June 10, 2003

Dear City Manager:

You have the following question.

Can the city provide water service to a condominium located inside a utility district’s service area, under the following facts:

- The condominium is located outside the city but immediately adjacent to it; 

- The city’s water mains are immediately adjacent to the condominium; 

- The utility district’s water mains are about two miles distant from the condominium;

- The utility district claims to be willing to provide the condominium with water service, provided that the condominium pays for main extension.  

- The utility district has Rural Economic and Community Development Services (RECD)  (formerly FmHA) loans.

Municipalities in Tennessee have authority to provide utility service outside their boundaries. [See Tennessee Code Annotated, ( 7-51-401] That authority is well-known, and regularly exercised by, your City.  For that reason, we need not deal with that issue further.  

In my opinion, the city has a good argument that the federal law that would otherwise protect the utility district against the encroachment of the City into its service area does not protect it under the above facts.  However, even under those facts, the utility district is probably protected from encroachment by the city under  Tennessee state law.     

Protection of the Utility District Under Federal Law 
As you probably know, cities across the United States have generally taken a beating when they have attempt to provide utility service within a utility district’s service area.  That is true even where the municipality has annexed the area in which it wishes to provide utility service.  The reason is that many, if not most, utility districts have outstanding RECD loans, and 7 United States Code, ( 1926(b) provides that:  

The service provided or made available through any such association shall not be curtailed or limited by inclusion of the areas to be served by such association within the boundaries of any municipal corporation or other public body, or by the granting of any private franchise for similar service within such area during the term of such loan; nor shall the happening of such event be the basis of requiring such association to secure any franchise, license, or permit as a condition to continuing to serve the area served by the association at the time of the occurrence of such event. [Emphasis is mine.]  

However, some recent cases have held that where a utility district does not meet the “service provided or made available” requirement of ( 1926(b), it is not accorded the protection of that statute.  Those cases might reflect a bright spot for the City with respect to federal law.  

The earliest of those cases, Glenpool Utility Services Authority v. Creek County Rural Water District No. 2, 861 F.2d 1211 (10th Cir. 1988) (cert. Denied by U.S. Supreme Court, 490 U.S. 1067), was resolved in favor of Creek County Rural Water District No. 2.  The district had a water line that ran within 50 feet of the property in question, and apparently the district was obligated under Oklahoma state law to provide a line extension or a road bore. The Court reasoned that:    

The face of the statue [7 U.S.C. ( 1926(b)] makes clear that Congress protected the indebted rural association from curtailment or limitation by impinging municipal corporations.  The district court correctly held that District No. 2 came within the purview of Section 1926(b) and had met the statute’s threshold requirements, having a continuing indebtedness under Section 1926 and having “made [service] available” to the area by virtue of a line adjacent to the property and its responsibilities to applicants within its territory.... [At 1214] [Emphasis is mine]

The U.S. Sixth Circuit (in which Tennessee is located) denied a water district’s claim to the exclusive right to provide service in territory annexed by a city, and in territory that lay outside its boundaries.  In Lexington-South Elkhorn Water District v. City of Wilmore, Ky., 93 F.3d 230 (1996), the Court observed that:  the water district provided no water service in, and had received no requests for service from, any of the disputed areas; in the annexed area, the water district had no facilities in or adjacent to the disputed properties; in the ten areas outside the limits of the annexed territory, only one contained the water district’s main, and that main had been constructed after the city had begun providing water service in the area; and in the other nine areas outside the annexed territory that contained no mains, one of the areas had a main within 50 yards, the others ranged in distance from .1 to .4 miles.

Then in reviewing earlier cases on the application of ( 1926(b), including Glenpool Utility Services Authority, above, the Court said that:    

These cases teach that whether an association had made service available is determined based on the existence of facilities on, or in the proximity of, the location to be served.  If an association does not already have service in existence,  water lines must either be within or adjacent to the property claimed to be protected by Section 1926( b) prior to the time an allegedly encroaching association begins providing service in order to be eligible for Section 1926(b).  Based on the location of Lexington-South Elkhorn’s distribution lines, it had not made service available prior to the time that Wilmore began providing service to the disputed properties....[At 237] [Emphasis is mine.]     

