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STAFF REPORT
SUBJECT:
Discussion of an ordinance authorizing the Executive to enter into an interlocal agreement (ILA) with the city of Auburn relating to the annexation of Lea Hill and West Hill. Adoption of the ILA would provide for transitioning local services and paying the city $1.25 million of current expense funding from the annexation initiative reserve and providing $500,000 in road overlay work. 


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. 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, 2005 and 2007 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 
· $3.7 million Road-Related Annexation Incentive Reserve in the Roads CIP.
· 
Table 1 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 1: 2007 General Fund Major Urban PAA Local Revenues and Revenues Analysis 
(from 2007 Executive Proposed Budget) 

	
	Major Urban PAA 
	Annexing City
	2006
Est.
Population
	2007 Est. Local Revenue (millions)
	2007 Proposed  Expenditures (millions)
	2007 Regional Subsidy (millions)

	1.
	North Highline 
	Burien
	33,000
	$4.20
	($13.30)
	(9.00)

	2.
	Juanita/Finn Hill/ Kingsgate 
	Kirkland
	33,500
	3.30
	(5.10)
	(1.80)

	3.
	Fairwood 
	Renton (or incorporation)
	26,500
	2.70
	(4.20)
	(1.50)

	4.
	East Federal Way 
	Federal Way
	20,200
	1.70
	(4.40)
	(2.70)

	5.
	Kent Northeast 
	Kent
	23,800
	2.30
	(2.90)
	(0.50)

	6.
	West Hill 
	Renton
	14,600
	2.00
	(5.10)
	(3.10)

	7.
	Klahanie
	Issaquah
	11,000
	0.90
	(1.00)
	(0.10)

	8.
	East Renton (POP)
	Renton
	4,900
	0.10
	(0.10)
	(0.10)

	9.
	East Renton Rem.
	Renton
	3,000
	0.20
	(0.40)
	(0.10)

	10.
	Lea Hill 
	Auburn
	10,200
	0.80
	(1.90)
	(1.00)

	11.
	Eastgate 
	Bellevue
	4,700
	0.40
	(0.60)
	(0.20)

	12.
	Auburn - West Hill
	Auburn
	4,200
	0.30
	(0.70)
	(0.40)

	13.
	Benson Hill
	Renton
	16,500
	2.20
	(3.40)
	(1.20)

	
	Other Urban Is.  
	
	15,600
	1.70
	(3.40)
	(1.70)

	
	
TOTAL:
	
	221,700
	$22.80
	($46.50)
	($23.40)


The table demonstrates the Executive’s assertion that none of the 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; 

· General Government: the Council, the Executive, finance, budgeting and human resource management; and 

Local services provided in unincorporated areas funded primarily by non-general fund revenues include: 

· Parks, Roads & Permitting: Local parks; road construction and maintenance; transportation planning and concurrency;
· Surface Water Management Services: storm water services; salmon recovery.
Table 1 shows estimated local revenues generated from these unincorporated areas total approximately $22.8 million, however, General Fund expenditures for services the county is responsible for providing to this population, total $46.5 million, leaving a funding gap, or regional subsidy, of $23.4 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 Lea Hill will be $1 million in 2007 with an additional $400,000 required for West Hill. It should be noted, however, that West Hill is not one of the ten largest PAAs targeted by the Annexation Initiative. 
SUMMARY
Lea Hill is one of the ten largest unincorporated urban areas. With the addition of the unincorporated island of Auburn’s West Hill, the annexation would cover a population of approximately 15,000 residents. 
The city of Auburn 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 an election during 2007. If approved by the voters, 15,000 residents would transition to city residency.  The annexation would become effective January 1, 2008. 
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 (Attachment 5).  
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 2: Analysis of Proposed Annexation ILA with Auburn.  

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

	1.
	Incorporate specific, enforceable annexation timelines and commitments by cities.
	The agreement includes a provision that the County does not have to abide by the provisions of the agreement if the areas have an effective date of annexation after January 1, 2008. 
	No Issues.

	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.
	However, it does call for cooperation for the provision of DDES services beyond the effective date of annexation. No issues. 

	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.
	No Issues. 

