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STAFF REPORT
SUBJECT:
An ordinance authorizing the Executive to enter into an interlocal agreement (ILA) with the City of Federal Way relating to the annexation of the East Federal Way Potential Annexation Area (PAA)  

SUMMARY: 
If the proposed ordinance is approved and also approved by Federal Way, the City of Federal Way would commit to placing an annexation election on the ballot this year (2007). The annexation would cover two unincorporated islands with a combined total of approximately 20,000 residents. 

If the annexations are approved, the County would make payments totaling $3.5 million to the City of Federal Way. This includes $2 million from the General Fund, $500,000 from the Real Estate Excise Tax II Fund, and $1 million in road overlay work. 

In addition to the above mentioned incentive fund payments, the City would also assume ownership of five county-owned parks, additional greenbelt properties, as well as a number of surface water drainage facilities. 

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 largest PAAs targeted for annexation or incorporation under the Annexation Initiative. The table actually includes several other areas that are now also being tracked for various reasons. There are approximately 220,000 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 the East Federal Way PAA is approximately $2.7 million in 2007. 
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.  
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 Federal Way.  

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

	1.
	Incorporate specific, enforceable annexation timelines and commitments by cities.
	Sets timelines and secondary timelines in the event of a failed vote on first attempt. 
	No Issues. 

	2.
	Incorporate provisions for the contracting of services from the county by the annexed area, where mutually beneficial.
	The agreement discusses the transitioning of services and records. Includes a detailed public safety transition plan. 
	The agreement allows the City to not effectuate an effective date for annexation until 2009, thereby allowing the City to address any transition 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.
	This agreement 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.
	This agreement contains this provision. 
	No Issues. 

	5.
	Provide for the transfer of incentive funding upon the effective date of annexation.
	This agreement allows Federal Way to receive half of the incentive funding prior to the effective date of annexation. 
	This exception has been negotiated in prior agreements but does violate the policy motion. In this case, funds may be transferred in excess of a year prior to the effective date of annexation. 

	6.
	Allow for short-term phasing of very large annexation areas and associated allocation funding. 
	This provision does not apply as Federal Way is annexing the entire PAA. 
	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. 
	The Executive has completed a detailed fiscal analysis of this annexation and estimates that significant financial savings can be achieved is service reductions occur as a result of this annexation. 
	As with prior annexations. The level of savings are estimates and will require cooperation between the Executive and Legislative branches to assure that the appropriate budget reductions are made as a result of reduced service requirements. 

	8.
	Be subject to the Council’s review and approval by ordinance.  
	The transmittal of this ordinance meets this requirement. 
	No Issues. 


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 $3,500,000 would transfer to the City of Federal Way if all the annexation is approved and becomes effective in the timeline outlined by this agreement.  The ILA does contain a provision that if the City of Renton misses the deadline, as outlined in this ILA, they could complete the respective annexation in the following year to receive an incentive payment equal to 75% of the values discussed above. 

It should also be noted that the annexation area is really two pockets of unincorporated King County connected by a road. If at any time the areas are separated into two ballot questions, the incentive funding is allocated as 60% for the North area and 40% for the South. 
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
	Comment on 

Proposed Ordinance 2007- 0091

	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.
	Recent state law changes have allowed cities to recoup some of the operational gaps caused by annexation. No issues. 

	2. 
	Only available to cities upon annexation of a significant majority of any one of the ten largest remaining urban unincorporated areas.
	Federal Way would be annexing their entire PAA.  No issues. 

	3.
	Only available to cities upon annexation under terms of an interlocal agreement between the county and an annexing city.  
	This ILA would meet this requirement. No Issues.  

	4.
	Only available to cities that assume ownership of all local county facilities within the area annexed.
	This ILA mandates assumption of ownership and specifically indicates failure to accept as not meeting the requirements.  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.  
	This area has the potential payback to the General Fund of $3.8 million to $5.5 million if high savings or direct cost savings can be achieved by 2010. No Issues.  

	6.
	Available in greater proportion to cities reaching agreements with the county in 2005 and 2006
	Does not apply. The Executive is not characterizing any of the incentive fund payments as “early signing bonuses.” 


It appears that the Executive’s proposed agreement satisfies the criteria for use of incentive funds based upon the policy motion. The policy motion did not mandate use of a formula. Once again, the Executive and Council will need to work together through the budget process to ensure that the potential savings of no longer providing local government services in these areas are achieved through budget reductions in the general fund. The Executive has provided extensive fiscal analyses outlining where the “local service dollar” is expended in these areas. 
Table 4: Summary of Annexation Incentive Funds

	Legislation
	Current Expense
	REET II
	ROADS
	TOTAL

	Ord. 15563
	$100,000
	$900,000
	$0
	$1,000,000

	Ord. 15565
	1,250,000
	0
	500,000
	1,750,000

	Ord. 15681
	4,000,000
	600,000
	2,225,000
	6,825,000

	Pro. Ord. 0091
	2,000,000
	500,000
	1,000,000
	3,500,000

	Total
	7,350,000
	2,000,000
	3725000
	13,075,000

	 
	 
	 
	 
	 

	Beginning Amt.
	10,000,000
	2,000,000
	3,725,000
	15,725,000

	Remaining 
	$2,650,000
	$0
	$0
	$2,650,000


As you can see, with the prior legislative action, this agreement would constitute a significant portion of remaining annexation funds and would fully exhaust the REET II and Road Fund incentives. However, it should be noted that the annexation covered by Ordinance 15563 failed and it is unclear whether the issue will be placed again on the ballot. This would free up an additional $1.0 million for reuse as other areas pursue annexation. 

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. 
Annexation

The City agrees to put the annexation question on the ballot in 2007. Council staff understands that the City plans to use the November general election for this purpose. If this annexation were to fail, the City would have the option to place the question on the ballot again within one year and would still receive 75% of the funding if this second vote then passes.  
2. 
Road Overlay Funding

The $1.0 million in road overlay work would actually be completed by the County Road Services Division. This work would occur in the annexation area after the annexation vote and once the City has irrevocably committed to annexation, but prior to the effective date of annexation. The roads targeted would be those with a pavement rating of below 40%. 
3.
Parks Transfers

The ILA would commit the City and County to the transfer of the following parks facilities: 
· Bingamon Pond Natural Area

· Camelot Park

· Five Mile Lake Park

· Lake Geneva

· South County Ballfields, and

· Greenbelt Properties
REASONABLENESS

The Executive has negotiated a deal with the City of Federal Way that substantially meets the provisions laid out by Motion 12018. Council staff has completed both a fiscal and legal review and found no significant issues. Adoption of the proposed ordinance would constitute a reasonable business decision. 

INVITED
· Elissa Benson, Annexation Initiative Supervisor, Office of Management and Budget
· Bob Cowan, Director, Office of Management and Budget

· Isaac Conlen, City of Federal Way
ATTACHMENTS

1. Proposed Ordinance 2006-0091
2. Transmittal Letter dated January 30, 2007
3. Map of Proposed Annexation Areas
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