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SUMMARY
Council Motion 12018 establishes policy guidelines for the use of Annexation Incentive Funds.  These Funds have been held in reserve to promote accelerated annexations and incorporations in the remaining major urban unincorporated areas in King County.   Motion 12018 further states that the more general fund savings realized from an annexation or incorporation, the greater the amount of Annexation Incentive Funds that should be provided to an annexing (or newly incorporating) city.  Additionally, the Motion states that a greater share of the incentive funds should be made available to those jurisdictions signing annexation agreements in 2005 and 2006—essentially, an “early-signing bonus.”  Motion 12018 directs the Executive to provide specific timelines and budget reductions associated with the County not providing local services to annexed or incorporated areas slated to receive Annexation Incentive Funds.  This Attachment A provides the requested analysis.
Terms of the Proposed Interlocal Agreement

The proposed Interlocal Agreement (ILA) between the City of Issaquah and King County addresses the proposed annexation of both  Klahanie and Greenwood Point/ South Cove.  It is the first annexation ILA negotiation to be completed, and the first to propose an allocation of Annexation Incentive Funds.
  The City of Issaquah designated Klahanie as part of its Potential Annexation Area in 1995.   Negotiation of the ILA began in early spring 2004 at the request of the City, after the County announced its countywide annexation initiative.  An important context for the fiscal analysis in this Attachment B is the ongoing negotiation and discussion between the County and cities regarding annexation of other, larger urban unincorporated areas.  Several such annexation negotiations are in early stages between the County and individual cities and may be completed this year.  Incorporation studies are underway in Highline / White Center and in Fairwood.    Work with the City of Kirkland is underway.
The ILA calls for the County to transfer $850,000 in annexation incentive funds to Issaquah upon the effective date of the Klahanie annexation.  Included in this $850,000 are $650,000 from the General Fund Annexation Incentive Reserve and $200,000 from the REET Annexation Incentive Reserve.  Of the $650,000 in General Fund Annexation Incentive Reserve dollars, the Executive is providing $200,000 as the incentive to Issaquah for being the first city to negotiate a major annexation consistent with the terms of Motion 12018.  
In addition, the ILA calls for the County to transfer to Issaquah $1.1 million in Road Funds, representing a specific transfer of capital funding for the Issaquah-Fall City Road Project.  In exchange, the City agrees to become the lead agency for this $14 - $17 million project and the County retains no further funding obligations for the project. 
As proposed, the City of Issaquah will submit two separate annexation ballots to the voters in November 2005, one for the annexation of Klahanie, and one for the annexation of Greenwood Point / South Cove.  Assuming voter passage, the proposed effective date of the annexation is March 2, 2006. 
The City of Sammamish, while very interested in annexing Klahanie, acknowledges that the area is in Issaquah’s Potential Annexation Area.  If the vote to annex Klahanie to Issaquah fails, the County and Sammamish could then proceed to negotiate an alternative future for the area.
Savings Estimates for the General Fund in 2006
No major urban unincorporated area has sufficient local revenue generating capacity to fully cover the County’s local service expenses.  Because of its relatively high assessed value, new infrastructure, development pattern and relatively small size, the Klahanie area is one of the least burdensome remaining areas for the County to serve.  The population of the Klahanie area (11,000) is only three percent (3%) of the current total rural and urban local service population in King County, and only about   5.5 percent ( 5.5 %) of the population of the ten largest annexation areas.
The regional subsidy to support local services in Klahanie is estimated to be $820,000 in 2005.
  The total direct General Fund cost is estimated to be $1.65 million in 2006.  Based on estimated direct service reductions achievable in 2006, the subsidy amount will be reduced by anywhere from $252,000 (based on departmental/agency estimates) to $622,087 (based on estimates from the Office of Management and Budget (OMB)).  This expenditure reduction does not reflect loss of revenue resulting from transfer of the Klahanie area to Issaquah (discussed below).  The single-year savings are discussed below in Section 1, and are generally consistent with the 2006 savings calculated in the multi-year savings analysis presented in Section 2 below--but are a simpler, snap-shot analysis than that presented in Section 2. 
The specific budget reduction proposals associated with transfer of Klahanie will be developed as part of the Executive’s Proposed 2006 Budget.  

