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ANALYSIS OF THE FINANCIAL FEASIBILITY
OF THE PROPOSED CITY OF FAIRWOOD

EXECUTIVE SUMMARY

Purpose and Mandate of the Analysis

This assessment of the financial feasibility of Fairwood incorporation is provided as a reference
document for members of the public, both inside and outside of the proposed incorporation area,
and for members of the King County Boundary Review Board. The goal of this study is (1) to inform
the Boundary Review Board as it considers its recommendation regarding Fairwood incorporation, (2)
to inform Fairwood residents as they make a decision whether to vote for or against incorporation,
and (3) to inform the broader public.

This study answers two straightforward questions:
1. Is if financially feasible to incorporate a new City of Fairwood?
2. What are the potential implications of incorporation on local taxes and levels of service?

To give residents a meaningful point of comparison, the study seeks to answer the question in the
context of the status quo: How do the financial realities of incorporation compare with the status quo
(remaining unincorporated)?

The study is designed to clarify what is possible; it is not meant to determine whether residents are
better or worse off if they incorporate (compared with remaining part of unincorporated King County,
or compared with an option of annexing to Renton or any other nearby city).

Does the Proposed Incorporation of Fairwood Appear Financially Feasible?

Yes. Given existing tax rates, a City of Fairmood would generate enough revenues to provide a slightly
higher level of service than Fairwood residents currently receive. Although the proposed City is
primarily residential, with a weak commercial tax base, the combination of solid property values and a
modest level of existing public services makes the proposed City financially feasible.

As modeled for this feasibility assessment, the City of Fairwood would rank among the lowest King
County cities in terms of revenues per resident, but the City wou/d be able to provide current services,
and a little more, without increasing taxes.

Exhibit ES-1
Summary of Core Operating Revenues and Costs

2007 2008 2009 2010 2011 2012
Operating Revenues $8.3 M $85 M $8.7 M $9.3 M $9.6 M $9.8 M
Operating Costs $7.7 M $8.0 M §8.2 M $8.5 M $8.9 M $9.3 M
Residual $593,000 $486,000 $521,000 $7/85000 $668,000 $543,000
Source: Berk & Associates
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Key Factors Affecting Feasibility

The Effects of Initiative 747 on Property Taxes and the Need for Future Levy Lid Lifts. A
series of statewide initiatives have threatened most cities’ financial support from taxes and fees.
Over time, erosion of property tax revenues from |-747 limits becomes more pronounced. As an
area that would have strong property tax revenues to start with, but less commercial activity to
underpin the city's fiscal balance, a City of Fairwood would face substantial fiscal hurdles without
regular levy lid lifts. In particular, our analysis suggests that a levy lid lift will be needed in the year
2009 to maintain the property tax levy at $1.60 per thousand assessed valuation (AV). For a city
like the proposed City of Fairwood, which will always rely on property taxes, if
residents choose to incorporate, they should do so with an expectation and
understanding that they will need to vote to maintain the City’s property tax levy on a
regular basis.

An assumption that Fairwood city residents would vote to maintain a City levy rate of $1.60 is
consistent with the same-cost/same-level-of-service framework used throughout this study. The
rate for the King County Road Levy, which Fairwood's City Levy would replace, has risen in recent
years (from $1.73 per $1,000 of assessed value in 2001 to $1.83 per thousand in 2005).'

If one assumes that the County Road Levy rate would continue to increase as it has recently, then
if voters approve levy lid lifts that hold Fairwood's City Levy rate steady at $1.60, Fairwood
property owners would actually see a decrease in future-year property taxes (compared to what
they would have paid if they had remained part of unincorporated King County).

Weak Retail Sales Tax Revenue. The City of Fairwood will be among the cities with the lowest
per-capita sales tax revenues in King County. While Streamlined Sales Tax implementation could
improve that picture in the future, the City might consider policy choices that affect sales tax
collections.

County Road Levy Replaced by Utility Tax. In order to maintain a baseline of using current tax
burdens to assess feasibility, we assume that a new Fairwood City Council will impose a utility tax
to make up the difference between the disappearing road tax levy and the new City property tax
that is limited by state law. However, the City will retain untapped utility tax authority of roughly $2
million as a cushion for the future.

