, 18 S.E.2d at 895.

This cost-of-service principle was extended to government-run utilities in McMahon v. City
of Virginia Beach, 221 Va. 102, 267 S.E.2d 130 (1980). The Court upheld the trial court’s ruling
that a Virginia Beach ordinance requiring owners to pay for new water lines on their properties was
valid because it did not exceed the actual cost of service. Id. at 107, 267 S.E.2d at 134. Because “a
reasonable correlation arose between the benefit conferred and the cost exacted,” the ordinance was
not a “revenue measure.” Id. at 107-08, 267 S.E.2d at 134. The Court in Tidewater Ass’n of
Homebuilders, Inc. v. City of Virginia Beach, 241 Va. 114, 400 S.E.2d 523 (1991), similarly upheld
another municipal water charge because the “fee revenues will not exceed the City’s cost in
providing the service.” Id. at 121, 400 S.E.2d at 527. And in Mountain View LP v. City of Clifton
Forge, 256 Va. 304, 504 S.E.2d 371 (1998), the Court held that municipal fees for trash service were
reasonable, despite that they generated a surplus, because the surplus was collected “in anticipation
of future expenses.” Id. at 311, 504 S.E.2d at 375.

The Court in Eagle Harbor, LLC v. Isle of Wight County, 271 Va. 603, 628 S.E.2d 298
(2006), surveyed these cases and reaffirmed that “McMahon and its progeny establish that the
judicial inquiry as to a reasonable correlation relating to a municipal fee is directed to whether that
fee is a bona fide fee-for-services or an ‘invalid revenue generating device.”” Id. at 615, 628 S.E.2d
at 304; see also id. at 619, 628 S.E.2d at 306 (upholding water and sewer fees because they
generated revenues that “were less than the actual system costs and were solely dedicated to

retiring . . . utility bond” costs).
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The City tries to distinguish the McMahon line of cases by arguing that the “reasonable
correlation test” is limited to charges that a locality levies on its own residents. But the City ignores
that these cases flowed from Robinson and Marks’ Shows, both of which involved extraterritorial
taxation. The City, moreover, fails to point to any language that restricts their reach. The fact that
the plaintiffs in those cases happened to live within the locality does not prove that the cases
overruled Robinson or Marks’ Shows, or that the cost-of-service principle does not apply to
municipal fees charged to non-residents. Indeed, the Attorney General has said that it does.®

Moreover, the Loudoun County Circuit Court recently applied the cost-of-service principle to
invalidate the higher charges for water and sewer service that the Town of Leesburg imposed on its
Loudoun County customers. Giordano v. Town of Leesburg, No. 42736 (Loudoun County Mar. 6,
2009) (Ex. 2). Judge Horne struck down the higher rates, concluding that they were not supported
by any cost-based rationale. (Id. at 18.) Notably, the question of an extraterritorial tax was not
presented in that case because all of the fee revenues received were “used exclusively to fund water
and sewer service.” (Id. at 2-3.) The imposition of the surcharge on out-of-town customers was,
therefore, “not a tax to support other projects of the Town masquerading as a fee for service.” (Id. at
3.) Inthis case, by contrast, it is undisputed that the water rates generate surpluses that exceed the

cost of service, and that the surpluses are diverted to the City’s general fund to reduce local taxes.

¥ See 1997 Op. Att’y Gen Va. 77, 1997 Va. AG LEXIS 99 (Dec. 8, 1997) (opining that charges for
utility services to out-of-town customers must be cost based). See also 1982-83 Op. Att’y Gen. Va.
649, 1982 Va. AG LEXIS 67 (Nov. 3, 1982) (opining that a fee for a building permit must be cost-
based or it would be void as a “revenue measure”); 1979-80 Op. Att’y Gen. Va. 360, 1979 Va. AG
LEXIS 95 (Oct. 29, 1979) (same). As repeatedly briefed in the past, the City misplaces its reliance
on a 2003 opinion advising a town that it could spend surplus utility revenues to offset the cost of
building a recreation center. 2003 Va. AG LEXIS 22 (June 3, 2005). The opinion did not discuss
the tax question.
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C. The City’s Legal Authorities Are Inapposite.

The City relies on dictum in two Virginia cases discussing whether a municipality can
consider matters of “profit” in deciding whether to provide utility service to a single, new customer
located outside its territorial limits. These cases are inapposite because they did not involve a
municipality that, like Falls Church, holds itself out as the area’s public utility provider.