Multi-year General Fund Impact from Annexation of Klahanie
The benefit or cost of any annexation is best understood through a multiple-year analysis.  This is true given that the Annexation Initiative is a countywide, multiple year effort whose benefits will be cumulative over time as more areas annex and greater savings—particularly in general government and departmental overhead—are achievable.   Section 2 presents a six-year analysis of the Klahanie annexation General Fund impact.  Based on growing achievable savings targets resulting from several anticipated annexations in this period, the payback period for the $450,000 General Fund Annexation Incentive payment is within three years, assuming higher level savings targets are enforced and less than six years if lower savings targets are realized. This analysis excludes the $200,000 early annexation premium
Other Fund Impacts from Annexation of Klahanie
Section 3 presents a fund by fund analysis of the impact of the Klahanie Annexation on the Road Fund, Surface Water Management Fund, Parks Operating Fund and Parks Capital (Real Estate Excise Tax) Funds, and Department of Development and Environmental Services.  
As summarized in Table 1 below, the revenue loss attributed to annexation of Klahanie is larger in 2006 for virtually all other direct service funds than is the immediate savings achievable by those funds.  This loss of revenue has an ongoing impact to the respective financial plans for many of these funds.  The immediate loss is significantly larger than the offsetting reduction in direct expenditures for both the Road Fund and the Surface Water Management (SWM) Program: these programs will have to absorb the revenue loss across their respective budgets.  In the near term, the avoided capital costs associated with the Klahanie area plus the transition of more unincorporated areas to city-status should balance out these losses.  SWM’s estimated savings in 2006 are about half the amount of SWM fees lost that same year.  At the time of transmittal to the County Council, Issaquah has expressed interest in contracting for surface water management services for Klahanie from King County for 2006.  If mutually agreeable terms are developed, this will mitigate some of the SWM revenue and program losses.  The Roads Division estimated direct savings in 2006 are less than 25% of lost levy and gas tax amounts.  For the Roads Fund levy, the taxing capacity is forgone for two years with a March 2 effective date, however, the capacity is regained in 2008.  REET 1 and 2 are dedicated to parks capital and REET debt service under King County Code.  There are no park capital expenditures planned for Klahanie in the next six year period.   DDES, a fee-based agency, anticipates less than 1% decrease in revenues.   
TABLE 1:  2006 Financial Impact of Klahanie Annexation
on Roads, Parks/REET, DDES, and WLR Surface Water Management Funds
(10 month impact assuming 3/2/06 effective date)

	
	2006 Revenue Loss
	Direct Expenditures. Savings
	Remainder to be reduced  program wide

	Roads
	$2,525,118
	($452,236)
	($2,072,882)

	WLR/SWM
	$487,796
	($275,065)
	($212,731)

	REET 1 and 2
	$370,000
	0
	($370,000)

	DDES fee based
	$176,943
	($39,864)
	($137,079)


Conclusion

As Motion 12018 has recognized, the Annexation Initiative is a long-term, countywide effort that seeks to achieve long-term financial stability for the County by transitioning out of urban local service responsibility consistent with adopted countywide planning policies.  Klahanie is a piece of the transition that must occur to achieve this vision. The proposed ILA has an estimated 3 to 6 year payback to the General Fund.  Losses to other direct service funds, particularly Roads and Surface Water Management, will need to be managed across those programs. 

Introduction:  
TERMS OF THE INTERLOCAL AGREEMENT AND BASIS FOR ALLOCATION OF INCENTIVE FUNDS

Motion 12018 directs that annexation incentive funds be allocated based on three concepts:  

(1) 
Benefit to the General Fund; 

(2)
Benefit of early and annexation agreements (defined in the Motion as those 


executed in 2005 and 2006, regardless of the date of annexation)—in other words, 

the policy that momentum built is worth an “early signing bonus.” 
(3)       
Importance of completing major annexations, by limiting use of the annexation incentive funds to cases involving annexation of all or a significant majority of one of the ten largest remaining urban unincorporated areas. 

