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REVISED STAFF REPORT
SUBJECT:
Discussion of and possible action on an ordinance authorizing the Executive to enter into an interlocal agreement (ILA) with the city of Issaquah relating to the annexation of Klahanie and Greenwood Point/South Cove. Adoption of the ILA would provide for transitioning local services and transferring $1.1 million from the Road Fund and $850,000 in annexation incentive funding to Issaquah. 
BFM COMMITTEE ACTION

On August 17th, the BFM Committee approved a DO PASS recommendation of Proposed Substitute Ordinance 2005-0269.2. The committee adopted a striking amendment making the following revisions to the Executive proposed interlocal agreement as outlined below. 

STRIKING AMENDMENT & REVISED ILA
The BFM Committee Chair asked staff to develop a striking amendment and a revised ILA incorporating four items discussed at the July 27th BFM Committee meeting. Staff worked with the city of Issaquah, the PAO (Prosecuting Attorney’s Office) and the Council’s legal advisor to develop these amendments. The changes are detailed below: 

1. 
Effective Date: The effective dates of the Klahanie and South Cove annexations are on or before June 1, 2006 and December 31, 2006, respectively, as stated in the recitals to the ILA. However, the Executive’s proposed ILA did not contain an explicit provision as to these dates. The revised ILA includes an explicit provision about the effective dates as agreed upon with Issaquah. 

2. 
Parks Transfers: Under state law, park properties do not automatically transfer to a city upon annexation. The Executive’s proposed ILA committed Issaquah to accept the transfer of parks and open space properties within its city limits and annexation areas (see Table 1 below) upon the effective date of the annexation. The transfers would be accomplished by a separate interlocal transfer agreement that would be transmitted by the Executive either later this year or early in 2006 and require Council approval. In order to facilitate the park transfers and avoid a potential delay, the revised ILA provides for the transfer of parks upon the effective date of the Klahanie annexation. The striking amendment authorizes the Executive to enter into the necessary transfer agreements which will have to be accomplished by the effective date of annexation. This change is consistent with Council Motion 12018 and the ILA which provides for the transfer of storm water facilities. A draft transfer agreement is provided as Exhibit B to the annexation ILA.

Table 1: County Parks Transferring to Issaquah
	
	County Park
	Location
	Acreage
	Amenities

	1.
	Klahanie Park
	Klahanie PAA
	64
	Developed with baseball and soccer fields; parking lot; trail and restrooms

	2. 
	Lewis Creek
	Sammamish Cove PAA
	7.46
	Open space tract; forest, wetlands, steep slopes

	3.
	Meerwood Park
	Issaquah
	1.8
	Play equipment, court and play area

	4.
	Sammamish Cove Park 
	Sammamish Cove PAA
	20
	Undeveloped property

	5.
	Timberlake Park
	Issaquah
	24
	Picnic tables; non-motorized boat launch on Lake Sammamish; parking

	
	TOTAL:
	
	117.26
	


3. 
Annexation Payment – Use of REET II

The Executive’s proposed ILA offers Issaquah $200,000 of REET II as part of the overall $850,000 in incentive funds. However, the ILA is silent on the manner in which those funds may be used. The code in KCC 4.32.012 restricts the use of REET II for parks capital purposes. The revised ILA contains language to ensure the city honors county policy on the limitations for REET II.  
4. Technical Corrections: The Prosecuting Attorney’s Office has advised staff that several of the exhibits to the ILA (Exhibit C: Local Drainage Facilities to be Transferred to Issaquah and Exhibit F: Issaquah Police Services Transition Plan) transmitted by the Executive are in draft form. Final versions are attached and will be adopted by the striking amendment. Additionally, the ordinance has been amended to clarify that an intergovernmental property transfer (storm water facilities and parks) is taking place. 
BACKGROUND

As part of the 2004 Adopted Budget, King County began a multi-year initiative to promote the accelerated annexation of the 10 largest remaining urban unincorporated areas, or PAAs (Potential Annexation Areas). The Annexation Initiative was launched to achieve two major goals: 

1) 
Implement the regional land use vision set forth in the Countywide Planning Policies which call for county government to be the regional and local rural service provider and for cities to be providers of local service in the urban areas; and 
2)
Financial stability in the General Fund: Annexations are expected to achieve expenditure reductions in the General Fund as a result of decreased local urban service responsibility for the county as cities become the local provider for those areas. 
The 2004 and 2005 adopted budgets included a pool of reserve funding to provide cities with a financial incentive to annex including:

· $10 million Annexation Incentive Reserve in the General Fund; and

· $2 million Annexation Incentive Reserve in the Real Estate Excise Tax (REET) I financial plan (The Executive has recently proposed moving the reserve to the REET II fund and eliminating the REET I reserve.); and

·  $70,000 Road-Related Annexation Incentive Reserve in the Roads CIP.

This agreement with Issaquah is the first to propose the use of annexation incentive reserve funds -- a total of $850,000 would transfer to the city within 90 days of the effective date of the Klahanie annexation
. Proposed in this amount are $650,000 from the General Fund Annexation Reserve and $200,000 from the REET Annexation Incentive Reserve. If the Council approves the annexation agreement, the Executive is expected to request appropriation authority of these funds in the 2006 budget.

In addition to the Klahanie PAA, the Executive’s priorities in 2005 are focused on the three largest remaining urban unincorporated areas: North Highline, Juanita, and Fairwood-Petrovitsky. Additionally, several key annexations and incorporation studies will be completed which may result in decisions to annex or incorporate in 2006 or 2007.