Implications for Nearby Areas. The proposed City of Fairmood comprises only part of the City
of Renton's existing Fairwood potential annexation area (PAA). The remainder of Renton's
Fairwood PAA lies to the west of the incorporation area, with a 2005 population of 16,100
persons, and is commonly known as the “Cascade” area. An analysis of Renton'’s ability to annex a
more limited PAA is now under way, but it is possible that the fiscal challenge of serving the
Cascade area would cause it to remain an unincorporated island for years to come if the Fairwood
area incorporates.

Contracting for Services with King County. The costs to the City of contracting with King
County for existing service levels are modest. The single largest expense category would be police
services. With a low crime rate and the level of police services provided now, Fairwood could

' These increases occur, in part, because the King County Road Levy is generally not constrained by 1-747 limits.
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contract for police and other services for a modest cost. This analysis assumes that Fairwood
would contract with King County for police, roads and surface water management services.

o Options for Providing Police Services. The single costliest line item listed in our forecast of
expenses is for police services, which will comprise approximately one-third of the entire costs of
running the City of Fairwood. Certainly, among residents of Fairwood, there will be differing
opinions as to the optimal level of public safety services provided. We assume that a level of
police services slightly higher than Fairwood residents enjoy today will be possible through a
contract with the King County Sheriff's Office.

e Phased Implementation of City Hall Services. Staffing City Hall will be one of the largest
expenses that Fairwood will face, and choices exist as to how many people are hired, and how
soon, to provide City services. Recently, several new cities have deliberately and strategically
deferred hiring many staff upon incorporation in order to build financial reserves. For a city like
Fairwood, which should not expect large windfalls of revenue in coming years, a strategy of
deferring hiring to build a reserve of a few million dollars will be valuable.

o Immediate Need for Capital Facilities Planning. King County will complete all of its planned
major capital investments in roads, parks and surface water management facility projects prior to
incorporation. Fairwood roads projects included in King County's 2004 Transportation Needs
Report (TNR), a list of all identified transportation needs not yet included in the CIP, total close to
$16 million. The lion's share of this total is the completion of transportation needs on the 140"
Avenue SE corridor. Beyond this estimate, a forecast of Fairwood's future capital expenditures is
difficult. However, Fairwood will generate sufficient real estate excise tax (REET) revenues and
Surface Water Management fee revenues specifically dedicated to capital investments, to meet
identified needs as the new City begins its comprehensive plan. Beginning in 2007, Fairwood's
REET revenues can be expected to generate more than $1.7 million per year to help fund capital
investments in the City.

Another way to assess capital funding is to ask the question: /n terms of capital investments,
would Fairwood be better off it incorporates than if it were to remain unincorporated?

In recent years, King County has invested more than $40 million in roads improvements in
Fairwood (a level of investment the new City would be challenged to match). Looking beyond
2006, however, the County has no additional investments planned through 2011. If Fairwood
were to incorporate in the latter half of 2006, the City could expect to generate roughly $10
million in capital revenues from real estate excise taxes through 2011. The City would also
generate an additional $2 to $3 million in capital revenues to be dedicated for Surface Water
Management. These capital revenues substantially exceed what King County plans to spend in
Fairwood over the same period.

o Experience of Other Recently Incorporated Cities. In the past dozen years, six new cities
have incorporated in King County. New cities such as Kenmore and Covington have reported that
it is a significant challenge to generate revenues that are sufficient to meet the cities' level-of-
service goals. Measures, such as phasing in the hiring of City Hall staff and delaying and deferring
capital projects may need to be taken. Compared with these six cities, an incorporated City of
Fairwood will face similar challenges as it tries to meet resident’s desires for core services such as
public safety services, maintaining and improving city streets, and providing parks and recreation
services.
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The Renton Pool. The Renton Pool, co-located with the Lindbergh High School campus and
currently in County ownership, represents a future financial challenge and uncertainty. We assume
that the pool will be operated and maintained by a non-profit organization such as the Northwest
Center, and that a financial contribution will be made by the new City of Fairwood towards its
operation, consistent with agreements that other cities in King County have developed with King
County. In part, this assumed contribution recognizes that the pool is a community resource and
service that current residents use and enjoy.

Potential Effects of Sales Tax Streamlining. If current efforts are successful among states and
private industries to create more uniform sales tax structures, referred to as the Streamlined Sales
Tax Agreement (SSTA), then local taxation of intrastate and interstate sales of delivered goods
could bolster sales tax revenues for cities like the proposed City of Fairwood.” The proposed City
of Fairwood would stand to gain in this scenario, even though it has a relatively weak commercial
tax base and can expect only modest revenues from store-based retail sales tax. This is particularly
true if household buying habits continue to shift towards internet purchases.