 Motion 12018 further states that incentive funds, while likely to be used by cities to offset their operating deficits, are not to be allocated based on the size of those projected deficits.  Unlike recent park transfers to cities, the complex and comprehensive nature of annexation negotiations means that allocation of annexation incentive funds are not easily susceptible to use of mathematical formulas based on population or acreage or even CX deficits.
  Annexation interlocal agreements consider the impacts to all county local service agencies, not simply one fund or agency.  The interplay of these impacts can be quite variable, with significant benefit to some agencies and losses to others.  Motion 12018 recognizes this and, rather than propose a formula, simply states the several factors to be addressed when proposing an allocation of Annexation Incentive Fund.  That said, it is to be expected that other cities looking to annex will consider the agreement with Issaquah to set a precedent of some sort as to how the County will approach future major annexations. 
The total funding to be transferred to Issaquah under the ILA is $850,000 in annexation incentive funds, plus $1.1 million in Roads funds.  These transfers are further detailed below:


Annexation Transfer:

· $450,000 CX funds for benefit to General Fund

· $200,000  CX funds for “early agreement premium”

· $200,000 REET funds, also for benefit to General Fund, but minimizing use of CX dollars given the likely application by the City of some significant dollars to support parks capital improvements.

· $0 allocated to support annexation of Greenwood Point / South Cove, which annexation is addressed in the ILA.


Roads Transfer:

· $1.1 million in Roads CIP funds currently programmed in years 2006, 2007 (with transfer to occur in 2006) for the Issaquah-Fall City Road Project.  In exchange for this, the City assumes lead agency responsibility for this project and relieves the County of any future funding responsibility for this project (estimated to cost between $14-17 million).
Given that Issaquah was the first city expressing interest in pursuing a major annexation in early spring 2004, the proposed incentives in the ILA reflect an “early agreement” premium.  To make this a meaningful incentive, the Executive is proposing $200,000 of the CX funds allocated as this premium.  It can be expected that this amount will set at least a floor for other annexation ILAs executed in the 2005-2006 period.  

For purposes of comparison, if a formulaic approach were used with respect to calculating the General Fund benefit—such as “allocation of funds shall equal the percentage of total annual CX deficit represented by the area as applied to the total Annexation Incentive Fund” --then the ILA would propose a transfer of $370,000, plus the $200,000 early agreement premium.
 
Section 1:   2006 GENERAL FUND ESTIMATED EXPENDITURES, REVENUES AND REDUCTIONS
The Executive’s 2005 budget serves as the starting point for estimating budget impacts of annexations.   Table 2 shows the General Fund revenue and expenditure estimates allocated to the Klahanie PAA, by program.   In this table, the 2005 Budget General Fund allocation for Klahanie is adjusted to reflect 2006 status quo revenue and expenditure assumptions, and then compared to the OMB estimated reductions achievable in 2006, and the departmental proposed reduction estimate for this same year.  
OMB savings target projection applied in Column 2 reflect the policy that all county agency budgets should be adjusted to reflect the loss of responsibility of providing local services to the residents of Klahanie.  Adjustments vary by agency.

Column 4 estimates were prepared by General Fund departments and agencies in spring 2005.  Executive departments and separately elected agencies were asked to update their 2005 estimated costs to serve the Klahanie community to 2006.   Agencies were also asked to identify estimated direct cost savings that would result in 2006 from annexation of the 11,000 residents of Klahanie.  Generally, agencies indicated that the increment of workload associated with Klahanie is very small so the corresponding direct savings are small as well.   For example, the Sheriff Department the workload associated with Klahanie is low compared to workload in other urban PAAs, and officers serving Klahanie also serve a larger patrol district including rural areas that will remain a county obligation after annexation.
TABLE 2:  2006 General Fund Local Service Budget Allocation 
and Potential Savings Estimates due to Annexation of Klahanie
	 
	(1) 2006 Klahanie Allocation
	(2) OMB Reductions Estimate--2006
	(3) 

NOTE:OMB Estimate- high target
	(4) Department Reductions Estimate—2006
	(5) NOTE: Estimated Departmental Reductions