Table 2 below shows the 10 largest PAAs targeted for annexation or incorporation under the Annexation Initiative. There are approximately 218,000 people in the urban unincorporated area that have yet to annex. Combined, they are currently equivalent to the second largest city in the state.
Table 2: 2005 General Fund Major Urban PAA Local Revenues and Revenues Analysis 
(from 2005 Executive Proposed Budget) 

	
	Major Urban PAA 
	Annexing City
	2004

Est.
Population
	2005 Est. Local Revenue
	2005 Proposed Local Expenditures
	(Regional Subsidy)

	1.
	North Highline 
	None designated
	32,500
	$4.25 M
	($11.14 M) 
	($6.90 M)

	2.
	Juanita/Finn Hill/ Kingsgate 
	Kirkland
	32,600
	3.17
	(6.38) 
	(3.21) 

	3.
	Fairwood 
	Renton (or incorporation)
	41,500
	4.92
	(7.82) 
	(2.90) 

	4.
	East Federal Way 
	Federal Way
	21,500
	1.71
	(4.14) 
	(2.43) 

	5.
	Kent Northeast 
	Kent
	23,300
	1.78
	(4.05) 
	(2.27) 

	6.
	West Hill 
	None designated
	14,200
	2.59
	(4.79) 
	(2.21) 

	7.
	Klahanie/South Cove
	Issaquah
	14,000
	0.78
	(1.60) 
	(0.82) 

	8.
	East Renton 
	Renton
	7,500
	0.59
	(1.40) 
	(0.81) 

	9.
	Lea Hill 
	Auburn
	9,500
	1.16
	(1.83) 
	(0.68) 

	10.
	Eastgate 
	Bellevue
	4,600
	0.60
	(0.82) 
	(0.22) 

	
	Other Urban Is.  
	
	16,800
	3.73
	(3.48) 
	0.25

	
	
TOTAL:
	
	218,000
	$25.3 M
	($47.5 M) 
	($22.2 M) 


The table demonstrates the Executive’s assertion that none of the 10 major PAAs generates sufficient local revenues to cover the county’s cost of providing local services supported by the General Fund. As a result, regional revenues must be used to compensate for limited local revenues. The Executive has characterized the need for the Annexation Initiative based on the General Fund subsidization of local services in the urban area. Local services provided in unincorporated areas include: 

· Law, Safety & Justice Services: Local law enforcement; certain district court services, fire investigation and code enforcement and emergency management services; 

· Human & Health Services: Senior services, community services and indigent defense services; 

· Parks, Roads & Permitting: Local parks; road construction and maintenance; transportation planning and concurrency;
· General Government: the Council, the Executive, finance, budgeting and human resource management; and 

· Surface Water Management Services: storm water services; salmon recovery.
The table above, taken from the Executive’s 2005 proposed budget book, shows estimated local revenues generated from these unincorporated areas total approximately $25.3 million, however, General Fund expenditures for services the county is responsible for providing to this population, total $47.5 million, leaving a funding gap, or regional subsidy, of over $22 million annually. This means revenues earmarked to provide regional services
 must be diverted to support local services in these areas. The Executive estimates that the subsidy to support local services in Klahanie is $820,000 in 2005.  
ADDITIONAL BACKGROUND:

The BFM Committee received an extensive briefing at the July 27th meeting on the provisions of the ILA, the use of annexation incentive funds and the fiscal impacts to the General Fund and Road Fund. Major highlights of that briefing included: 

· Urban PAA: Klahanie and Greenwood Point/South Cove combined are one of the ten large urban unincorporated areas designated by the Executive as a priority for transfer to a city under the county’s Annexation Initiative. 
· Annexation Ballot Measure: The city of Issaquah has been moving forward on the steps necessary to annex these communities and is planning to give residents an opportunity to vote on annexation in the General Election on November 8, 2005. 
· City Council Action: On August 15th, the Issaquah City Council approved the ILA and the final resolution required by state law to direct the County Council to authorize placing the annexation on the November ballot. The Council Clerk’s office received a copy of the resolution on August 16th. 
· County Council Action: If the BFM Committee approves a DO PASS recommendation for this ordinance today, the item will appear on the August 29th Council agenda for a public hearing and discussion/possible action. Normally, this item would appear on the August 22nd Council agenda however, there is a one-week delay due to advertising requirements for the ordinance. On August 29th, if the Council approves the ILA, it will also act on two ballot measure ordinances, one for Klahanie and one for Greenwood Point/South Cove.
· First Annexation Agreement: This agreement with Issaquah is the first ILA under the county’s Annexation Initiative and the first to propose the use of $850,000 in annexation incentive funds- $650,000 from the General Fund Annexation Reserve and $200,000 from the REET (Real Estate Excise Tax) Annexation Incentive Reserve. The Executive’s proposed use of these funds appears to be generally consistent with Council policy direction approved in Motion 12018.
· General Fund Fiscal Impacts: OMB’s fiscal analysis concluded that in 2006, the county’s General Fund will be worse off after the Klahanie annexation for two reasons: 1) The loss of revenues is projected to be greater than the magnitude of expenditure reductions that can be achieved (a loss of an estimated $610,000 in local revenues versus estimated savings of only $252,000); and 2) The continuing indirect/overhead expenditures attributed to Klahanie. The analysis further suggested that savings will be achieved as more communities annex and the county is able to reduce direct and indirect service costs as a “critical mass” of service territory is shed from county responsibility.
· Sheriff’s Office Budget Impact: Of the $252,000 in estimated General Fund savings from the Klahanie annexation, OMB’s fiscal analysis attributed $200,000 of that amount to reductions in the Sheriff’s Office budget (roughly equal to a 0.5 FTE based on 24/7 staffing). At the July 27th BFM Committee meeting, representatives from the Sheriff’s Office explained that Klahanie represents a small portion of a geographically larger patrol district, and that the annexation would not warrant a budget reduction. OMB responded by explaining that its proposed target reduction reflects the elimination of the Sheriff’s service territory that will no longer be served after the annexation. OMB staff emphasized that the policy question in the 2006 budget will be whether to reinvest those resources in the rural area of that patrol district. 