Assumptions and Limitations of the Analysis

This study is not a blueprint for how to run the City of Fairwood and does not bind a future City
Council to the assumptions included here. This study only addresses the issue of financial
feasibility. It analyzes a reasonable range of assumptions about revenues and expenses and
concludes that the City would earn enough revenue to meet its core expenses. If the voters
choose to incorporate, they will elect a City Council that will have to make many decisions that will
influence the actual revenues and expenses of the City. Nothing presented in this document
should in any way be interpreted as binding on a future Council. The elected officials in many
newly incorporated cities choose to provide additional types and levels of public services to their
citizens. The City Council of Fairmood may choose to raise taxes and service levels, keep them the
same, or lower them.

Projections of revenues and expenses are estimates; readers should not attach undue significance
to individual numbers. Any particular number in this analysis, such as the amount of sales tax
expected to be generated by the City of Fairwood, will almost certainly differ from the actual
number in that year should the incorporation occur. However, while any specific number will be
off, the overall findings reflect the best knowledge available about the fiscal feasibility of the
proposed City. The analysis builds an estimate of total revenues by making explicit estimates for
each revenue and cost. Our goal is to reach an estimate of total revenues by making all of the
assumptions explicit, allowing interested readers to push and prod at assumptions to judge for
themselves the reasonableness of our findings.

The basic procedure to incorporate is set out in Chapter 35.02 RCW - Incorporation Proceedings.
The process includes a petition requirement, review by a boundary review board, and a vote by
Fairwood residents.

* The “source” of the sale determines which jurisdiction will receive the local sales tax, meaning that changes in
sourcing rules would shift the “source” of sale to the city of delivery.
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If the voters approve incorporation, a primary election to nominate candidates for city council and
an election to select the city council must be held. The new city must officially incorporate, at a
date set by the initial city council, within 360 days of the incorporation election. This means that if
the Boundary Review Board hearing was in October 2005, and the incorporation vote was in
February, 2006, then new council elections would be held in May or June of 2006 and the new
City would need to be open for business, at the latest, by February, 2007. This analysis assumes
for the purposes of financial feasibility that the official incorporation date for the City of Fairwood, if
approved by voters, will be September 1, 2006.
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ANALYSIS OF THE FINANCIAL FEASIBILITY
OF THE PROPOSED CITY OF FAIRWOOD

1. INTRODUCTION AND REPORT ORGANIZATION

In urban unincorporated King County, there are currently 10 large areas (including Fairwood, North
Highline, Juanita, and West Hill) that have yet to be annexed to a city or incorporate into a new city.
There are now about 218,000 residents in these urban areas for whom King County currently
provides local services.

The Growth Management Act, King County Countywide Planning Policies, and the King County
Comprehensive Plan encourage all unincorporated areas within King County's Urban Growth
Boundary to pursue incorporated status through either annexation or incorporation. State law (RCW
36.70A.110) provides the underlying rationale for these policies: “In general, cities are the local
government most appropriate to provide urban governmental services.”

In response to the direction of the Growth Management Act (GMA), in the early 1990s, King County
and the suburban cities worked together to develop a framework of policies intended to guide
jurisdictions as they planned for the future. These policies, referred to as the Countywide Planning
Policies, are King County and the suburban cities' interjurisdictional plan for implementing the goals of
the Growth Management Act. As directed by the GMA, these Countywide Planning Policies explicitly
address the status of unincorporated urban areas. Among other things, the policies call for:

e Elimination of unincorporated urban islands between cities.

e The adoption by each city of a Potential Annexation Area, in consultation with residential groups in
the affected area.

e The annexation or incorporation of all unincorporated areas within the urban growth boundary
within a 20-year timeframe (1993 — 2013).

In the context of the Growth Management Act and the Countywide Planning Policies, a group of
residents in Fairwood have sought to establish a new City of Fairwood. In February 2005, the
Fairwood Citizens Advisory Group (CAG) completed signature-gathering for a petition to put the
incorporation of the City of Fairwood on the ballot. The group collected nearly 2,300 signatures and
filed the Notice of Intent to Incorporate (NOI) with the Washington State Boundary Review Board
(BRB), beginning the process to allow for BRB review and a possible public vote in February, 2006.

Context of Analysis: Fiscal and Governance Issues

Fairwood residents have three governance options available to them: (1) remain unincorporated, (2)
incorporation, or (3) annexation to Renton (an option that requires action by the City of Renton).
When residents consider incorporation, their considerations will take place in the context of those
options.