	LOCAL REVENUES  
	          610,000
	(506,000)
	
	(506,000)
	Loss the same in all scenarios – 

83 % of annual rev

	EXPENDITURES
	 
	
	
	 
	 

	Adult Detention            
	              59,564 
	         (35,739) 
	60 % reduction
	             (5,000) 
	 .52  ADP reduction 

	Jail Health Services      
	                5,049 
	            (3,029) 
	60 % reduction
	                (4000) 
	.52 ADP reduction with proxy of $600 per month cost 

	Prosecuting Attorney      
	              27,295 
	          (16,377) 
	60 % reduction
	           0 
	10 misdemeanant cases per year – no savings identified 

	Public Defense            
	              22,947 
	          (13,768) 
	60 % reduction
	                (1,000) 
	 workload reduction 

	Sheriff
	            900,989 
	        (270,297) 
	30% reduction
	         (200,000) 
	 .5 FTE workload reduction *24/7 staffing  

	District Court            
	              49,094 
	          (29,456) 
	60 % reduction
	0 
	10 misdemeanant cases per year – no savings identified

	Law and Justice Subtotal 
	      1,064,938 
	      (368,666) 
	
	          (210,000) 
	 

	CFS Transfers to HOF
	              36,260 
	          (21,756) 
	60 % reduction
	 - 
	 

	CSFA Transfers – Community Services Division
	              22,780 
	          (13,6680 
	60 % reduction
	 - 
	 

	Human Service Fund Transfer 
	              82,594 
	          (49,556) 
	60 % reduction
	 - 
	 

	Parks Fund Transfer
	              98,723 
	          (59,234) 
	60 % reduction
	              (42,000) 
	 O&M reduction  

	DDES Transfer
	            100,735 
	          (60,441) 
	60 % reduction
	 - 
	

	Community, Parks, DDES and Human Service Transfers
	            341,092 
	       (204,655) 
	
	              (42,000) 
	 

	Subtotal Direct Local Services
	         1,406,031 
	      (573,322 )
	
	            (252,000) 
	 

	Subtotal Gen. Gov’t./ Indirect Local Services (allocated by popln.)
	            243,827 
	          (48,765) 
	20 % reduction
	- 
	 

	Total
	 1,649,857 
	  (622,087) 
	
	    (252,000) 
	 


Overall, significant reductions in departmental administration and overhead will be difficult to achieve in the first year as the workload associated with Klahanie– less than three percent (3%) of the total local urban and rural population served by King County-- is not large enough to support meaningful restructuring of department overhead and administration functions. 

Final proposed adjustments to agencies’ budgets will be part of the 2006 budget proposal and highlighted in the materials provided to council as part of that process.  The actual savings achieved will depend upon choices made by Executive and Council in the 2006 budget.  Key budget choices will include reducing the amounts of Current Expense (CX) transfer to the Housing Opportunity Fund, community services, DDES code enforcement and arson, etc. to reflect the lower unincorporated population that will continue to receive services.    In addition, the county will face the choice of making permanent cuts based on reduced work load or reprioritizing available resources to improve service levels in remaining rural or urban areas.
In sum, as anticipated in the 2005 budget presentation, the likely 2006 savings from annexation of Klahanie are not equivalent to the allocated cost of local service in the first year of implementing the annexation.  Estimated single-year savings range from a low of $252,000 to a high of $622,087, compared to a total local service cost for the area estimated at $1.65 million.

Section 2:  MULTIPLE YEAR GENERAL FUND IMPACT FROM ANNEXATION OF KLAHANIE -- CAPTURING ADDITIONAL SAVINGS OVER TIME

As discussed above, first year savings from the annexation of Klahanie are anticipated to be modest, and will vary depending on the choices made in the final 2006 budget.   However, as also noted above, the Annexation Initiative is a county-wide, multiple year initiative.  The savings achievable from each annexation will be best measured over time, as workload reductions made possible by multiple annexations will together result in greater savings to the County than are possible from any single annexation.  That is, if carefully managed through Executive and Council budget decisions, the whole will be greater than the sum of its parts.  
Why is this true?  Stated most simply, savings from individual annexations may be realized only incrementally – reductions in “partial” FTE workloads – so it will only be through aggregation of these incremental savings that sizeable workload can be reduced and eliminated.  As has been shown through the past several difficult budget years, it is very challenging to reduce overhead at any level at the same rate at which service budget reductions are imposed, but over time, these cuts can be better matched. 