But language in that case suggests that had the district obtained the certificate of necessity that water districts were required under Kentucky law to obtain with respect to territory in which they claimed the right of  service, the question of whether service was “available” may have been closer.  The Court pointed out that Kentucky law required a water district that had obtained such a certificate to make reasonable extensions of water service to all customers:  at least the first 50 feet, and a longer one where the 50 foot extension was unreasonable under the circumstances.  

But immediately after making that observation, the Court declared, “Thus, a key factor in determining whether a water district has made water service available is the proximity of the water districts’ distribution lines to areas in dispute.” [At 235]  

Sequoyah County Rural Water District No. 7 v. Muldrow, 191 F.3d 1192 (10 Cir. 1999), declares that, “Courts are in disagreements about what is required to satisfy the ‘made services available’ requirement of ( 1926(b).” [At 1201] It divides the cases into three categories, based on the kind of test the particular court applied to determine if the service was made available: (1)   Legal obligation (under state law) to provide utility service test; (2)  “Pipes in the ground test;” (3)  Combination of both tests.  

The Court in that case decided there was no state law (Oklahoma) duty to provide service, but declared that even if there were:

 ....we do not think that such a duty, standing alone, is sufficient to meet the “made service available” requirement.  For one thing, to hold that a legal duty is sufficient to meet the requirement would be contrary to the language of the statute, which provides protection only against curtailments of “service provided or made available.”  7 U.S.C ( 1926(b).  In addition, allowing a water district to meet the requirement simply by showing a legal duty to serve may undermine the principle goals of the statute, which is to “encourage water development by expanding the number of potential users of such systems.” [Citations omitted.] “Inherent in the concept of providing service or making service available is the capability of providing service, or, at a minimum, of providing service within a reasonable time.” [Citing Bell Arthur, below.]   If a water association has a legal duty to provide service but has no proximate or adequate facilities or cannot provide them within a reasonable time, it is the customer who suffers.  For these reasons, we think that the second prong of ( 1926(b) should focus primarily on whether the association has in fact [emphasis is the court’s] “made service available,” i.e., on whether the association has proximate and adequate “pipes in the ground” with which it has served or can serve the disputed customers within a reasonable time.  [At 1203]  

The Court sent this case back to the district court to make a finding of fact on the question of whether the water association had made service available under the “pipes in the ground” test.  

Whatever confusion the cases create with respect to the question of whether the state law that requires a utility district to provide service to customers in its service area should be weighed in determining whether service is “available” under ( 1926(b), Tennessee is among those states whose laws regulating district districts do not require such districts to provide service as a matter of right.  For that reason, the “pipes in the ground” test probably applies to Tennessee under Lexington-South Elkhorn Water District, and subsequent cases in other federal judicial jurisdictions.     

The question of what is “available” utility service was hit almost head on in Bell Arthur Water Corporation v. Greenville Utilities Commission, 173 F.3d 517 (4th Cir. 1999).  There, in 1994, the Greenville, North Carolina, Utilities Commission agreed to provide sewer service to the Ironwood development.  In 1995, the City of Greenville annexed the Ironwood development, following which the Greenville Utilities Commission and Bell Arthur engaged in a dispute over which of them should provide water service to Ironwood.  Bell Arthur already had a 6 inch water line in the area, which it had paid for with FmHA loans, but those loans had been retired.  However, in 1993, Bell Arthur had borrowed money from FmHA to finance the extension of water services in its service area to territory that did not involve Ironwood.  

Bell Arthur’s own engineers determined that providing water service to Ironwood would require a 14 inch water line at a cost of $650,000.  In May, 1995, Bell Arthur agreed in writing to provide both temporary and permanent water service to Ironwood, and began temporary service to a construction trailer there.  However, Bell Arthur took no further steps to provide water service to Ironwood until 1996, when it obtained necessary permits from the state.  In August, 1996, Bell Arthur’s board resolved to borrow the necessary funds to construct the larger water line, and in December, 1996, borrowed $1 million from a private bank for that purpose.  Apparently, the dispute between Greenville Utilities Commission and Bell Arthur was already in court when Bell Arthur borrowed the $1 million, because the loan was “conditioned on the outcome of this litigation.” [At 521]  

However, the Greenville Utilities Commission had not been idle.  In July, 1995, it notified the Ironwood developer that it would provide water service, had already ordered the pipe to provide the service, and by October 1995, had constructed a 12 inch water line to Ironwood.  Bell Arthur continued water service to the developer’s construction trailer until February, 1996.     