In Corporation of Mount Jackson v. Nelson, 151 Va. 396, 145 S.E. 355 (1928), the town
reneged on a contract to extend a water line to a gas station 1,000 feet north of town, claiming the
contract was ultra vires. The Court disagreed. In dictum, the Court said that surplus water should
not be permitted “to run to waste when it can be sold at a profit,” id. at 403, 145 S.E. at 357, and that
it was common for Virginia municipalities “to furnish water to those who live beyond their limits.
This is a source of profit to them,” id. at 407, 145 S.E. at 358.

Similar dictum appeared in Town of Rocky Mount v. Wenco of Danville, Inc., 256 Va. 316,
320, 506 S.E.2d 17, 20 (1998). In that case, a Wal-Mart store agreed to pay $250,000 to induce the
town to extend a new sewer line to the property, located outside the town limits. 256 Va. at 318, 506
S.E.2d at 18. No other customers were served from this line. 1d. at 319 & n.2, 506 S.E.2d at 19 &
n.2. When an adjacent fast food restaurant requested permission to connect, the town demanded
$125,000. Id. The restaurant argued that the town had a legal duty to provide sewer service and
could not charge a connection fee that was higher than what it charged “to other users both inside
and outside the Town.” Id. The restaurant relied on the “holding out” doctrine, an exception to the
general rule that a municipality does not have to provide service outside of its service area. Id. at
321, 506 S.E.2d at 20. Under this doctrine, a town that provides utility service generally to a
particular area cannot then pick and choose its customers; it must offer service as a public utility on a
non-discriminatory basis. See 12 Eugene McQuillin, The Law of Municipal Corporations 8§ 35.52 at

p. 795-96 (3d ed. 2006) (“The duty of a municipality owning a public utility to furnish services and
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supplies without discrimination and at reasonable rates extends to users outside the city . . . where
the city has undertaken to serve the public outside the city.”).

The Court ruled that, while it had not yet adopted the “holding out” principle, the principle
would not apply under the facts presented. The town had not held itself out as providing sewer
service generally to the area in question. 1d. at 321, 506 S.E.2d at 20. As in Mt. Jackson, therefore,
the town could decide whether to contract to supply sewer service to the restaurant and could
“consider factors of corporate benefit and pecuniary profit” in doing so. Id. at 320, 506 S.E.2d at 20.

Mt. Jackson and Rocky Mount bear no resemblance to this case. Unlike the towns there,
Falls Church has held itself out for decades as the public water provider in eastern Fairfax County.
Indeed, the City’s own expert admitted at trial that the City’s Fairfax County customers are now
“captive” and have nowhere else to go. (Tr. 888:13-19.) If ever there were an appropriate case to
apply the holding out doctrine, this is it. Indeed, the doctrine has been embraced in Virginia both by
the Attorney General, 1989 Op. Att’y Gen. Va. 137, 1989 Va. AG LEXIS 161 (1989); and by other
circuit courts, e.g., Stoneleigh Group Inc. v. Town of Round Hill, 50 Va. Cir. 42, 43 (Loudoun
County 1999) (“The [holding out] exception is very reasonable and just plain ‘makes sense.’”).

The City also misplaces its reliance on the unpublished federal court decision in United
States v. City of Newport News, C.A. 75-110-NN (E.D. Va. June 28, 1975) (Def. Bench Br. Ex. 1).
The United States government had contracted with Newport News since 1926 to supply water to
various military facilities. (ld. at 2-4.) When a wholesale customer in an arms-length transaction
agrees to the water rates to be charged, it is hard pressed to attack the contract as a tax. Indeed, the
City’s expert, Glenn Watkins, was forced to admit that his lead examples of other Virginia localities
that transfer water moneys to the general fund involved just such wholesale customer contracts. (See

Tr. 842:4-847:22 (City of Norfolk/Virginia Beach); Tr. 849:10-850:12 (City of Norfolk/U.S. Navy).)
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By contrast, Fairfax County has never approved of the water rates that Falls Church charges to its
Fairfax County ratepayers. (Tr. 848:1-16.)*

Moreover, even if other Virginia localities imposed utility charges on non-residents to fund
unrelated governmental operations -- something the City failed to prove -- that would not show that
the City’s practice is constitutional. Nor would it make a difference if other States permitted their
localities to divert utility moneys raised from non-residents. While McQuillin lists a handful of
cases that approved using utility profits “for other valid municipal purposes,” The Law of
Corporations, supra, 8§ 35.59 at p. 843 n.2, none is from Virginia. By contrast, a California court
recently ordered the City of Los Angeles to return $30 million in surplus moneys it had diverted
from the water fund. City of Los Angeles v. All Persons Interested, No. BC369238 (Cal. Sup. Ct.
Mar. 25, 2009) (Ex. 3 at 4-5.) The transfer violated the California Constitution, which required
municipal fees to be cost-based and not to serve as revenue generating devices. (Id. at 3.) That
decision is consistent with the Robinson line of cases in Virginia.