Because of this fundamental nature of large County operating and overhead budgets, the Klahanie annexation (and other annexations) should be analyzed in the context of anticipated near-term annexations of other larger areas.  The Klahanie ILA is anticipated to be the first of several annexation ILAs.  The Executive is actively pursuing annexation agreements for the areas of West Hill, East Renton, and Juanita-Kingsgate-Finn Hill with annexation anticipated in 2007.  For the North Highline and part of the Fairwood community, the planned effective date for attaining city-status is 2008. 
In order to capture this multiple-year effect on savings achievable from multiple annexations, OMB developed a model to identify both a low and high savings rate scenario over the next six-years, per each major General Fund program.  These savings rate scenarios are then evaluated against status quo and post-annexation expenditures for Klahanie over time and a net present value for each scenario (low savings target, high savings target) is calculated. 

The savings target model incorporates additional savings available from the accumulation of reduced workload from several annexations anticipated in the next six years.  The model assumes some continuing costs associated with Klahanie, specifically, incremental overhead costs that cannot be “zeroed out” immediately after annexation: these ongoing costs will be funded by regional revenues as the local revenue stream is gone after annexation.  

Table 3 sets forth the modeled savings rate targets by major local service category for both low and high savings rate scenarios.  The Executive chose to use a six year period as it matches with CIP planning as well as the countywide planning policy goal of annexations being completed by 2012.  As shown in this table, 100% reductions in expenditure for any program are not assumed to occur until 2010 under the “high” savings scenario – and this assumes efficiencies and revenue savings arising that are independent of annexation, for example, as a result of technology or operational efficiencies from operational master planning efforts.  For both general government and sheriff services, 100% savings are not assumed to occur in the six-year period, given their unique service/cost models. 

TABLE 3:   High and Low Savings Target Scenarios for 
General Fund Program Reductions, 
Based on Anticipated Countywide Annexations 

	
	2006
	2007: West Hill/ East Renton  & Kirkland  
	2008: North Highline & New City of  Fairwood
	2009

	2010 & 2011

	
	Low
	High
	Low
	High
	Low
	High
	Low
	High
	Low
	High

	Local Gen/Govt and Indirect Serv
	10%
	20%
	10%
	20%
	30%
	40%
	40%
	40%
	50%
	60%



	Sheriff
	30%
	30%
	30%
	30%
	40%
	60%
	50%
	80%
	60%
	80%

	Dist. Court/ PAO/OPD/ DAJD
	20%
	60%
	20%
	60%
	40%
	80%
	50%
	80%
	60%
	100%

	Parks &DDES Transfer
	25%
	60%
	25%
	60%
	40%
	80%
	50%
	80%
	60%
	100%

	Comm & Human  Srvs Transfer
	10%
	60%
	10%
	60%
	30%
	80%
	50%
	80%
	60%
	100%


The starting point for the net present value comparison is the current level of regional subsidy (or local service deficit) attributable to Klahanie.  As set forth in the 2005 Budget, of the $22 million annual regional revenue subsidy necessary to cover costs of local urban unincorporated services, Klahanie’s portion is approximately $0.82 million (in 2005).  With updating of the Klahanie revenue allocation based on 2004 actuals, under the status quo, the 2006 subsidy is estimated at $1.02 million given projected rates of growth in revenues and expenditures.  Local revenues allocable to Klahanie in 2006 are estimated at $610,000 for 2006 and allocated General Fund expenditures for the area will be approximately $1.65 million.   
Table 4 presents the annual estimated regional subsidy in inflation adjusted dollars for the status quo and for the annexation of Klahanie based on the high and low savings targets in Table 3.  The Table below shows the increase or decrease in the amount of regional general fund dollars that result from the annexation.  
Under the low savings target scenario, the Table shows no benefit to the County from the Klahanie in the next two years.  Thereafter, the results of the analysis are increasingly positive. Under the lower savings target, a positive savings to the General Fund is not realized until year 3 (2008) at $54,780.  The payback period under the lower savings scenario is six years (2011), with a net present value in that year of slightly over $500,000.
Under the “high” savings scenario, the payback period for the $450,000 of CX incentive funds is within three years.  Moreover, the net present value of the annexation doubles from year 3 (2008) to year 4 (2009).   
TABLE 4:  Comparison of Status Quo (no Klahanie annexation) Ongoing General Fund Regional Subsidy to Net Savings/Cost of Klahanie Annexation by Issaquah 