This study answers two straightforward questions:

1. Is if financially feasible to incorporate as a new City of Fairwood?

Fairwood Feasibility Study Page 8
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2. What are the potential implications of incorporation on local taxes and levels of service?

To give residents a meaningful point of comparison, we seek to answer the question in the context of
the status quo: How do the financial realities of incorporation compare with the status quo (remaining
unincorporated)?

It is worth noting that there are implications to remaining unincorporated. Unless King County gets
new authority to increase taxes in unincorporated areas, departments that are providing services
funded by King County's general fund will all face significant fiscal pressure to reduce expenditures in
urban unincorporated areas like Fairwood. (This includes Sheriff, Parks, Human Services, Land Use &
Planning, and Economic Development.) The principal factor causing this fiscal pressure is the effect of
the 1% limit on property tax revenue growth enacted by voters when they passed Initiative 747 in
2001. The new 1% limit restricts property tax revenue growth for the County's general fund to 1%
plus the value of new construction. The previous limit was 6% and was established in state legislative
action.

It is difficult to say which services may be cut or reduced in unincorporated areas as available County
revenues fail to keep up with growth in the cost of public services. Decisions about service cuts must
be made each year through the County's budget adoption process. However, until the County is able
to fully address its structural deficit, it is clear that the County will be forced to make cuts across all
service areas, including services to local urban unincorporated areas like Fairwood.

There are many other important questions about incorporation which this study cannot answer. Voters
will want to know, “Will my taxes go up or down?", “Will the City provide better, more responsive
services than King County?”, and “Will the City slow development in our area?”. The answer to these
questions depends on who is elected to the new City Council and whom they hire to run the City.

This study is not a blueprint for how the City will be run. If Fairmood votes for incorporation, decisions
about taxes, service levels, and capital investments will be made by seven citizens elected from the
roughly 26,100 people who live in the proposed City, instead of by the County Council and County
staff. This study cannot predict what a new City Council would do. We can describe how much
revenue a new City could generate if it maintains current taxing rates and the levels of service it could
provide if it does. Voters will need to weigh this information about financial feasibility with their own
perceptions about what forms and structures of government can best provide them public services
and represent their positions in matters of public policy.

On a broader scale, this feasibility study does not seek to answer the big question: Is incorporation
a good idea? The answer to that question will be the subject of much debate over the coming
months, and the ultimate answer for each participant in that debate is likely to depend on his or her
perspective.

The goal of this report is relatively narrow: to assess the financial feasibility of the proposed City. The
answer to the question of feasibility will /nform the debate about whether incorporation is a good
idea, but clearly, it will not settle that debate.

This report begins by reviewing the key assumptions used in the revenue and expense forecast and
the basic statistical data describing the proposed incorporation area. This section includes information
about the market potential and a look to the future for Fairwood's commercial center. It then provides
an overview of the revenues and expenses to the City from 2006 through 2010, followed by sections
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on each source of revenue and category of expenses for the proposed City. Finally, the report
assessed the capital improvement needs of Fairwood and the cost of additional services the City may
choose to purchase. The final section reviews City start-up financing and how the City will meet
expenses longer-term. The appendices to the report outline the tax base and fundamental market
characteristics of the area.

Fairwood Feasibility Study Page 10
Berk & Associates, Inc. September 9, 2005



PUBLIC REVIEW DRAFT

2. KEY ASSUMPTIONS

The findings of this feasibility analysis depend upon a wide range of assumptions. We have identified
most of these assumptions in our descriptions of specific statistical data, revenues, and expenses.
There are, however, a few overriding assumptions that apply to all areas of this study, and are
therefore key to understanding the implications of our findings. These assumptions are:

Date of Incorporation

This analysis assumes that the official incorporation date for the City of Fairwood, if approved by
voters, will be September 1, 2006. The baseline assessment of feasibility looks at the first six years of
full operation (2007 through 2012). The start-up cash flow analysis looks at revenues and costs, on a
month-by-month basis for 2006 and 2007.

The actual date of incorporation will depend on when the vote is held and the logistical considerations
that result from that date. As things currently stand, September of 2006 appears to be the earliest
possible date of incorporation. If the date of incorporation were to be pushed back into 2007, then
we expect that the fiscal picture for the proposed City may improve slightly (mostly stemming from an
additional year of appreciation in property values prior to setting the City's initial property tax levy).