D. The City Is Free to Develop Differential Rates, If It So Chooses, to Compensate

It for Extending Service Outside the City, But This Does Not Entitle the City To
Divert Money to the General Fund.

The City argues that it needs to earn a return on investment in order to have an incentive to
serve customers outside the City and to compensate it for the risk of operating the water system.
The City has never tried to quantify that alleged risk nor to calibrate the amount of profit it has
transferred over the years -- $59 million since 1981 (PX 3.4) -- to the amount of such risk. (Tr.
273:15-19.) The City, moreover, has operated principally on a “pay-as-you-go” basis, with Fairfax

County customers already paying the vast majority of the cost of system expansion. (Tr. 1465:2-5.)

* The City is also mistaken that the Court addressed the question presented here in Warwick County
v. City of Newport News, 153 Va. 789, 151 S.E. 417 (1930). That case held that § 183 of the
Constitution of 1902 did not prevent Warwick County from taxing the City’s waterworks within the
county limits to the extent that the City was operating it as a source of “revenue or profit.” Id. at
813, 151 S.E. at 425. The case did not address whether the city’s water rates to outside city
customers constituted the type of “tax” that was condemned in Robinson or Marks’ Shows.

16



But there is a more simple answer to the City’s argument: the City can, if it wishes, charge a higher
rate to its outside City customers, but that is different from diverting money to the general fund.

The parties’ experts agreed that the City may charge a higher rate to outside-city customers
by using a “return on equity” to calculate that rate. (Tr. 488:10-492:2, 882:19-22.) The higher rate
can then be used to lower the water rates paid by in-City customers. (Tr. 418:16-21, 883:4-17.)

The experts diverged, however, on whether surplus water funds could be diverted for uses
unrelated to the water system. On this question, Fairfax Water’s expert, Chris Woodcock, was more
persuasive than the City’s expert, Glenn Watkins. More importantly, Woodcock’s testimony, but
not Watkins’, is consistent with § 13.09 of the City’s charter. As shown above, that provision calls
for the City’s rates to be set to generate total receipts equal to total expense. Including a profit
transfer to the general fund as part of the “expense” is not authorized.

Mr. Woodcock chaired the American Water Works Association’s Rates and Charges
Committee that literally wrote the book on best rate-making practices. (Tr. 294:16-298:15.)°> He
explained that a City with customers outside its corporate limits can use the “utility method” to
determine a higher rate for those customers. This can reduce the water rates charged to in-city
customers and thereby provide a “return” on the City’s investment in creating the water system. (Tr.
487:21-489:2.) For example, a city with 100 water customers, 50 inside and 50 outside the city
limits, might charge a higher rate to the outside customers by including a return on equity in the rate;
those higher rates might fund 60% of the total costs of operating the water system, thereby resulting
in a lower rate to the 50 inside-city customers to pay the remaining 40% of costs. (Tr. 417:5-418:9,
489:11-492:2.) Significantly, however, the total cash revenue requirement -- to be funded by the

rates charged to all customers combined -- is based on the total cash needs of the system and does

> The City recognizes the AWWA as a leading authority in the water industry. (Tr. 230:12-231:1,
1240:13-1241:1.) Son Nguyen, the former head of the City’s system, testified in the City’s case that
anyone in this industry should be familiar with the AWWA M1 Manual. (Tr. 1240:13-1241:1.)
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not include any surplus profit to the general fund. (Tr. 407:22-408:6, 410:3-8.) In other words,
“[t]he benefit comes back in terms of lower rates to the inside City customers. It doesn’t leave the
system . ... The revenues all stay within the enterprise fund.” (Tr. 418:19-419:8 (emphasis added).)

Mr. Woodcock’s testimony was fully supported by the AWWA’s M1 manual, which explains
that “*when the utility serves outside, non-owner customers, [it is] most appropriate to measure the
costs on a utility basis; that is, to assign the costs to outside customers for the operating expenses,
depreciation, and appropriate return. The inside customers’ -- and this is . . . the critical part -- ‘the
inside customers are then responsible for all the remaining cash requirements not derived from
outside City customers.”” (Tr. 415:18-415:6 (emphasis added).) “Thus, the inside-City customers
benefit from having invested in and owning paid-up equity in the system.” (Tr. 418:13-15.)

As Mr. Woodcock testified, the M1 Manual further describes how some municipal utilities
and their consultants have confused the concepts of: (1) including a return on equity in calculating
the outside-city rates (thereby lowering the in-city rates); and (2) transferring money out of the water
system as a profit. (Tr. 408:14-409:6, 412:16-415:12). The AWWA has consistently disavowed the
second notion. It has had an unambiguous policy since the 1960s that municipal water systems
should not divert water moneys to the general fund for purposes unrelated to the water system. (Tr.
240:15-241:11, 419:11-420:3, 421:20-422:15.) The EPA has incorporated AWWA’s policy in its
own training module for public water utilities. (Tr. 426:3-427:4.)