	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 county-owned facilities in the potential annexation areas. There is also a provision for dealing with any properties that may have been missed through this transfer. 
	No Issues. 

	5.
	Provide for the transfer of incentive funding upon the effective date of annexation.
	The ILA provides for the transfer of incentive funds within 30 days of the effective date and also allows the City to request an “advance” of up to 50% of the funds after the City Council has approved the annexation. 
	The clause allowing the transfer of funds prior to the effective date upon request of the city. This appears to violate the intent of Motion 12018. 

	6.
	Allow for short-term phasing of very large annexation areas and associated allocation funding. 
	Does Not apply. The City of Auburn is annexing the entire PAA of Lea Hill and West Hill. 
	No Issues. 

	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 2008 budget process. 



	8.
	Be subject to the Council’s review and approval by ordinance.  
	The ILA was transmitted with Proposed Ordinance 2006-0559. 
	No Issues.  


I. 
Allocation of Annexation Incentive Funds

The 2004, 2005 and 2007 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 II financial plan.; and 
· $3.7 million Road-Related Annexation Incentive Reserve in the Roads CIP.

This agreement proposes the use of annexation incentive reserve funds -- a total of $1.25 million would transfer to the city within 90 days of the effective date of the annexations. It should be noted, that even if the voters of Lea Hill reject the annexation, the City of Auburn would still receive 10% of the package or $175,000 for annexing West Hill. The Executive is recommending this payment as reward for the aggressive schedule Auburn is undertaking. 
The Executive proposes an allocation as follows:

· $1.25 million from the General Fund Annexation Reserve, and;

· $500,000 from the Road fund CIP reserve for road overlay work to be completed after the annexation vote, but before the effective date of the annexation. 
Table 3 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 3: 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.
	$1.25 million proposed to transfer to the City of Auburn.  
	ESSB 6686 recently passed by the Legislature allows the City to recoup their operating gaps by keeping a portion of the state’s share of local sales tax. 

	2. 
	Only available to cities upon annexation of a significant majority of any one of the ten largest remaining urban unincorporated areas.
	The Lea Hill area is one of the ten largest PAAs
	No issues. It should be noted, that even if the voters of Lea Hill reject the annexation, the City of Auburn would still receive 10% of the package or $175,000 for annexing West Hill. The Executive is recommending this payment as reward for the aggressive schedule Auburn is undertaking.

	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 criterion.
	No Issues.

	4.
	Only available to cities that assume ownership of all local county facilities within the area annexed.
	The Auburn ILA meets this requirement as there are no park properties in the PAA.

 
	No Issues.

	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 Executive estimates that the annexations will save the general fund between $350,000 and $850,000 per year if savings are achieved in all general fund agencies serving the areas. 
	If the projected savings can actually be achieved, the General Fund will reach a payback point in 1.5 – 3.5 years. These numbers, however, are estimates based upon potential general fund savings achieved by not providing services to these areas in the future and do not take into account revenue loss.  When forgone revenue is included the payback is shifted to 3 to 5 years. 

	6.
	Available in greater proportion to cities reaching agreements with the county in 2005 and 2006
	The ILA does not present Auburn with an “early signing bonus” but does include the West Hill exception noted earlier in staff work. 
	No issues. 


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 Auburn annexations is included in the Executive’s transmittal package (see Attachment 4). The section below summarizes the Executive’s conclusions and raises issues for the Council to consider. 

A. Savings Estimates for the General Fund 
As stated above, the $1.25 million payment to Auburn will provide a benefit to the county’s General Fund as a result of the Lea Hill and West Hill annexations. The effective dates of the annexations would be January 1, 2008. So the Council will not have a chance to review the projected savings until the 2008 budget preparations. The $350,000 to $800,000 projected savings are estimates that vary based upon the amount of reductions achieved by not providing general fund services to these areas which will now be receiving their local government services from the City of Auburn not King County. 
In accordance with the Council’s mandate set forth in Motion 12018, OMB provided 2006 estimates of local revenues generated in the Auburn PAAs and expenditure estimates allocated to the Auburn PAAs. Table 4 shows the savings estimates at different levels of savings targets
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 Lea Hill and West Hill’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. 
Table 4: General Fund Expenditure and Savings Estimates – Lea Hill West Hill (millions)
	
	Expenditure Allocation

2007
	High Savings Target


	Medium Savings Target


	Low Savings Target


	Policy Issue

	
	
	
	
	
	

	Sheriff
	$1.6 
	1.2
	1.3
	0.4
	Estimates for KCSO savings were developed by OMB. The actual reduction in resources would need to be approved by the budget process. 