The basic procedure to incorporate is set out in Chapter 35.02 RCW - Incorporation Proceedings. The
process includes a petition requirement, review by a boundary review board, and an election. If the
voters approve incorporation, a primary election to nominate candidates for city council and an
election to select the city council must be held. The new city must officially incorporate, at a date set
by the initial city council, within 360 days of the incorporation election.

The summary table below shows that if the Boundary Review Board hearing was on October 1 and
the community group supporting incorporation wanted to hold an election in February, new City
elections might be in June, 2006 and the new City of Fairwood would need to be open for business,
at the latest, by February, 2007.

Exhibit 1
Incorporation Steps

Timeline Incorporation Step (also see RCW 35.02)

6 months or Organization and Study. A group of citizens organizes and surveys the community to

more determine interest in incorporation. The citizens' group commissions a Governance Options
Study (for the Fairwood area, a governance options study was conducted for the Petrovitsky
Corridor in 1999).

Open Preliminary Boundaries and Notice. If community interest in incorporation exists, the
Committee sets the preliminary boundaries for the incorporation area. The Committee submits
a preliminary Notice of Proposed Incorporation to the County Clerk who transmits it to the
Boundary Review Board.

Open Public Information Meeting. The Boundary Review Board sets up a Public Information
Meeting where the Committee reports on the proposed incorporation, including service
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Timeline Incorporation Step (also see RCW 35.02)
providers and representatives of surrounding cities, or citizens, in support of or opposition to
boundaries; new boundaries may be suggested.

Immediately Refine Boundaries, Initiate Petitions. Following the public meeting, if the Committee

wishes to go forward with the incorporation efforts, the boundaries are selected. The King
County Council Clerk will assign an Identification Number to incorporation proposal petitions.
The King County Office of Records and Elections assists in setting requirements for the
incorporation petition, and the Committee must administer petitions as set by State law.

Next 180 days

Petition Circulation. The Committee may then circulate the petitions. The petitions call for a
future election to allow community members to decide if incorporation should occur. The
petitions to conduct an election must be signed by ten percent of the registered voters living
within the area to be incorporated.

Immediately
upon
completing
petitions

Notice of Intention to Incorporate. Within 180 days from the date of the Public Information
Meeting the Committee must collect the necessary signatures and submit the petitions to the
Boundary Review Board with a Notice of Intention to Incorporate (NOI). The NOI should ideally
include descriptive information, copies of petitions, maps, demographic and land use
information, service analyses, consistency with current laws, and government planning
information.

30 days for
validation +5
for notification

Verification. The Boundary Review Board submits petitions to the King County Office of
Records and Elections and the King County Assessor for verification of their validity.

maximum 120
day review
period

Boundary Review Board Assessment. The Boundary Review Board circulates the NOI (and
staff analysis of that document) to King County offices and other affected governments and
agencies for an initial review and comment period. Maximum 120-day time for BRB actions in
response to the NOI, however, is usually requested to be waived as it is not sufficient for
incorporations, which generally require several months for required studies, analysis and public
review processes.

4-6 months +
30-45 days for
public review

and comment

Study. An Economic and Fiscal Analysis Study is commissioned to determine the financial
viability of the proposed new city. The study provides conclusions as to the potential viability of
an incorporation under the various scenarios. This analysis represents such a study for the
proposed City of Fairwood.

30 days
minimum
(notification
must be 30
days in advance
of the hearing)

Boundary Review Board Public Hearing. Under RCW 35 and RCW 36, a public hearing is
generally required for an incorporation. In King County, all incorporations go to a public hearing
conducted by the Boundary Review Board. At the public hearing, the Board takes testimony
from all interested parties - the Incorporation Committee, the consultant, citizens who will be
affected by the incorporation, King County staff members, and service providers.

within 40 days
following the

BRB Recommendation. The Board considers whether the incorporation is consistent with
Boundary Review Board criteria (RCW 36.93.180); countywide planning and Growth
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Timeline

Incorporation Step (also see RCW 35.02)

public hearing

Management Act. At the conclusion of the hearing, the Board makes a recommendation on the
incorporation. The Board may recommend in favor of the incorporation, against the
incorporation or may recommend changing the incorporation boundaries.

no less than 60
days following
the Boundary
Review Board
action

Incorporation Election. Following the Board recommendation, the Committee decides
whether to continue with the incorporation process. If so, then an election must be held. The
election may be held even if the Board recommended against the incorporation. If the
Committee decides to go forward with the election, the Committee works with King County
Records and Elections, to prepare the ballot language and to place the issue on a ballot for
election by registered voters in the incorporation area.