(low and high savings targets)

	LOW SAVINGS SCENARIO
	2006
	2007
	2008
	2009
	2010
	2011

	Status Quo reg. subsidy
	      1,023,329 
	      1,080,595 
	            1,140,969 
	          1,204,615 
	          1,271,708 
	1,310,470 

	low saving rates regional subsidy
	      1,212,370 
	      1,237,906 
	            1,086,189 
	             978,842 
	             829,252 
	870,714 

	difference
	       (189,041)
	       (157,310)
	                 54,780 
	             225,774 
	             442,456 
	             439,756 

	 net present value of difference 
	 
	 
	
	($93,517.91)
	             237,111 
	             506,058 

	
	
	
	discount rate
	6.0%
	
	

	HIGH SAVINGS SCENARIO
	2006
	2007
	2008
	2009
	2010
	2011

	Status Quo Regional Subsidy
	    (1,023,329)
	    (1,080,595)
	          (1,140,969)
	         (1,204,615)
	         (1,271,708)
	         (1,310,470)

	High savings rates regional Subsidy
	       (895,529)
	    (1,011,084)
	             (726,724)
	            (694,943)
	            (332,626)
	(349,257)

	difference
	         127,800 
	           69,512 
	               414,245 
	             509,672 
	             939,082 
	             961,213 

	 Net present value of difference 
	 
	 
	$530,239.48 
	$933,947.70 
	          1,635,684 
	$2,313,302 


*Some of the first year lost revenue impact is mitigate by two months of revenue collections prior to effective date.

Section 4: FISCAL IMPACT OF KLAHANIE ANNEXATION ON OTHER LOCAL SERVICE FUNDS
The annexation of the Klahanie area by Issaquah has an impact on the Roads Fund, REET funds, Surface Water Management Funds (and the associated Water and Land Resource Program), and the Department of Development and Environmental Services (DDES) Fund.  Upon annexation, King County will no longer be the local service provider for Klahanie and this area will be removed from the service territory and revenue base of these several funds.  The magnitude of the associated revenue loss and the ability for each programs to fully absorb that loss varies by fund.  Generally, the level of detail provided by these agencies with respect to potential savings is considerably more detailed than was provided by General Fund programs and agencies.  All data should be regarded as preliminary.  Impact to each of these non-CX funds is examined below.

Road Fund
Annexation of Klahanie will reduce the annual County road levy and gas tax receipts by an estimated $2.525 million in 2006.  The Roads division has identified nearly $452,000 in direct service cost and corresponding department overhead reductions associated with Klahanie; however, the remaining $2.07 million of revenue loss will have to be addressed through additional cuts in roads operating and maintenance and or reductions in capital program funding.  The details of this will be developed and presented as part of the Executive’s proposed 2006 budget. 
Table 5: Projected Road Fund Savings Attributable to 
Annexation of Klahanie by Issaquah
	
	2006 
	2007 

	
	March 2 effective date
	Annualized

	Road Levy Loss to the Road Fund 
	($2,525,118)
	($2,604,714)

	Maintenance Direct Costs
	$257,494 
	$289,681 

	Traffic Direct Costs
	$41,799 
	$47,024 

	Surface Water Utility Charge
	$60,950 
	$74,474 

	Department Overhead Reduction Target
	$91,992 
	$99,352 

	Total Expenditure Reductions
	$452,236 
	$510,531 

	Financial Plan Impact
	($2,072,882)
	($2,094,183)