The City was unaware of this longstanding AWWA policy until recently (Tr. 240:15-242:3,
1459:9-13) and admitted that its practice is inconsistent with it (Tr. 242:4-10, 1459:14-17). And
although the City tried mightily to show that it had spoken with various water rate consultants in the
past to determine the “best practice” (Tr. 1395:1-13), surprisingly, not one of them brought this

policy to the City’s attention (Tr. 1458:13-1459:13).°

® The City disagreed with the recommendations of several of its prior consultants. (Tr. 1261:1-7.)
The City’s CFO also admitted his surprise to learn that the most recent rate consultant -- who

18



For his part, Mr. Watkins agreed that two entirely different questions are presented by
(1) using a return on equity to determine the rates to be charged to outside-city customers, and
(2) transferring money as profit out of the water fund. (Tr. 1007:8-1008:10.) Pursuing the first
question, Watkins calculated a possible rate of $3.33 (corrected to $3.29) that he thought the City
could justify charging its outside-City customers. (Tr. 976:11-19.) He used $2.6 million as a
“return” on investment in order to calculate that rate. (DX 70A, Sched. 1; Tr. 977:7-20.)

But even assuming arguendo that Mr. Watkins’ rate calculations were correct (and they are
not),” that exercise misses the point. No one disputes that the City could charge a higher rate to
outside-city customers and thereby lower the water rate to City residents. The issue, however, is
whether the City can adopt a rate structure that generates total revenues well in excess of the
system’s cash needs in order to transfer surplus profits to the general fund. Watkins conceded that
that is an entirely different question. (Tr. 1007:8-1008:10.) The City did too. (Tr. 1584:9-22.)

Watkins’ opinion on the second question is clearly wrong. For instance, he thinks that a City
can charge its own citizens whatever it wants for water, including giving it away, or overcharging for
it and using the surplus to lower the tax rate. (Tr. 888:20-890:14.) He was unaware of any Virginia
authority on point and based his view on “common sense.” (Tr. 892:4-22.) His opinion, of course,
directly contradicts Robinson and McMahon. Watkins’ erroneous views, moreover, reflect his very
minimal experience with municipal water utilities. He has never served as an expert on whether
surplus profits can be transferred to the general fund (Tr. 706:2-11), never done a water rate study

for a municipal client (Tr. 707:4-12), and could identify no industry treatise or guide that supported

advised the City to adopt the current “management fee” -- got that idea from what a private company
charged the Republic of Georgia and Armenia to run their water systems. (Tr. 1461:2-1462:7.)

" Watkins’ rate computation was shown to be highly flawed. He conducted no “sensitivity” analysis
to show the impact of even very minor changes to his inputs. (Tr. 985:19-986:9.) Table 3
summarizes the results of just five corrections to his analysis, showing that the calculated water rate
would drop 71 cents, to $2.62 (well below the current rate of $3.33).
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his position that it is proper to overcharge water customers to lower taxes (Tr. 892:4-22).2

In sum, the City is free to use accepted rate-making practices to charge a higher water rate to
its outside-city customers and a lower rate to its own citizens. That would provide whatever return
on investment is appropriate to compensate the City for having built the system. But that is entirely
different from diverting millions of dollars a year from the water fund to the general fund for
purposes unrelated to the water system, simply to provide general tax relief to Falls Church citizens.

1. THE CITY’S AFFIRMATIVE DEFENSES ARE WITHOUT MERIT.?

The City must prove its affirmative defenses of waiver and estoppel by “clear and
convincing” evidence. Baumann v. Capozio, 269 Va. 356, 361, 611 S.E.2d 597, 600 (2005)
(waiver); Dominick v. Vassar, 235 Va. 295, 298, 367 S.E.2d 487, 489 (1988) (estoppel). Although
the Supreme Court of Virginia has not yet said whether the same high standard applies to laches,
other courts have found that it does. E.g., First Fed. Sav. & Loan Ass’n v. Blass, 316 N.W.2d 411,
414 (lowa 1982); Lennar Homes, Inc. v. Dorta-Duque, 972 So. 2d 872, 879 (FI. Dist. Ct. App.

2007); Arnold v. Melani, 437 P.2d 908, 912 (Wash. 1968); Schnepp v. State ex rel. Dep’t of Econ.