The U.S. District Court for the Eastern District of North Carolina [972 F. Supp. 1951 (1997)] held that Bell Arthur was not entitled to the protection of 7 U.S.C. ( 1926(b), for three reasons:

1.  It had paid the FmHA loans with which it had constructed the 6 inch water lines into Ironwood.

2.  The new FmHA loans it had obtained for water line extensions to an area that did not include Ironwood were not directly related to the service to that area.  

3.  Bell Arthur was “not capable of providing the requisite service within a reasonable time after application was made for the service.”  

With respect to reasons 1 and 2, the Fourth Circuit Court of Appeals held that Bell Arthur could not rely upon retired FmHA loans to invoke the protection of 7 U.S.C. 1926(b), but held that the 1993 FmHA loans that Bell Arthur had obtained to make water line extensions to areas in its service area but that did not include Ironwood, triggered the protection of Bell Arthur under 7 U.S.C. 1926(b) for its entire service area, including Ironwood.  

With respect to reason 3, the Court held that:

....Bell Arthur is entitled to the protection of ( 1926(b) only for that area.  On this issue, we agree with the district court that Bell Arthur was not entitled to protection for the Ironwood area because it did not have the capacity to serve that area, nor did it have the capacity to provide such service within a reasonable time after the request for service was made. [At 525]  

The Court reasoned that with respect to ( 1926(b) that:  

Inherent in the concept of providing service or making service available is the capacity of providing service or, at a minimum, of providing service within a reasonable time.  See North Alamo Water Supply Corp. v. City of San Juan, 90 F.2d 910, 916 (5th Cir. 1996) (holding that a water association may establish the availability of service under ( 1926(b) by demonstrating, inter alia, that it “has lines and adequate facilities to provide service to the disputed areas.” (Emphasis added)); see also Lexington: South Elkhorn Water Dist. v. City of Wilmore, 93 F.3d 230, 238 (6th Cir. 1996) (noting that “an association’s ability to serve [under 1926(b)] is predicated on the existence of facilities within or adjacent to a disputed property”).  Having a six-inch pipeline in the ground when a 14-inch line is necessary provides no support to a claim that a water association has adequate facility to provide service.  We conclude that in order to enjoy the protection of “1926(b) for an area, an association must demonstrate as a threshold matter that it has adequate facilities within or adjacent to the area to provide service to the area within a reasonable time after a request for service is made....We hold that Bell Arthur’s inadequate six-inch pipe in the ground coupled with only a general, unfulfilled intent to provide the necessary 14-inch pipe sometime in the future does not amount to (service provided or made available.” [At 526]  

Those cases point to the proposition that under the facts, the utility district in which is located the condominium immediately adjacent to the city limits might not be able to “make service available” within the meaning of ( 1926(b), and for that reason cannot rely on the protection of that statute, even if it has outstanding RECD loans. It has no “pipes in the ground” near the condominium, and may not be able to get such pipes in the ground within a reasonable time.  

Protection of the Utility District Under State Law

Under Tennessee’s Utility District Act of 1937:

So long as the district continues to furnish any of the services which it is herein authorized to furnish, it shall be the sole public corporation empowered to furnish such services in the district, and no other person, firm or corporation shall furnish or attempt to furnish any of the services in the area embraced by the district, unless and until it has been established that the public convenience and necessity requires other or additional services.... [Tennessee Code Annotated, ( 7-82-301]   [Emphasis is mine.]

That provision has been interpreted so broadly in favor of utility districts by the Tennessee Courts, that even when the utility district’s service might not meet the “pipes in the ground” test under 7 U.S.C. ( 1926(b), it can still claim the protection of Tennessee Code Annotated, ( 7-82-301.  