· Issaquah-Fall City Road: The County had planned to widen the road to five lanes and add sidewalks and street lighting however the loss of millions of dollars of revenue after the passage of I-776 put the project on hold. The County currently has $1.1 million appropriated of a total estimated project cost of $17.8 million. Upon annexation, the Issaquah-Fall City Road would be located within the city limits of Issaquah, and the project would become the city’s responsibility. The ILA provides that the $1.1 million of county revenues will be transferred to the city and additionally, Issaquah will receive approximately $5 million in Road levy revenue from the county in 2006 and 2007 that could be used toward this project. Further, according to the Roads Division, the Issaquah School District is required, under a development permit, to provide several road improvements to mitigate the traffic impacts of a ninth grade campus on Issaquah Fall City Road, opening in September, including sidewalks along the school property frontage. 
SUMMARY
Klahanie and Greenwood Point/South Cove combined are one of the ten large urban unincorporated areas designated by the Executive as a priority for transfer to a city.  

The city of Issaquah has been moving forward on the steps necessary to annex these communities and is planning to give residents an opportunity to vote on annexation in the General Election on November 8, 2005. If approved by the voters, 14,000 residents (11,000 in Klahanie and 3,000 in Greenwood Point/South Cove) would transition from county to city residency.  The annexation would be effective in March 2006 and double the size of Issaquah.  

MILESTONES

July 14th: The Boundary Review Board (BRB)
 took final action approving the annexations of Klahanie and Greenwood Point/South Cove to the city of Issaquah. There is a 30-day appeal process. 

August 14th: Deadline for appeal of the BRB’s decision approving the Klahanie and Greenwood Point/South Cove annexations to Issaquah. 
August 15th: The Issaquah City Council approved the ILA and two resolutions directing the County Council to authorize placing the annexation measures on the November ballot. Copies of the final resolutions were sent to the Council Clerk’s office.

August 17th: The ILA received a DO PASS recommendation from the BFM Committee.

August 29th and September 6th:  These are optional dates for the Council to take final action on the ILA and the ordinance adopting the annexation ballot measure. The city of Issaquah has requested that the ballot measure ordinance not go forward in advance of the ILA which provides $850,000 in annexation incentive funding.  

September 12th: The last date when the County Council may vote on the ordinance adopting the annexation ballot measure without an emergency clause. 

September 23rd: Deadline for the Elections Division to receive an effective ordinance.
November 8th:  Date of the General Election. Issaquah will submit two separate ballot measures to the voters: one for the Klahanie annexation and one for the South Cove annexation. 

Post-General Election: If the ballot measures are approved, the Issaquah City Council will adopt an ordinance setting the official effective date of the annexations (anticipated to be March 2nd).
POLICY FRAMEWORK FOR INTERLOCAL AGREEMENTS

Under the Annexation Initiative, the Executive will effectuate the transition of services and the transfer of facilities and incentive funds to the annexing city in the form of an interlocal agreement. 

This is the first annexation agreement presented to the Council under the Annexation Initiative. The table below analyzes the provisions of the ILA in context of whether or not they are consistent with the Council’s annexation policy framework adopted in September 2004. Council Motion 12018 established the vision, goals and policy framework for the Annexation Initiative and approved the eight principles listed below regarding interlocal agreements with cities.

Table 3: Analysis of Proposed Annexation ILA with Issaquah 

	
	Guiding Policies for Interlocal Agreements Adopted by Council Motion 12018
	Executive Proposed Interlocal Agreement with Issaquah
	Issue/Comment

	1.
	Incorporate specific, enforceable annexation timelines and commitments by cities.
	The ILA recitals state the Klahanie annexation will be effective on or before June 1, 2006 and South Cove by December 31, 2006.
	The provisions of the ILA do not commit the city to abide by these dates; the ILA should be amended to incorporate these agreed-upon effective dates.

	2.
	Incorporate provisions for the contracting of services from the county by the annexed area, where mutually beneficial.
	ILA contains no provision for contracting services.
	Issaquah currently does not contract with the county for police, roads or other services.

	3.
	Secure commitments from annexing cities to provide favorable consideration for county employees who may be laid off as a result of the transfer of service responsibility to cities.
	ILA contains this provision.
	Agencies identified by OMB for potential FTE cuts: 0.5 in the Sheriff’s Office, partial FTE in Water and Land Resources Division and 2.0 FTEs in Roads Division. Actual cuts to be transmitted in the 2006 Exec. proposed budget.

	4.
	Provide for the transfer of all local county facilities within the annexed territory to the city immediately upon annexation, excluding those facilities which the county deems it must retain in order to serve remaining county service areas.
	ILA provides for the transfer of storm water facilities and commits the city to accept the transfer of five local parks totaling 117 acres upon annexation. Parks will be officially transferred in 2006 under a separate transfer agreement.
	The ILA does not authorize the transfer of parks. 