® Watkins’ credibility was further diminished because:

e Defense counsel, on direct examination, conspicuously avoided the primary subject of
Watkins’ expert report (Tr. 803:16-805:10);

e Watkins did nothing more for his direct examination than read the CAFRs for other
localities, feeling no need to do any follow-up investigation (e.g, Tr. 834:20-836:3);

e Watkins twice contradicted his testimony in Giordano (see Tr. 1022:16-1025:6 (claiming a
10.5% return on equity was “right in the middle,” but stating in Giordano it was at the “high
end”); Tr. 1056:1-1057:4 (claiming 0.2% premium on cost of debt was appropriate while
admitting in Giordano it was “a double count on my part”); and

e after claiming to give every “benefit of the doubt” to Fairfax ratepayers (Tr. 980:18-981:4),
he used inconsistent assumptions when they greatly favored the City (E.g., Tr. 1116:20-
1117:11 (using 40-year amortization rate for developer contribution to raise the rate base);
Tr. 1118:7-1121:2 (using shorter amortization rates on reclassified capital expenses to
increase the annual amortization cost), Tr. 1101:18-1102:7 (deducting only a portion of
availability fees and developer contributions from rate base while agreeing it would have
been reasonable to deduct 100%)).
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Sec., 899 P.2d 185, 191 (Ariz. Ct. App. 1995). Indeed, no principled reason exists to treat these
equitable siblings differently from one another.

“Essential elements of the doctrine [of waiver] include both knowledge of the facts basic to
the exercise of the right and the intent to relinquish that right.” Baumann, 269 Va. at 360, 611
S.E.2d at 599 (emphasis added). Although the City showed that Fairfax Water, at various times, had
knowledge that the City was transferring water profits to the general fund, the City presented no
evidence (much less clear and convincing evidence) to show the second element: that Fairfax Water
intended to relinquish its right to challenge the City’s future water rates or its future transfer of
moneys to the general fund. (See also Tr. 1340:20-1344:14 (testimony by Murray that 1959
Agreement involved different issues and Fairfax Water did not waive future claims).) The claim of
waiver, therefore, must fail.

“Elements necessary to establish equitable estoppel, absent a showing of fraud and deception,
are a representation, reliance, a change of position, and detriment.” Dominick, 235 Va. at 298, 367
S.E.2d at 489 (quoting T...v. T ..., 216 Va. 867, 873, 224 S.E.2d 148, 152 (1976)). As a matter of
law, Falls Church failed to prove these elements by clear and convincing evidence. It identified no
affirmative representation that would entitle the City to conclude that Fairfax Water would never
challenge the City’s water rates or its practice of transferring moneys to the general fund. The most
the City showed is that Fairfax Water was silent about its future intentions. But that is not enough.
“Silence or inaction in the absence of a duty to speak does not create a waiver or estoppel.” 1d. at
299, 367 S.E.2d at 489 (quoting Maxey v. Doe, 217 Va. 22, 26, 225 S.E.2d 359, 362 (1976)).

The City also failed to prove by clear and convincing evidence that it detrimentally changed

its position in reliance on the belief that Fairfax Water would never challenge the City’s practices.

® Fairfax Water maintains its objection that the City should have been precluded from offering
evidence on these affirmative defenses because it failed to disclose the underlying facts in response
to Fairfax Water’s interrogatories. (See Tr. 663:1-8; P-Watkins-3.)
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The City first tried to make this point through Mr. Nguyen, who suggested that Falls Church would
not have built improvements to its water system in Fairfax County if it had not been permitted to
earn a profit. (Tr. 1223:3-11.) But he conceded on cross-examination that he was not involved in
matters relating to the financing of those projects. (Tr. 1276:6-10.) And when he was asked to
identify any action by the City Council to show that it would not have undertaken system
improvements in Fairfax County if it could not have transferred profits to the general fund, he
admitted “I didn’t know anything about that.” (Tr. 1282:9-16.)

The City then tried to prove detrimental reliance through its CFO, John Touhy. That failed
too. Mr. Tuohy said that, if he had known that Fairfax Water would challenge the legality of the
City’s rates and charges, he would have recommended using revenue bonds, rather than general
obligation (G.O.) bonds, for the last two bond issues. (Tr. 1421:9-1422:16, 1423:18-1424:9.) This
argument contradicts the original point that the City tried to make through Mr. Nguyen. Mr. Tuohy
implicitly conceded that the City would have built its capital improvements in Fairfax County; his
only point related to how the bonds would be structured. Mr. Tuohy, in any case, claimed that it
would have cost the City more to issue revenue bonds. (Tr. 1421:20-1422:1, 1424:8-9.) Thus, the
City actually saved money by issuing G.O. bonds -- there was no detrimental reliance.™