60 days
following
incorporation
election

New City Government Elections. If incorporation is approved, then elections are held to
nominate city officials and select city officials. State (RCW 35/35A) sets the time frame for the
elections. Primary elections must be held no less than 60 days following the election for
incorporation. Final elections must be held at least 60 days following primary election.

Within 360 days
of voter
approval of the
initial
incorporation

City Open for Business. The City begins operations - setting up departments, selecting staff
members, adopting interim operating regulations, defining immediate, short term and long term
policies, objectives and actions, developing and implementing preliminary budgets, etc.

Organization of City Government

The organization of the City government will be the Council/City Manager form.

Same Cost, Same Level of Service

To give residents a meaningful point of comparison for the feasibility assessment, this study assesses
how do the financial realities of incorporation compare with the status quo, or remaining
unincorporated? Given that point of comparison, the City's modeled taxes, costs, and service levels are
designed to be consistent with costs and levels of service as they currently exist in the area. (We refer
to this assumption throughout our analysis as a “same cost/same level of service” baseline.) The two
exceptions to this assumption are in the area of police services and recreation services, in which our
estimates include scenarios to describe the costs and revenues associated with slightly higher levels of
service than King County is currently providing.

Conservative Estimation

The estimates of revenues and expenses should be conservative. This means that, when in doubt, we
have attempted to err on the low side for revenues and on the high side for costs.
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Property Taxes: I-747 and Levy Lid Lifts

In recent years, a series of statewide initiatives have eroded most cities’ financial support from taxes
and fees. From a city's perspective, the most damaging blows resulted from statewide passage of
three initiatives: 1-695 (ending collection of the State's motor vehicle excise tax [MVET]); 1-747
(limiting the growth of property tax levies on a city’s existing property to less than the rate of inflation);
and |-776 (ending the collection of vehicle license fees). Combined, these initiatives have resulted in
the immediate reduction of millions of dollars of city revenues, and have set up the long-run erosion
of cities’ property tax bases.

If left unchecked, I-747 limits cause property tax revenues for most cities to fall over time (in inflation-
adjusted terms), particularly on a per-resident basis. I-747 limits the growth of property tax revenues
to 1% per year (excluding new construction)—a rate of growth that fails to keep up with inflation. Due
to compounding effects over time, erosion of property tax revenues becomes more pronounced over
a number of years.

Given loss of MVET, the loss of vehicle license fees, and 1-747's erosion of property tax revenues,
some cities in Washington State are becoming increasingly dependent on sales taxes and other taxes
and fees levied on commercial activity. Cities that are not in a position to capture growing sales taxes
will (1) have to face continual degradation of local services and/or (2) seek to increase tax revenues
through concurrent (voter-approved) levy lid lifts to ensure stable property tax.

As an area that would have solid property tax revenues to start with but less commercial activity to
underpin the city's fiscal balance, a City of Fairwood should expect that levy lid lifts will be a necessary
component to maintaining long-run fiscal sustainability. If residents vote for incorporation, the City of
Fairwood is going to begin its life with relatively low levels of service, with few opportunities for
additional cuts in service. This means that, if residents choose to incorporate, they should do so
with an understanding and an expectation that they will need to vote to maintain the
City's property tax levy on a regular basis.

It is worth noting that an assumption that Fairwood city residents would vote to maintain a City levy
rate of $1.60 is consistent with the same-cost/same-level-of-service framework used throughout this
study. The rate for the King County Road Levy, which Fairwood's City Levy would replace, has actually
risen in recent years (from $1.73 per thousand in 2001 to $1.83 per thousand in 2005). These
increases occur, in part, because the King County Road Levy is generally not constrained by I-747
limits.

If one assumes that the County Road Levy rate would continue to increase as it has recently, then if
voters approve levy lid lifts that hold Fairwood's City Levy rate steady at $1.60, Fairwood property
owners would still see a decrease in future-year property taxes (compared to what they would have
paid if they had remained part of unincorporated King County).

Sales Tax Streamlining

In recent years, the Washington State Department of Revenue has engaged in a cooperative effort
among states and private industries to create more uniform sales tax structures, referred to as the
Streamlined Sales Tax Project. The Project’s mission is to simplify the rules surrounding the levying of
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sales taxes, with a goal to pave the way for taxation of delivered goods (such as catalog and Internet
sales) whose sale originates out-of-state.

