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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. 
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: STAFF REPORT

This staff report will cover the following three areas:
I. Analysis of the fiscal impacts to funds other than the General Fund including the Road, SWM (Surface Water Management), DDES (Department of Development and Environmental Services) and REET funds. An analysis of fiscal impact to the General Fund is provided in the July 27th staff report (see Attachment 6);
II. Responses to BFM Committee members’ questions posed at the July 27th BFM Committee meeting; and

III. Striking Amendment S1 (see Attachment 1) and the revised ILA (see Attachment 3). The city of Issaquah adopted the revised ILA on August 15th. 
I.  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 1: 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 1 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 2 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 2: 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 3 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 3: 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%


II. RESPONSES TO QUESTIONS FROM JULY 27TH
1.  Why does the agreement have a 10 year span regarding use of the $1.1 million for the Issaquah-Fall City Road Project? 
The 10 year term was mutually agreed to by the county and city as a reasonable time frame in which the city might be able to assemble project funding for the estimated $17.8 million Issaquah-Fall City road project.

2.  What is the estimated cost of the Issaquah Fall City Road project?
The original estimate of $10 million came from an EIS (Environmental Impact Statement) that was done in 1996. This was before design started and without an evaluation of the right-of-way needs. The cost of acquiring right-of-way in that area has increased steeply in the past 10 years. In 2002, a more in-depth estimate including project design and construction brought the total project cost to $20.6 million. During the budget process for the 2003 – 2008 CIP, the decision was made to reduce the original scope of the project to reduce the projected costs to $17.65 million. However, it is important to note that this is an estimate only; the project is not at a level of design that would give more concrete numbers to construction or right-of-way costs.

3. How long have the two Roads positions targeted for elimination been vacant?
According to the Roads Division, normal attrition in the maintenance section accounts for five to six vacancies at any given time. These positions are existing positions and were not newly added in 2005.  They are vacant because capital improvement work planned on the part of WLRD did not materialize.  The Roads Division has a $1.5 million loan-out program to WLRD which translates to about 25 positions that support their maintenance and capital programs.  Therefore, the positions were not filled because the Roads Division knew the work was not going to materialize.

 
III. 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 4 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 4: 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. 
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. 
Given these caveats, adoption of the striking amendment, approving the revised ILA, appears to be a reasonable policy and business decision.
INVITED
Elissa Benson, Senior Policy Analyst, Office of Management and Budget
Rebecca Connolly, Communications Specialist, Sheriff’s Office
Bob Cowan, Director, Office of Management and Budget
Connie Griffith, Chief Financial Officer, Sheriff’s Office

Jason King, Project Program Manager, Office of Management and Budget

Dennis McMahon, Senior Deputy, Civil Division, Office of the Prosecuting Attorney
Captain Rebecca Norton, Field Operations, Precinct Two, Sheriff’s Office
Mike Thomas, Senior Policy Analyst, Office of Management and Budget
ATTACHMENTS

1. 
Striking Amendment to Proposed Ordinance 2005-0269.1 with Revised Attachment A dated 8/17/2005
2. 
Title Amendment to Proposed Ordinance 2005-0269.1
3. 
Proposed Ordinance 2005-0269.1 with attachments
4. 
Executive Transmittal Letter dated June 1, 2005
5. 
Staff Report dated July 27, 2005
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