Mr. Tuohy also contradicted himself when he was cross-examined about the City’s FY 2010
budget, which continues the City’s long-standing practice of transferring water profits to the general
fund. Those budget decisions took place months after this lawsuit was filed, and also after Judge
Thacher overruled the City’s demurrer. (Tr.1477:13-1479:1.) The threat of this litigation, therefore,
had no effect whatsoever on the City’s practices. (Tr. 1485:5-15.) When asked why, Mr. Tuohy said

it was because the City thinks this lawsuit has no merit. (Tr. 1480:1-3, 1485:11-15.) That testimony

19 The City also offered no competent evidence that its taxpayers were ever at risk because of
anything Fairfax Water did. Mr. Tuohy, in fact, admitted that the G.O. bonds will be repaid from the
revenues of the water system anyway. (Tr. 1465:6-1466:3.) He also admitted that the City has not
reported to its auditors any concern whatsoever about its ability to repay the bonds. (Tr. 1466:4-7.)
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is impossible to square with Mr. Tuohy’s earlier statement that, years before, he would have been so
concerned, had Fairfax Water mentioned the possible illegality of the City’s rates, that he would
have recommended issuing revenue bonds instead of G.O. bonds.

Whatever credit one gives to this testimony -- and it deserves none -- it cannot meet the
demanding standard of clear and convincing evidence. So estoppel, too, must fail.

“Laches is the failure to assert a known right for an unexplained length of time under
circumstances prejudicial to an adverse party.” Masterson v. Bd. of Zoning Appeals, 233 Va. 37, 47,
353 S.E.2d 727, 735 (1987). “Delay alone does not establish laches; absent prejudice resulting from
a party’s delay, the bar of laches is not applicable.” Id. at 48, 353 S.E.2d at 735. In Masterson, for
instance, the plaintiffs’ 27-year delay did not prevent them from claiming that a certain piece of
residentially zoned land could no longer be used as a commercial parking lot. Id.

The City has failed to prove “prejudice” for the same reason it failed to prove detrimental
reliance. Indeed, the City is much like the defendant in Masterson who, for 27 years, got away with
using residentially zoned land as a commercial parking lot because no one challenged it. The City
has similarly gotten away with building surplus profits into the rates it has charged its customers
because no one challenged the legality of what it was doing. But the fact that an illegal act has gone
on for some time does not justify permitting it in perpetuity.

The City also failed to prove that Fairfax Water’s delay in bringing suit was unjustified or
unexplained. It is true that Fairfax Water complained in 1959 that the City was then using its water
system to enrich its general fund. (DX 72 { 10; Tr. 518:10-17.) But that was in the context of
Fairfax Water’s competing with the City to provide water service to County customers, not buying
water from the City as its retail customer. (DX 72 1 11-13; Tr. 1340:20-1341:22). Fairfax Water
was created in 1957 (DX 72 § 1; Tr. 1294:1-5), and Virginia law at that time prevented it from
“duplicating” the water infrastructure of another utility. (Tr. 1341:3-22; DX 72  13; see also 1950

Va. Acts ch. 577 § 6A, repealed, 1968 Va. Acts ch. 355, § 15.1-1251(a).) Thus, if the City
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succeeded in expanding its water lines deep into Fairfax County, it would have killed Fairfax Water
in its infancy by preempting its ability to sell water to the very County customers it was created to
serve. (Tr.1341:14-22.) The 1959 agreement resolved that initial conflict between these two
competitors. It established an exclusive service area for 30-years that limited Falls Church’s further
expansion in the County. (Tr. 1342:9-1343:14.) The agreement also allowed Fairfax Water to buy
water “at cost” from Falls Church -- on a purely wholesale, not retail, basis. (Tr. 1342:1-8.) The
1959 lawsuit was then voluntarily dismissed, without prejudice (Tr. 532:19-534:8, 1343:15-19; P-
Reb-22), and the two utilities peacefully coexisted for the next 30 years (Tr. 1344:1-4).

Fairfax Water did not become the City’s retail customer until the late 1970s. (Tr. 499:15-
18.) There is no evidence that the City then was charging retail rates designed to generate surplus
transfers. Indeed, the City admitted to such transfers only as far back as 1981. (Tr. 204:14-205:7).
There is evidence that Fairfax Water knew about the general fund transfers in April 1985. (Tr.
1321:13-1322:12.) But the annual transfers grew thereafter by ten-fold (PX 3.4), and there is no
evidence that Fairfax Water appreciated the amounts to which they later ballooned until the recent
litigation. (Tr. 1349:14-1350:5, 1351:5-1352:4.)