The BFM Committee may want to amend the ILA to authorize the transfer of parks or withhold annexation incentive funds until the parks are transferred. 

	5.
	Provide for the transfer of incentive funding upon the effective date of annexation.
	ILA provides for the transfer of $850,000 of annexation incentive funds within 90 days of the effective date of the Klahanie annexation.
	Funds include $650,000 from the General Fund annexation reserve and $200,000 from the REET annexation reserve. More discussion below.

	6.
	Allow for short-term phasing of very large annexation areas and associated allocation funding. 
	ILA contains no provision for short-term phasing of Klahanie and South Cove.
	There is a provision to study the East Cougar Mountain PAA in 2006. The county agrees to fund the cost of the study not to exceed $50,000.

	7.
	Before final negotiation of an ILA, the Executive shall establish timelines and amounts for target reductions to county expenditures and revenues by county fund an appropriation unit. 
	Executive’s transmittal package contains an analysis of reductions to county expenditures and revenues.
	Expenditure reductions as presented in the Executive’s transmittal are targets only. The Executive and the Council will make expenditure reduction decisions in the 2006 budget process. 

More discussion below.

	8.
	Be subject to the Council’s review and approval by ordinance.  
	The ILA was transmitted with Proposed Ordinance 2005-0269.1.
	The proposed ordinance may have to be amended to clarify that an intergovernmental  property transfer is taking place. 


I. 
Allocation of Annexation Incentive Funds

The 2004 and 2005 adopted budgets included a pool of reserve funding to provide cities with a financial incentive to annex including:

· $10 million Annexation Incentive Reserve in the General Fund; 

· $2 million Annexation Incentive Reserve in the REET I financial plan (The Executive has recently proposed moving the reserve to the REET II fund and eliminating the REET I reserve.); and 

· $70,000 Road-Related Annexation Incentive Reserve in the Roads CIP.

This agreement is the first to propose the use of annexation incentive reserve funds -- a total of $850,000 would transfer to the city within 90 days of the effective date of the Klahanie annexation. If the Council approves the annexation agreement, the Executive is expected to request appropriation authority of these funds in the 2006 budget.

The Executive proposes an allocation as follows:

· $450,000 from the General Fund Annexation Reserve for benefit to the General Fund;

· $200,000 from the General Fund Annexation Reserve for reaching an agreement in 2005/2006 (Issaquah was the first city to express an interest in pursuing a major annexation); and 

· $200,000 from the REET II Annexation Incentive Reserve to support capital improvements to parks.

Table 4 below presents the policy direction provided by Council Motion 12018 relating to the use of annexation incentive funds and analyzes how the Executive’s proposal meets the Council’s policy directives. Council Motion 12018 does not mandate the use of a formula basis for allocating incentive funds, such as population or the projected size of the regional subsidy. Rather, it leaves the determination to the Executive, taking into account the financial benefit to the General Fund. 

Table 4: Analysis of Executive’s Proposed Use of Annexation Incentive Funds
	
	Guiding Policies for Use of Incentive Funds Adopted by Council Motion 12018
	Executive Proposed Interlocal Agreement with Issaquah
	Issue/Comment

	1.
	Intended to offset a portion of the transition costs a city may incur as a result of annexation.  Incentive funds are not intended to fully compensate a city for the costs incurred as a result of annexation.
	$850,000 in incentive funds proposed to transfer to Issaquah. 
	The Executive’s proposal covers 85 percent of Issaquah’s estimated general fund “funding gap” of just over $1 million in 2006.

	2. 
	Only available to cities upon annexation of a significant majority of any one of the ten largest remaining urban unincorporated areas.
	The Klahanie and South Cove/ Greenwood Point meet this criteria.
	No issues.

	3.
	Only available to cities upon annexation under terms of an interlocal agreement between the county and an annexing city.  
	The Executive’s proposed ILA meets this criteria.
	No issues.

	4.
	Only available to cities that assume ownership of all local county facilities within the area annexed.
	The ILA provides for the transfer of storm water and commits the city to accept park facilities.
	As discussed above, the BFM Committee may want to amend the ILA so that is provides for the transfer of parks.

	5.
	Available to a city in greater proportion, the greater are the General Fund savings that can be realized annually by the county upon the annexation, as estimated by the office of management and budget.  
	The ILA provides Issaquah more annexation incentive funds than if the allocation were based on population or relief to the General Fund (see Tables 4 and 5 below).
	The General Fund savings are presented as target  expenditure reductions ranging from $252,000 to $622,000 in 2006.
More discussion below.

	6.
	Available in greater proportion to cities reaching agreements with the county in 2005 and 2006
	Of the $850,000 incentive payment, $200,000 is characterized as “an early signing bonus.”
	


To illustrate If a formulaic approach had been used to calculate the total incentive payment, such as on a population basis, the incentive payment would have totaled $770,642 which reflects Klahanie/South Cove as 6.4 percent of the unincorporated urban population and thus receiving 6.4 percent of the $12 million incentive reserve (see Table 5 below). 