In Chandler Investment Co. v. Whitehaven Utility District, 311 S.W.2d 603 (1957), Whitehaven told a developer that it would provide water service to his development, but only if the latter advanced $88,000 to cover the cost of essential main extensions (for which the developer would receive a refund of 50% of the gross charges received from each meter connection in the development over a 10 year period).  The developer argued that it was legal for him to obtain water services from the City of Memphis on what he considered were better terms.  The chancery court agreed with him, but the Tennessee Court of Appeals overturned the chancery court, reasoning that under the Utility District Law of 1937, Whitehaven had an exclusive statutory franchise to service the area within its boundaries.  The only way a competing utility could provide service within those boundaries, said the Court, was to obtain an “adjudication” from the Shelby County governing body that the public convenience required additional service.  It is important to note that the Court observed that Whitehaven did not refuse to provide service; it simply would not provide service on the more desirable terms the developer could obtain from the City of Memphis.  

Similarly, in City of Crossville v. Middle Tennessee Utility District, 345 S.W.2d 865 (1961), the City of Crossville argued that one of its ordinances granting an exclusive franchise to the utility district was invalid because it was in conflict with a provision of its charter prohibiting the grants of exclusive franchises.  The Tennessee Supreme Court declared that the charter provision at issue was immaterial because under what is now Tennessee Code Annotated, ( 7-82-301, the utility district by state statute had an exclusive franchise to provide utility services in its service area.  

Neither the courts nor the Tennessee Regulatory Authority can issue a certificate of convenience or otherwise grant a franchise to a utility provider within the boundaries of a utility district.  In West Wilson Utility District of Wilson County v. Atkins, 442 S.W.2d 612 (1969), the Cumberland Water Company, over which the old Public Service Commission had jurisdiction, obtained from the PSC a certificate of convenience to provide water service within West Wilson Utility District’s boundaries.  Quoting with approval the holding and reasoning in Chandler Investment Company, the Court declared that the only way alternative or additional service could be obtained within the boundaries of a utility district was for the county judge to issue a finding  of convenience and necessity under what is now Tennessee Code Annotated, ( 7-82-102(c).  

It was held in Consolidated Grey-Fordtown-Colonial Heights Utility District v. O Neill, 354 S.W.2d 63 (1972), that it was not within the authority of a court to detach territory from a utility district, even in response to a petition of some of  the residents of the utility district.  Citing  Tennessee Code Annotated, ( 7-82-301 and Chandler Investment Company, the Court declared that if utility service was not being rendered, the only right the residents of the utility district had was to petition the County Court, in which case the County Court had the right to take such action as it deemed necessary under the circumstances.  

However, the Court in Consolidated Grey-Fordtown-Colonial Heights did declare that the plaintiffs could amend their complaint to allege that the service by the utility district was inadequate, “so that poof can be had pro and con as to whether or not the Consolidated Grey-Fordtown District is rendering the service under the conditions hereinabove described.” [At 66]  

Along the same line, it was held in Pace v. Garbage Disposal District of Washington County, 390 S.W.2d 461 (1965), that the county judge’s decision to grant a certificate of convenience and necessity to a competing utility provider was appealable to the courts. In this case, continued the Court, the county judge should not have granted the certificate to Pace. There

was inadequate evidence to show that the Garbage Disposal District of Washington County had been providing inadequate service; six complaints made to subordinate employees of the utility district out of 900 customers was insufficient evidence.    

These cases suggest that even if the City’s water system can extend better and cheaper water service to the condominium in question than can the utility district in which the condominium is located, the utility district has the exclusive right to provide the service.  As pointed out above, Tennessee Code Annotated, ( 7-82-301(a)(1), provides that a utility district is the sole public corporation empowered to provide service in the utility district, “unless and until it has been established that the public convenience and necessity requires other or additional services....”  For that reason, it appears that either the city could petition the county executive for a certificate of public convenience and necessity to provide water service to the condominium. That conclusion is supported by Pace v. Garbage Disposal District, above, in which a private garbage hauler was issued such a certificate by the county judge.  The Court held that he should not have been issued the certificate, but on the ground that there was insufficient evidence to support the issuance of the certificate, not because the county judge did not have the authority to issue it.  

Gray-Fordtown-Colonial Heights Utility District, also indicates that the condominium has the right to litigate the question of whether the utility district can provide adequate service.  I do not know the full terms under which the utility district purposes to provide water service to the condominium, or whether such service meets acceptable standards for such service.  But apparently unless the condominium can prove that the utility district simply cannot render adequate service, Chandler Investment Company indicates that the condominium might have a difficult time carrying that burden of proof.

Sincerely,

Sidney D. Hemsley

Senior Law Consultant

SDH/