Moreover, from 1985 through January 2007, the parties were engaged in repeated
negotiations about various changes in their relationship, including the possibility of Fairfax Water
buying the Falls Church water system (Tr. 1348:11-1349:7, 1364:14-1366:21; P-Reb-X 26;

Tr. 1369:16-1371:4), or even acquiring the Washington Aqueduct that supplies water to Falls
Church (Tr. 1352:2-1356:11). It would not have been reasonable to expect Fairfax Water to have
sued the City while negotiating in good faith to buy its system. And when the City finally broke off
those discussions in January 2007, it immediately sued Fairfax Water in federal court to seek an
exclusive “federal” service area. (Tr. 1370:16-1371:12.) Under the circumstances, the City has

failed to prove that Fairfax Water inexcusably delayed in bringing this challenge.
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Laches fails as a matter of law for two other reasons. First, laches cannot foreclose the type
of prospective, injunctive relief sought here. See, e.g., E.W. Face & Son v. Cherry, 117 Va. 41, 45,
84 S.E. 10, 11 (1915) (allowing injunctive relief to stop smoke pollution, despite 18-year delay,
because “the evidence makes out a case of continuing nuisance, to which the doctrine of laches does
not apply”); Menendez v. Holt, 128 U.S. 514, 524 (1888) (*“so far as the act is in progress, and lies in
the future, the right to the intervention of equity is not generally lost by previous delay”).

Second, laches generally cannot foreclose a party from seeking prospective relief to stop an
ongoing, substantive violation of the Constitution. In American Trucking Ass’n v. Conway, 566
A.2d 1323 (Vt. 1989), for example, the Supreme Court of Vermont held that plaintiffs’ 30-year
delay in questioning a truck tax could not preclude the constitutional challenge: “It would be the
epitome of inequity to allow an unconstitutional law to remain in effect merely because, in the
traditional terms of equitable jurisprudence, someone ‘slumbered on his rights.”” 1d. at 1335. See
also Sears v. Treasurer & Receiver Gen., 98 N.E.2d 621, 632 (Mass. 1951) (“An unconstitutional
law cannot be made valid by the laches of anyone or by any lapse of time.”).

The City’s cases on laches are easily distinguished. (Defs’ Mem. (9/23/2009).) All involved
efforts to undo conduct that had long ago been completed™ or that was imminent.*? By contrast,

Fairfax Water does not seek a refund of past overcharges or to undo what has already occurred. It

1 Southside Fair Hous. Comm. v. City of New York, 928 F.2d 1336, 1355-56 (2d Cir. 1991)
(refusing to block re-development project by Hasidic congregation because plaintiffs waited years to
complain and the congregation had already expended millions of dollars to develop the property);
Soules v. Kauaians for Nukolii Campaign Comm., 849 F.2d 1176, 1180-81 (9th Cir. 1988) (refusing
to overturn election results, based on plaintiffs’ objection that the locality accepted private money to
finance the election, because plaintiffs could have brought their claim beforehand); White v. Daniel,
909 F.2d 99 (4th Cir. 1990) (refusing to set aside 1970 election districting plan because plaintiffs
raised no objection for 17 years); Old Dominion Iron & Nail Co. v. C&O Ry., 116 Va. 166, 176, 81
S.E. 108, 111 (1914) (refusing to enjoin diversions from James River that had been authorized by the
General Assembly for 125 years).

12 Marshall v. Meadows, 921 F. Supp. 1490, 1494 (E.D. Va. 1996) (refusing to declare Republican
primary illegal because the suit was filed only 95 days beforehand, Sen. Warner had spent months
campaigning for it, and plaintiffs waited months to bring their legal challenge).
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simply seeks prospective relief to stop the City from transferring surplus water profits to the general
fund and to require that the City set its rates so that receipts equal expenses (as required by § 13.09
of the Charter). Falls Church cites no authority to support the extreme notion that the City is forever
insulated to charge whatever unconstitutional rates it likes.

1. THE COURT SHOULD ISSUE THE REQUESTED INJUNCTION.

Fairfax Water is entitled to injunctive relief to stop the City from transferring surplus water
moneys to the general fund and from charging water rates that are designed to accomplish that. A
proposed decree is found in Exhibit 1. Injunctive relief is warranted because the remedy at law is
inadequate. See Thompson v. Smith, 155 Va. 367, 386-87, 154 S.E. 579, 586 (1930) (“It is
recognized that an injunction will lie to enjoin the threatened enforcement of an invalid statute or
ordinance where the lawful use and enjoyment of private property will be injuriously affected by its
enforcement . . . unless the remedy at law be manifestly as complete and adequate as an injunction
suit.”). Fairfax Water could not be expected to sue for a refund or damages after each quarterly
water bill. Indeed, “the prevention of a multiplicity of actions at law [is] one of the special grounds
of equity jurisdiction.” Boerner v. McCallister, 197 Va. 169, 172, 89 S.E.2d 23, 25 (1955).