Table 5: Hypothetical Calculation of Incentive Payment Based on Population

	
	Population
	% of PAA population of 218,000
	% of $10 M General Fund Incentive Reserve
	% of $2 M 
REET Incentive Reserve
	TOTAL INCENTIVE PAYMENT

	Klahanie/South Cove
	14,000
	6.4%
	$642,202
	$128,440
	$770,642


If the benefit to the General Fund had been used as a formula, the total incentive payment would be $443,243, representing 4 percent of the regional subsidy attributed to Klahanie (see Table 6 below.)
Table 6: Hypothetical Calculation of Incentive Payment Based on Regional Subsidy
	
	Regional Subsidy
	% of Total $22.2 M Regional Subsidy
	% of $10 M General Fund Incentive Reserve
	% of $2 M 
REET Incentive Reserve
	TOTAL INCENTIVE PAYMENT

	Klahanie/South Cove
	($820,000)
	4%
	$369,369
	$73,874
	$443,243


II. FISCAL ANALYSIS

Council Motion 12018 directs the Executive to establish target reductions to county revenues and expenditures by county fund and appropriation unit prior to finalizing annexation agreements. An extensive fiscal analysis of the Klahanie annexation is included in the Executive’s transmittal package (see Attachment 8). The section below summarizes the Executive’s conclusions and raises issues for the Council to consider as this first annexation agreement goes forward.
A. Savings Estimates for the General Fund 

As stated above, of the $650,000 annexation incentive fund payment from the General Fund reserve, $450,000 of that amount is characterized as payment to Issaquah for providing a benefit to the county’s General Fund as a result of the Klahanie annexation. However, the Office of Management and Budget’s (OMB) analysis suggests that the county is not likely to achieve significant General Fund savings in 2006 from the Klahanie and South Cove annexations due to the fact that these are residential, relatively affluent communities with low crime rates (in 2003, Klahanie represented just over 4 percent of the total dispatched calls for service for all of the unincorporated portion of Precinct 2.) 

In fact, OMB’s analysis suggests that in 2006, the county’s General Fund will be worse off for two reasons: 1) the loss of revenues is projected to be greater than the magnitude of expenditure reductions that can be achieved; and 2) the continuing indirect/overhead expenditure allocation attributed to Klahanie. 

The policy foundation embedded in the Executive’s Annexation Initiative and the rationale behind the $450,000 incentive payment is that savings associated with the Klahanie and South Cove annexations will be achieved in the longer-term, over a three-to-six year horizon, as more communities annex and the county is able to reduce direct and indirect service costs as a “critical mass” of service territory is shed from county responsibility. 

In accordance with the Council’s mandate set forth in Motion 12018, OMB provided 2006 estimates of local revenues generated in the Klahanie PAA and expenditure estimates allocated to the Klahanie PAA which are shown in Tables 6A and 6B below. This table also shows a range of savings targets OMB has identified as a direct impact of the Klahanie annexation. 

It is important to note OMB’s methodology in this exercise. In allocating expenditures to the criminal justice agencies, OMB used a methodology related to law enforcement caseloads. For other agencies, OMB assigned expenditure allocations based on Klahanie’s percentage of the PAA population. This approach is limited because the county does not budget expenditures exclusively based on caseloads or population, but more on a service needs basis. OMB acknowledges these limitations and points out that these figures are targets -- a starting point for the fiscal analysis. OMB used this approach in the absence of a financial system that tracks expenditures on a caseload or geographical basis.

Table 6A: General Fund Local Revenue Estimates – Klahanie PAA

	
	2006 General Fund Revenues
no Annexation
	2006 General Fund Revenues
w/ Annexation
	Revenue Loss due to Annexation

	Local Revenues
	$610,000
	$97,000
	($513,000)


Table 6B: General Fund Expenditure Allocations and Savings Estimates - Klahanie PAA
	
	Expenditure Allocation
2006 Klahanie
	High Savings Target
(OMB)
	Medium Savings Target
(OMB)
	Low Savings Target

(Agencies)
	Policy Issue

	
	
	
	
	
	

	Sheriff
	$900,989
	($270,297)
	($211,235)
	($200,000)*
	Sheriff does not dedicate resources solely to Klahanie; Resources are shared throughout large patrol district. OMB’s low target represents 0.5 FTE at 24/7 staffing.

	Courts, PAO, OPD etc.
	163,949
	(98,369)
	(34,008)
	(10,000)
	Klahanie does not generate significant workload for these agencies.

	Parks
	98,723
	(59,234)
	(49,220)
	(42,000)
	OMB’s reduction based on population formula. Agency reduction based on est. O&M expenditures.

	DDES
	100,735
	(60,441)
	(0)
	(0)
	Expenditures are related to code enforcement and arson investigation. Klahanie does not generate significant workload.

	Human Services
	141,634
	(84,992)
	(7,355)
	(0)
	Klahanie does not generate significant workload in this area.

	General Gov’t
	243,827
	(48,765)
	(20,296)
	(0)
	Overhead and internal service cuts may be difficult to match with direct service reductions.

	
	
	
	
	
	

	TOTAL:
	$1,649,857
	($622,098)
	($322,114)
	($252,000)
	OMB estimates a high savings target of $622,098 and a mid-range target of $322,114. Agencies have identified only $52,000 in savings (this figure excludes the $200,000 low savings target for the Sheriff).


*The Sheriff did not provide this target savings figure. OMB calculated the savings based on a 0.5 FTE workload reduction at 24/7 staffing.

OMB’s analysis shows that savings from the Klahanie and South Cove annexations do not equal the estimated $1.65 million cost of providing local services in those areas. OMB identified potential expenditure reduction targets totaling a high of $622,098 and a mid-range target of $322,114 to reflect the lower unincorporated population that will continue to receive services. In contrast, County agencies, which were asked to provide direct cost savings, collectively identified only $52,000 in savings, the largest cut from the Parks Division totaling $42,000 from the transfer of five parks and 117 acres to Issaquah (see Table 7 in the staff report). According to OMB, agencies reported a low increment of savings because the corresponding workload is low. 