Savings shown in Table 5 above reflect the Roads Division preliminary estimates of direct savings for each explicit operating and maintenance cost area including departmental overhead.  These estimated savings include two FTEs associated with direct maintenance costs, a utility worker and a truck driver position, reduced by eliminating currently vacant positions.  Traffic maintenance costs include a small amount of overtime but are mostly direct costs associated with maintaining the traffic monitoring system in the area.   
Under RCW 84.09.030, if the effective date of annexation is after March 1st, Klahanie for purposes of the unincorporated Road Levy will remain on King County tax rolls for both 2006 and 2007 with the levied amount going to the City of Issaquah instead of King County.  Effectively, this means that King County is unable to count that taxing capacity for King County purposes until 2008.  Beginning 2008 King County can choose to utilize this taxing capacity again in its annual unincorporated levy for the remaining unincorporated area.
Surface Water Management Fees/Water and Land Resources
The King County Water and Land Resources division currently provides a variety of local services in the Klahanie area including surface water, stormwater management.    On an annual basis, SWM estimates 2006 annual Klahanie revenues of $485,510 and annualized expenditures of $275,065.  The difference--$212,731--is essentially the value of area-wide fixed and regional costs which will have to be reduced from WLR’s budget upon annexation. The revenue loss represents about a 3 percent loss to the total SWM budget in 2007, slightly less (2.5 %) in 2006 given the March 2006 annexation effective date.
Table 6:  Surface Water Management Fund Impact
 due to Proposed Klahanie Annexation by Issaquah
	
	2006 -- part year
	2007

	SWM Fee Loss
	                 (487,796)
	                 (585,355)

	Capital Programs and Open Space
	                    6,609
	7,931

	Finance & Administration
	                   47,580
	        57,097

	Land and Water Stewardship
	3,355
	4,026

	Office of Rural Programs
	                         74
	89

	Science
	17,103
	        20,523

	Stormwater Services
	72,140
	86,568

	CIP (USHR; UNDA,UDHI, UFRP)*
	                   92,385
	        110,862

	Strategic Initiatives
	                   35,818
	42,982

	Subtotal of  Direct Costs/Reductions
	275,065
	330,078

	 
	 
	 

	Financial Plan Impact/Program wide cut
	                 (212,731)
	                 (255,278)


The Water and Land Resources Divisions has identified the Klahanie workload to be serviced by a small minority of time of 3 FTEs.  No large capital programs are identified in the 6-year SWM CIP for the area.  Annual capital projects pertaining to Urban Small Habitat Restoration, Urban Neighborhood Drainage Assistance, Urban Drainage Habitat Improvement and Urban Facility Retrofit Programs ((USHR; UNDA,UDHI, UFRP) would all be reduced by Klahanie’s percentage of annual revenues.  
At the time of transmittal, the City of Issaquah indicated an interested in contracting with King County Water and Land Resources Division for surface water management services in Klahanie for 2006.  If the Executive is able to negotiate mutually agreeable terms, some portion of the potential 2006 revenue loss and program cuts maybe mitigate for a one year basis.

Department of Environmental and Development Services
DDES is primarily supported by fees paid by developers and builders in unincorporated King County.  As a secondary source of revenue, a transfer from the CX Fund is used to support the Code Enforcement and Fire Investigation Units. Historically, when cities annex areas they request that DDES complete the projects that are already in the pipeline.  If this is the case with 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.  In 2004, fees generated from Klahanie equaled $176,943 representing only 0.63% of total fee revenue.  Fixed fees equaled $145,970 and hourly fees were $30,973.  If all projects are 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.  This reduction will be implemented through overtime savings.

Unlike permitting, cities tend to favor taking over Code Enforcement and Fire Investigation duties upon official annexation of an area.  New code enforcement cases in the PAA have declined from 10 to 6 to 2 in 2002, 2003, and 2004 respectively.  Hours spent on cases in Klahanie have also declined during the same period from 59 in 2002 to 5 in 2004.  The reduction in workload for the Code Enforcement Unit is negligible. 