An injunction is also plainly needed to stop the City from continuing its prior practices. For
example, despite the filing of this lawsuit and Judge Thacher’s March 13 decision overruling its
demurrer, the City went ahead and included another $2.2 million general fund transfer in its FY 2010
budget. (Tr. 1477:22-1479:1, 1485:5-9.) An injunction is clearly needed to stop any future
transfers. The City offered no proof of undo hardship in response. To the contrary, the City’s CFO
testified that, if future transfers were enjoined, it “would be unpleasant but it wouldn’t be a huge
problem. We coulddo it. ... I could make it work.” (Tr. 1489:13-1490:11.)

CONCLUSION

The Court should enter judgment on Count V in favor of Fairfax Water and enter the Decree

attached as Exhibit 1.
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TABLES AND FIGURES

Table 1. Falls Church Water Rates, 1992-2009

Date set: Rate % Increase | EX. Ref. Tr. Ref.
(%/1,000
gallons)
12/14/1992 $1.59 PX99at1l 195:1-10
6/14/1999 (effective $1.64 3% PX 105at1 | 195:11-17
7/1/1999)
5/12/2003 (effective $1.97 20% PX 30at30 | 195:20-197:7
7/1/2003)
1/1/2004 $2.36 20% PX 30at30 | 195:20-197:7, 365:3-7
6/13/2005 $3.03 28% PX 37 at32 | 197:8-22

Table 2: Value of Water Fund Transfer in Pennies on Falls Church Property Tax Rate

Source: 2008 CAFR (PX 75 at Table 5 (p. 106 of 118))

A. B. C. D. E. F. G. H. I
Fiscal Water Real Estate Real Estate Total 1 cent Water R.E. Tax
Year Fund Assessments Assessments  Assessed Real  on tax Transfer Tax Rate

Transfer (Residential) (Commercial) Property rate as Rate as w/o

To (C+D) Equals Pennies  of July 1 water

General (E+100+ on Tax transfer

Fund 100) Rate (H+G)

(B+F)

2000 3,029,637 871,304,350 334,219,178 1,205,523,528 120,552 25 1.10 1.35
2001 4,576,191 975,113,253 369,511,987 1,344,625,240 134,463 34 1.13 1.47
2002 4,878,754 1,161,241,023 400,343,444 1,561,584,467 156,158 31 1.13 1.44
2003 4,625,874 1,328,308,558 439,902,572 1,768,211,130 176,821 26 1.13 1.39
2004 4,625,874 1,567,336,942 531,362,520 2,098,699,462 209,870 22 1.08 1.30
2005 4,625,874 1,919,327,908 597,294,900 2,516,622,808 251,662 18 1.03 1.21
2006 4,625,874 2,237,877,000 695,254,574 2,933,131,574 293,313 16 1.01 1.17
2007 2,905,121 2,416,612,400 843,540,824 3,260,153,224 326,015 9 1.01 1.10
2008 2,926,174 2,450,402,450 896,737,950 3,347,140,400 334,714 9 1.03 1.12




Table 3: Summary of Representative Corrections to Watkins’ Rate Analysis

Item Description of Correction Resulting Difference Tr. Ref.
rate from $3.33
Watkins' correction for 2 amortization errors $3.29 $0.04 950:18-951:17
Decrease Rate of Return by 1% (from 6.66% to 5.66%0) $3.25 $0.08 1009:11-16
(because, e.g., Watkins chose a private equity rate he testified in
Giordano was at the “highest range™) (Tr. 1023:2-1025:6)

3 Not reclassifying Aqueduct dewatering costs as “capital” $3.13 $0.20 1077:10-
(because the City treats it as an expense, given that the capital 1078:7
belongs to the Aqueduct, not the City) (Tr. 1069:19-1074:18)

4 Deducting all developer contributions from rate base, without $3.05 $0.28 1082:6-
amortizing them (because (1) developer contributions are not 1084:12
investments by the City (Tr. 1079:4-10); (2) Watkins could cite
no text for the proposition that they should be amortized when
calculating rate base (Tr. 1084:19-1089:13); and (3) he agreed it
would be reasonable to deduct 100%, without amortizing (Tr.
1101:18-1102:7))

5 Deducting all availability fees from rate base, without $3.22 $0.11 1089:19-
amortizing them (for the same reasons as item 4 (see Tr. 1092:19
1089:14-18, 1092:5-15, 1101:18-1102:7)

Total $2.62 $0.71
Figure 1: Effect of 2005 Rate Increase (from PX 36 at 5 & 7 of 7)
2003 RATE INCREASE 2003 RATE INCREASE
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