An example of this is the Sheriff’s Office which identified zero net savings in contrast to the $200,000 (low target) to $270,297 (high target) in savings suggested by OMB. According to the Sheriff’s Office, officers serving Klahanie also serve a larger patrol district including adjacent rural areas that will always remain the county’s responsibility. The Sheriff’s Office maintains minimum staffing levels of which none are dedicated exclusively to the Klahanie PAA (Day Shift – 6; Swing shift – 8; and Graveyard Shift – 7). The Sheriff’s Office has indicated that the same number of deputies will be required to serve the balance of that geographically large patrol territory. 
POLICY ISSUES FOR COUNCIL CONSIDERATION
· Achieving savings in the General Fund, one of the major goals of the Annexation Initiative, will require budget choices by the Executive and the Council and long-term fiscal discipline. 
· The use of annexation incentive funds for the Klahanie annexation, as proposed by the Executive, is tied to the potential for achieving savings over the long term. Does this approach fulfill the Council’s goal for the Annexation Initiative?

· It is important for the Council to keep in mind as it reviews this first annexation agreement that the county does not control the decisions of cities or residents to annex or incorporate. Annual savings are dependent on which PAAs are annexed or incorporated, how soon and the corresponding budget cuts that are made as a result. 
· As more annexation agreements come before the Council, the Council needs to examine the impact of decreased levels of direct service provision on departmental overhead, countywide overhead and internal service fund expenditures. 
ADDITIONAL PROVISIONS OF THE INTERLOCAL AGREEMENT

The section below reviews the provisions of the proposed interlocal agreement not previously covered in the staff report. 

1. 
Development Permit Processing


The ILA provides for the County Department of Development and Environmental Services (DDES) to continue reviewing all vested land use permit applications filed with the County that involve property within the annexation area. This provision reinforces a separate interlocal agreement between Issaquah and the County, approved for this purpose in February 2000 for the North Issaquah Annexation Area. That agreement covers permit review for future annexation areas, including Klahanie and South Cove. In the absence of an interlocal agreement, the permit applications would be transferred to the City of Issaquah for completion of the permitting process.  

2. 
Transition of Police Services


On the effective dates of the annexations, police service within the annexation areas will transfer to the city. The King County Sheriff’s Office has met with the city and developed a Police Services Transition Plan (draft Exhibit F) that contains standard procedures for the transition of public safety services to the city, including police records, law enforcement and emergency 9-1-1 services.
3. 
Election Cost 

Cities typically reimburse the county for the cost of elections related to annexations. However, the county has agreed to pay for the election costs for the Klahanie and Greenwood Point/South Cove annexations. The cost is estimated to be between $5,000 and $6,000 which would be covered by the Budget Office’s Annexation Initiative budget, not by the Elections Division.

4. 
Failure to Annex


If the Klahanie annexation measure fails to pass on November 8, 2005, the ILA provides that representatives from the city, county and city of Sammamish shall convene by February 8, 2006 to discuss the potential for re-designating the community as a PAA of Sammamish.
5.
Future Annexation Area Study: Under the ILA, the city and county agree to complete an annexation study and sub-area plan in 2006 of the city East Cougar Mountain PAA, one of the last of Issaquah’s PAAs, located south of I-90. This is a small community of approximately 173 people and 63 households. The county agrees to fund the cost of a study/sub-area plan not to exceed $50,000. Funds for the study are contingent upon the city assuming ownership of Meerwood and Timberlake parks prior to the commencement of the study.
NON-GENERAL FUND FISCAL IMPACTS

Upon annexation, King County will no longer be the local service provider for roads, surface water management, parks and land use permitting services in Klahanie and Greenwood Point/South Cove. These communities will be removed from the county’s service territory and the revenue base of four funds will experience a corresponding reduction. Those funds are: the Road Fund, the SWM Fund, the Parks CIP/REET Funds and the DDES Fund. 
Table 7: Non-CX Fund Impacts from Klahanie Annexation – 2006 Projections
	
	2006 Projected Revenues 
(Total by Fund)
	2006 Projected Revenue Loss 
due to Annexation
	2006 OMB Projected Expenditure Reductions
	2006 Projected Reductions to be Absorbed Program-Wide

	1. Road Fund
	                         $104,915,855 
	             $2,525,118 
	($452,236)
	($2,072,882)

	2. WLR/SWM Fund
	                           36,803,819 
	               487,796
	($275,065)
	(212,731)

	3. REET I - II Funds
	                            9,954,496 
	                370,000 
	0
	(370,000)

	4. DDES Fund
	                           31,021,923 
	                176,943 
	($39,864)
	(137,079)

	TOTAL:
	$182,696,093
	           $3,559,857 
	($767,165)
	($2,792,692)

	% Revenue Loss:
	
	1.95%
	
	


The amount of revenue loss and the ability of each program to absorb that loss varies by fund. Table 7 above shows that the revenue loss for both the Road Fund and the SWM Program is larger than the projected direct savings resulting from the annexation. In the case of the REET funds, because there are no direct capital expenditures directly tied to the Klahanie area, the Parks Division will have to absorb the revenue loss across its entire capital program. 
OMB’s fiscal analysis cautions that the level of projected expenditure reductions is preliminary for each fund.  Actual reductions will be made in the 2006 budget process. OMB’s fiscal analysis also reaches the same conclusion regarding the fiscal impacts on these funds as it did for the General Fund, that the revenue loss is larger in 2006 than are the immediate savings that can be achieved in those funds.  
A. 
 ROAD FUND