	Courts, PAO, OPD etc.
	0.3
	0.2
	-
	0.1
	There is not a significant workload generated from within these areas for these agencies. 

	Parks/DDES
	0.2
	0.1
	0.2
	0.1
	No parks facilities are located within the areas and the DDES service responsibilities would shift to the City. 

	Human Services
	0.0
	0.0
	-
	0.0
	These areas do not generate significant workload in this area.

	General Government
	0.4
	0.1
	-
	0.0
	There are very little general government costs incurred in these areas. 

	TOTAL:
	$2.3
	$1.6
	$1.5
	$0.6
	Under all three scenarios, the County will spend less in 2008 than currently projected. The number of years necessary to reach a “payback point” varies from 1.5-3.5 years. 


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 and road funds for the Lea Hill and West Hill annexation, as proposed by the Executive, is tied to the potential for achieving savings over the long term. 
· It is important for the Council to keep in mind when reviewing annexation agreements 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. There are other PAAs where the savings will likely be much higher. 
· The Executive has transmitted legislation to the Council covering five of the ten largest PAAs. Two will be before the Committee today and the remainder in January. This would be real momentum towards completing the goals of the Annexation Initiative.  
B. Road Fund

The ILA covering the Lea Hill and West Hill annexations would provide the City of Auburn with $500,000 of road overlay work that would be done before the effective date of the annexation but after the election. This would be completed by the County and is not a direct payment to the City of Auburn. 
The remaining impact on the road fund appears to actually be positive for the County. While it is true that the County would lose approximately $2.8 million annually in road fund revenues, currently the County’s expenditures are roughly $2.7 million in the areas. 
C. Real Estate Excise Taxes (REET I and REET II)

The real estate excise tax or REET funds will suffer somewhat of a negative consequence of the annexations. Currently there are no county parklands in the areas. As such, the County has not budgeted the expenditure of any REET funds in these areas. There is approximately $1.0 million in revenue to the two REET funds from these areas. In 2008 and beyond, if the annexations are approved, the REET program will have less revenue to spend in other areas of the County. 
D. Other County Funds
The impact to other non-current expense funds appears to be negligible. In most cases, such as with the Department of Development and Environmental Services (DDES) and Surface Water Management (SWM) the revenues and expenditures are roughly equal. As the service provision goes away, roughly the same amount of revenue will also no longer be collected. 

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. 
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 (Exhibit G) 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.
Urban Separator Zoning

Prior to the effective date of the annexation, the City will amend its comprehensive plan to include the urban separator designation on the entire Lea Hill urban separator. This does not preclude the City’s ability to request a change from urban separator designation through the Countywide Planning Policies (CPPs) in the future. 

4. 
Transfer of APD Roads


The agreement calls for the City to assume responsibility for the roads within the PAA that border the agricultural production district or APD. This will reduce the workload on the Sheriff’s office as they will not have to patrol these roads. 

AMENDMENT

A1: Amendment A1 corrects a typo in the body of the ordinance and inserts the proper city name into the body of the ordinance. 
REASONABLENESS

If Councilmembers are comfortable with the level of incentive funds provided, and the exception to the policies established in Motion 12018 allowing Auburn to request up to half of the incentive funding prior to the effective date, then adoption of the amended ordinance is a reasonable business decision. 
At the time of this writing, there were still some aspects of legal review continuing. If any technical corrections need to be made to the ILA itself, a substitute could be prepared prior to adoption by the full council. 
INVITED
Elissa Benson, Senior Policy Analyst, Office of Management and Budget
Bob Cowan, Director, Office of Management and Budget

Brenda Heineman, City of Auburn



ATTACHMENTS

1. Amendment A1


2. Proposed Ordinance 2006-0559
3. Executive Transmittal Letter dated November 6, 2006
4. Fiscal Analysis

5. Interlocal Agreement
� 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.
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