States participating in the project have been changing their sales tax laws to be consistent with
provisions of the Streamlined Sales and Use Tax Agreement (SSTA), a set of provisions developed by
participants in the by the Streamlined Sales Tax Project. The Department of Revenue believes that
Washington needs to implement the sourcing rule to comply with the model agreement and to
become a member of the governing board, which will decide the rules for future streamlined sales tax
provisions. As a member, Washington State will receive additional sales taxes from remote sellers who
have agreed to voluntarily to comply with the SSTP, in part to benefit from its tax liability protections.
Under the terms of the SSTP, those retailers will collect sales taxes for every member state that has
implemented the model agreement.

In 2003, the Washington State Legislature enacted a bill including several provisions of the SSTA, but
the new law did not include key provisions that redefine the “sourcing” of delivered retail sales. The
“source” of a sale determines the place of sale, which in turn, determines the jurisdiction to which the
local portion of sales tax accrues for a given transaction.

Under current State law, the “source” of sale for most delivered goods is deemed to be the store or
warehouse from which the delivery originates. Thus, the local sales tax on sales of goods is allocated
to the jurisdiction of the retail outlet at which, or from which, delivery is made.

What this means for Washington cities is that under the sourcing provisions of the agreement, the
“source” of most delivered goods would shift local sales taxes to the place of delivery instead, and the
potential exists for substantial shifts in revenues from jurisdictions with businesses that involve delivery
of goods to customers in other areas (such as software sales and warehouses that deliver goods like
furniture to retail customers outside the jurisdiction).

For example, under current law, a mattress that is delivered to a house in Covington from a
warehouse in Tukwila will generate local sales taxes for the City of Tukwila, where the delivery
originates. If enacted, the sourcing provisions of SSTA will change the “source” of that sale (and
therefore the recipient of the local sales tax dollars) to the destination of the delivery (the City of
Covington). Given the potential for large losses by certain cities, including Tukwila, Kent, and
Woodinville, some local jurisdictions originally objected to legislative passage of the SSTA sourcing
provisions, which is why the provisions were left out of the 2003 bill.

To assess the revenue implications of SSTA sourcing provisions on local jurisdictions, the State
Legislature directed the Department of Revenue (DOR) to conduct a study of the fiscal impacts on
jurisdictions. In 2004 and 2005, Streamlined Sales Tax and the implementation of destination-based
sourcing was divisive for cities, and the Legislature adjourned without taking action on either of the
proposals to implement destination-based sourcing and provide mitigation to impacted jurisdictions.
The Association of Washington Cities also convened a group of cities to work with an outside facilitator
in an effort to devise an acceptable solution to this controversial issue over the interim. That process
began in April 2004, with the assistance of a workgroup that is composed of 12 cities that represent
an equal number of positively and negatively impacted jurisdictions.

The Department of Revenue released a 2005 sourcing mitigation proposal, but later decided not to
submit legislation. The proposal would have dedicated expected revenues from additional sales tax
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from remote seller voluntary compliance with the streamlined sales tax model agreement, and
provided mitigation for cities, counties, and transits impacted by the implementation of sourcing, to be
phased out over 10 vyears. In addition, the proposal would have provided ongoing backfill funding,
based on 2005 distributions, for those cities and counties that were substantially impacted by the
repeal of the motor vehicle excise tax (MVET). The Legislature did not take action on any of the four
bills before it adjourned for the year.

The future City of Fairwood has a relatively weak commercial tax base, and it appears to have few, if
any, businesses that generate sales taxes through delivered goods. On the other hand, as a primarily
residential city, households in Fairwood certainly purchase delivered goods now. This means is that
Fairwood would be likely to benefit from the expected change in sourcing rules. Assuming that the
rule change will occur at some point, in addition to the immediate benefit the City would see from
currently delivered goods, a City of Fairwood may also see opportunities to promote purchases of
delivered goods to secure financial support for City goals.
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3. FAIRWOOD AREA CHARACTERISTICS

Location of Incorporation Area

The Fairwood incorporation area is an urban unincorporated area located southeast of the City of
Renton in King County, approximately bounded on the North by SR 169 and the City of Renton, on
the West by 128" Avenue SE, on the South by SE 208" Street, and on the East by the Urban Growth

Boundary.