The annexation of Klahanie and South Cove/Greenwood Point to Issaquah presents two impacts to the county’s Road Fund: 
1. 
Road Fund Transfer to Issaquah - 2006 and 2007

Under state law, the county must transfer road levy revenue generated in the annexation areas to Issaquah, estimated at approximately $5 million for the two-year period of 2006 and 2007. This rule applies because of the timing of the effective date of the annexation -- anticipated to be March 2, 2006 (or later). In 2006, the Road Fund is expected to generate a total of $104.9 million in revenues, including $74.2 million from the road levy collected in the unincorporated area.  The $5 million transfer to Issaquah represents approximately 3.4 percent of road levy revenues for the two-year period, 2006 and 2007. In 2008, the county’s road taxing district will be smaller, but the Council’s ability to levy will no longer be impacted. 

OMB’s fiscal analysis shows that the Roads Division has identified $452,000 in direct service and overhead reductions associated with the Klahanie annexation. The estimated savings include eliminating two maintenance FTEs, a utility worker and a truck driver position; both are currently vacant positions. The remaining $2.07 million of revenue loss will be addressed as reductions in roads operating or capital programs. It is important for the Council to remember that these reductions will entail policy decisions in the 2006 budget.

2. 
Issaquah-Fall City Road Project - $1.1 million 
The ILA also provides that the County will within 90 days after the Klahanie annexation transfer $1.1 million in funds that are allocated in its capital improvement program (CIP # 201597) for use by the City to add capacity to the Issaquah-Fall City Road from S.E. 48th Street to Klahanie Drive.  After the annexation takes effect, this portion of the Issaquah-Fall City Road will be entirely within the City of Issaquah. The City has 10 years to complete the project; any unspent funds are to be remitted back to the County. The impact on the Road Fund from this annexation is small in the near term. However, in the long-term the county will transfer responsibility for a $17.8 million County road project.  
B. 
SWM FUND
The King County Water and Land Resources Division (WLRD) currently provides a variety of local services in the Klahanie area including surface water and stormwater management.  In 2006, SWM Fund revenues are projected to total $36.6 million, including $14.8 million in SWM fees collected in the unincorporated urban area. According to OMB’s fiscal analysis, the loss of SWM fee revenue associated with the Klahanie and Greenwood Point/South Cove annexation is $487,796, or approximately 3.3 percent of total SWM fees in 2006.  OMB estimates direct savings of $275,065, or just 56 percent, of the amount of SWM revenue lost that same year. The remaining $212,731 difference between projected revenues and savings represents the amount of program-wide indirect costs which will have to be reduced from WLRD’s budget upon annexation. 

According to OMB, a small percentage of the time of three FTEs is dedicated to SWM services in the Klahanie and Greenwood Point/South Cove areas. On the capital side, there are no large capital programs identified in the six-year SWM CIP for these areas. However, OMB suggests that smaller annual capital projects pertaining to urban services would all be reduced by the amount equal to Klahanie’s percentage of annual revenues. These programs include Urban Neighborhood Drainage Assistance, Urban Drainage Habitat Improvement, Urban Facility Retrofit and Urban Small Habitat Restoration. It should be noted, however, that decisions regarding budget and FTE reductions will be made by the Council in the 2006 budget process.
The Executive’s transmittal letter indicates that Issaquah has expressed an interest in contracting for surface water management services for Klahanie from King County in 2006.  If mutually agreeable terms are developed, this will mitigate some of the SWM revenue and program losses.  
C. REET I and II FUNDS
The impact of the Annexation Initiative on the REET I and II funds and the associated Parks capital program is unique when compared to other funds. In the case of the SWM, Road and DDES funds, as annexations occur and the revenue base shrinks, the county will be able to reduce expenditures because it will no longer serve those annexed areas. However, in the case of REET I and II, although annexations will shrink the revenue base, the county’s service obligations for the parks system will remain intact. This is because the current system is largely comprised of regional and rural facilities after the county transferred most in-city parks facilities to local jurisdictions in 2002 and 2003. 
Under county policy, REET revenues are used to support the Parks Division’s capital program (including debt service on REET-backed bonds).  King County collects REET taxes in the unincorporated area of the county however, most REET funds support park facilities that are regional in nature, such as Marymoor Park, the Aquatic Center and the regional trail system. After annexations occur and revenues decline, King County will continue to bear responsibility for these facilities, only with dramatically reduced resources to support parks capital infrastructure.

The Executive’s 2005 proposed budget shows that of $10.2 million in projected REET revenues, approximately $7.3 million, or 72 percent, is generated in the urban unincorporated area and $2.9 million, or 28 percent, is generated in the rural area. Therefore, as annexations of the remaining urban unincorporated areas proceed, the funding for the Parks Division’s CIP program will be gradually, but significantly, reduced.  
Additionally, it is important to note that current debt service payments made by the REET I fund amount to $2.35 million annually and will continue at this level through 2012.  At that time, annual debt service will drop to about $1.13 million through 2017. It is feasible that in the future, if annexations of all the urban unincorporated areas are successful, the county will not collect sufficient REET I revenues to pay the debt service.  