This annexation will not represent a change in workload to fire investigation services because King County currently contracts with the City of Issaquah to provide those services in Klahanie.  In 2004 there were only 6 cases in the PAA or 1% of the total case work for the section.  Assuming that 2005 is similar, the cost to the City of Issaquah will increase slightly in 2006.

Parks Operating Budget
The Parks Division currently owns, operates and manages one park in the Klahanie community that would transfer to Issaquah under this agreement effective the date of annexation.  Four additional parks--Sammamish Cove, Timberlake Park, Lewis Creek Natural Area and Meerwood Park--would also be transferred to the City once the annexations become effective.  State law does not currently require cities to assume ownership of county parks upon annexation, so this transfer must be negotiated—as is contemplated by Motion 12018.   Operating expense for urban local parks are not covered by the current parks levy but rather, are funded by a CX transfer from the General Fund (approximately $2.8 million in 2006).  On a per capita basis, that translates to  $85,000 for Klahanie.  The Parks Division has estimated the direct operating and maintenance costs of the four parks to be transferred as shown in Table 7.
Table 7: Fiscal Impact to Parks Operating Budget from Klahanie Annexation

	2006 Annual Direct Expenditures
	March 2006
	 Full Year

	Klahanie Park
	$39,600
	     $47,500 

	Meerwood Park
	1,570
	       1,900 

	Sammamish Cove Park
	1,500
	       1,800 

	Timberlake Park
	4,700
	       5,670 

	 TOTAL  Savings
	47,200
	56,870

	Less lost Revenue
	-5,400
	-6,500

	Net 
	$41,800
	$50,370


The net savings of $41,800 in 2006 represents an immediate savings to the General Fund.  The full year savings is approximately $50,000 a year.  

Real Estate Excise Taxes 
Historically, the Klahanie area has generated a proportionally large amount of real estate excise taxes given its population.  By Council policy, these funds are dedicated to (1) repayment of REET bonds, and (2) funding of parks capital programs.
Table 8: REET Revenues from Klahanie

	REET Revenues (Fund 1 and 2)
	

	2004 Estimated
	675,428

	2005 Forecast
	621,230

	2006 Forecast
	372,520


OMB estimates that the fiscal impact to the REET funds of a Klahanie Annexation will be $370,000 in 2006, a loss of 2 percent of total REET funds.   REET levels have been atypically high in recent years given the real estate market in the Puget Sound.  

Currently, no parks CIP projects are planned for the Klahanie community, so no current Parks CIP projects will be eliminated as a result of the transfer of responsibility.  The Parks Division does not anticipate difficulty in absorbing a 2 percent loss in REET.  

Conclusion

The proposed Klahanie Annexation ILA meets all parameters of Council Motion 12018.  Analysis of the proposed Klahanie ILA reinforces the importance of long-term fiscal discipline required of all parts of the County organization in order to reap the benefits of the Annexation Initiative.  The Klahanie annexation is a small transfer that must occur as part of the overall annexation transition.  It will take several years to see a General Fund payback resulting from this small transfer.  While the impact on the Road Fund from this annexation is particularly large in the near term, the ILA provides requires Issaquah to take on responsibility for a $14-17 million County road project (the Issaquah-Fall City Road) with the County funding contribution now capped at $1.1 million.  Klahanie is one of several annexations currently under discussion that are anticipated to occur in the near term and the combination of these annexations can be anticipated to generate significant savings over the next few years.  
� Note that while the ILA addresses annexation of Greenwood Point / South Cove, consistent with Motion 12018, no annexations funds are proposed to be transferred to Issaquah with respect to annexation of this small territory.


� Source:  2005 Budget. See discussion below in Section 


� For example, in the park and pool transfer process, park transfers were allocated no funds, regardless of the size of the park.  Pool transfers incorporated a cash transfer to recipients based on:  (1) six-months mothball cost for the facility, and (2) five years’ anticipated capital expenditure for the facility.  While formulaic, the actual dollars transferred with pools were different in each case.


� Klahanie represents approximately 3.7 percent of the urban unincorporated local services General Fund deficit.  If this percentage is applied to the $10 million of Annexation Initiative, the allocation to Issaquah would be approximately $370, 000.
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