To date, the Executive has not formally proposed an alternate funding source to REET to support the park system’s future capital needs.
Historically, the Klahanie area has generated a small percentage of total REET revenues (see Table 8 below). OMB estimates that the fiscal impact to the REET funds from the Klahanie annexation will be $372,520 in 2006, a loss of 3.7 percent of a total projected $10 million in revenues. It should be noted that REET revenues have been unusually high in recent years given the real estate market in King County.  

Table 8: REET Revenues and Impact of Klahanie Annexation
	
	REET I and II Revenues

(Total for both funds)
	REET I and II Revenues Collected in Klahanie PAA
	Percentage Impact of Klahanie Annexation

	2004 Actual*
	$19.8 million
	$675,428
	3.4%

	2005 Estimated*
	$18.6 million
	$621,230
	3.3%

	2006 Projected
	$10 million
	($372,520)
	(3.7%)


*Based on OMB’s 2005 2nd quarterly report. 
Currently, no parks capital projects are planned for the Klahanie community, so there are no capital projects proposed to be eliminated as a result of the park transfers to the city.  It may not be difficult for the Parks Division to absorb this small loss of REET in the short-term, but the long-term impact of the Annexation Initiative on REET must be considered.  

D. DDES FUND
The DDES Fund is primarily supported by fees paid by developers and builders in unincorporated King County. In 2006, revenues to the DDES Fund are projected to total $31 million, including $26.1 million in fee receipts.  According to OMB, cities have historically asked that DDES complete the permitting process for projects that are already in the pipeline in newly annexed areas.  As this is the case with the city of Issaquah for the Klahanie annexation, the revenue impact from hourly fees will be a gradual decline over a couple of years rather than a one-time drop.  
As shown in Table 9 below, fees generated from Klahanie in 2004 equaled $176,943, or just 0.63 percent of total fee revenue. If all hourly projects were shifted to Issaquah on January 1, 2006, the reduction to permit workload is expected to be approximately 479 hours or 0.38 FTE which equates to approximately $39,000 annually.
Table 9: DDES Revenues and Impact of Klahanie Annexation
	
	DDES Fee Receipts
	DDES Fees Gene rated by Klahanie
	Estimated Percentage Impact of Klahanie Annexation

	2004 Actual
	$26.5 million
	$176,943
	0.67%


 
REASONABLENESS

The Annexation Initiative, in general, and the Klahanie annexation, in particular, advance the major policy goal of implementing the Countywide Planning Policies (CPPs) by promoting the accelerated annexation of the remaining urban unincorporated areas. It is clear that the 10 targeted potential annexation areas each have unique service needs and revenue patterns and, more importantly, they vary in the level of fiscal benefit to King County after they are annexed.
Proposed Ordinance 2005-0269 adopting the ILA for the Klahanie and Greenwood Point/South Cove annexations represents the Council’s first step down the path of a much larger annexation program. 
If the Council chooses to move forward on the Issaquah agreement, it will uphold one of the Council’s goals of the Annexation Initiative – to implement the CPPs which call for all urban unincorporated areas to annex by 2012. Further, it will give the residents of Klahanie and Greenwood Point/South Cove the opportunity to determine whether the city becomes their local government. With $850,000 in incentive funding, the Council would also be providing sufficient, but critical, funding for Issaquah to cover increased service costs for the first year. The city will also receive over $6 million in funding that could be used to fund a portion of the Issaquah Fall-City Road project. If the Council chooses not to approve the agreement, the city could technically still annex Klahanie, but such a decision would likely undo the ballot measure. The BFM Committee will recall that Mayor Frisinger asked at the July 27th meeting that the Council not approve the ballot measure in advance of the ILA which contains the $850,000 in incentive funds. 
The Executive has asserted that the Annexation Initiative will provide stability to the General Fund. This may be true in the long-term, assuming annexation of all 10 PAAs, but the fiscal analysis of the proposed Klahanie annexation revealed no immediate benefit to the General Fund. As stated earlier, the analysis showed that the General Fund would be worse off in the short-term. The Council should be aware that the long-term benefit to the General Fund assumes a combination of multiple annexations over the next few years and fiscal discipline on the part of the Executive and Council. Under these assumptions, it be anticipated that significant savings will be generated. 
Council adoption of the Issaquah agreement and voter approval of the annexation in November does not guarantee that other annexations will go forward. The county does not control the decisions of cities or residents to annex or incorporate. Annual savings will be dependent on which PAAs are annexed or incorporated, how soon and the corresponding budget cuts that are made as a result.  Additionally, successful implementation of the Annexation Initiative, while it may benefit the General Fund over the long-term, will ultimately destabilize funding for the parks system’s capital program. The Council has to consider these consequences as the Executive transmits additional annexation agreements. 
ATTACHMENTS

1. Reasonableness – Decision Matrix dated August 17, 2005

� The ILA is structured such that Road Fund and annexation incentive dollars will only transfer to the city upon successful annexation of the Klahanie PAA; no incentive fund dollars are attached to the South Cove annexation.


� Examples of regional services supported by the General Fund include: Adult Detention (for felons), Superior Court; Assessor; Public Health, Human Services and Records and Elections.


� The BRB is established as a state agency under RCW 36.93 and serves as an independent, quasi-judicial entity. The BRB reviews and approves, modifies, or disapproves Notices of Intention by local jurisdictions (e.g. cities, utility districts, and other special purpose districts) for: incorporations, annexations and other changes in the boundary of any city, town, or special purpose district.  
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