Exhibit 2
Fairwood Incorporation Area
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The majority of Fairwood's development took place in the late 1960s through the 1980s.
Development in the area slowed in the early and mid-1990s, but has picked up recently. The study
area is roughly 7 square miles in size and is roughly 3.5 miles from north to south, at its longest point,

and 3.5 miles from east to west, at its widest.
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Description of “Remainder” Annexation Area

The proposed incorporation area comprises only a part of the City of Renton’s existing Fairwood
Potential Annexation Area (PAA). The remainder of Renton’s Fairwood PAA lies to the west of the
incorporation area. This “remainder” area, the portion of Renton'’s Fairwood's PAA not included in the
incorporation area, has a 2005 population of 16,100 persons, and is bounded on the north and west
by the City of Renton, on the south by the City of Kent and the Kent's potential annexation area, and
on the east by 128th Avenue SE (the western boundary of the Fairwood incorporation area). The
“remainder” area includes the residential areas of Spring Glen, Auria Woods, Chinoaupin, Village Gate,
Springfield, Benson Hill, Gainsborough Commons, and Youngs Lake Commons. These areas are not
included in the proposed incorporation area.

An analysis of Renton's ability to annex the Cascade area is now under way, but it is possible that the
fiscal challenge of serving the Cascade area would cause the area to remain an unincorporated island
for years to come if the Fairwood area incorporates.

Population

Base Population and Growth Rate

Population growth is an important driver of city costs and revenues. In any city, many of the major
revenue sources as well as a large number of expenses depend either directly or indirectly on the
city's population. While the proposed City of Fairwood is not growing rapidly, the process of growth
itself can generate significant amounts of short-term revenues from taxes levied on new construction.

The population of the Fairwood area in 2005 is 26,100. In 2000, the estimated population of the
Fairwood area was 23,400, which means that the area has increased by an average 540 residents per
year over the past five years.

For purposes of assessing feasibility, this study assumes that population growth will slow in coming
years, with an expected addition of 275 residents per year through 2012. This estimate is lower
recent growth trends (1) to reflect the fact that Fairwood is beginning to approach residential build-out
and (2) to ensure that estimates of feasibility are conservative.

High rates of construction can serve as a short-term fiscal boon to cities because of sales taxes the city
collects on construction, and real estate excise taxes the city collects on initial property sales. By
estimating a lower rate of growth for Fairwood for the period of analysis, this feasibility assessment
seeks to be conservative in estimating these revenues.

Assessed Value of Property

Having established our estimates of population, the next important driver of revenue for a residential
city like Fairwood is the assessed value (AV) of the taxable property lying within the city's boundaries.
It is the assessed value of the City of Fairwood that will provide the basis for all property taxes.

Working from King County Assessor's Office data extracts and Geographical Information Systems (GIS)
digital maps of boundaries and tax parcels, Berk & Associates estimated the 2005 total assessed
property of the proposed City of Fairwood is $2.208 billion. This figure includes an estimated $2.175
billion in taxable rea/ property (land and buildings) and an additional $33 million in personal and inter-
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county utility property (which includes certain types of equipment and the value of property and
equipment in the area that is owned by utilities that have assets in more than one county).

In addition to taxable property, Fairwood also includes $66 million in property that is exempt from
taxation.

Overall, in 2005, Fairwood had roughly $85,000 of taxable assessed value for each Fairwood resident.

Projected Growth in Assessed Value

While the taxable assessed value described above provides a base on which to begin assessing the
fiscal viability of the proposed City, two factors will determine growth in the taxable property of the
city: (1) the increase in the value of the property associated with existing structures, and (2) the
amount of new development over the period.

Based on a review of increases in assessed value that the King County Assessors Office has begun to
announce from 2005 to 2006, this analysis assumes that average values of existing property in
Fairwood will increase by 7% from 2005 to 2006. For 2007 and beyond, we assume that values of
existing properties will increase at a rate of 5% per year (a rate we believe to be appropriately
conservative given recent growth in values and given the constraints on remaining developable land in
the area and in King County as a whole).

For increases in assessed value coming from new development, we assume that each new Fairwood
resident will be accompanied by a $100,000 increase in assessed value in 2005. This translates to an
increase of $300,000 per new 3-person household. Assumed increases for 2006 through 2012
parallel the assumed property value increases noted above: 7% for 2006 and 5% per year thereafter.

Beyond new housing, new construction value also comes from commercial development and
improvements that are made to existing residential and commercial properties. Based on a review of
the experiences of other cities in King County over recent years, we assume that these sources will
drive additional new property value equal to 0.5% of the area'’s total taxable assessed value in a given
year.

Exhibit 3
Taxable Assessed Value Estimates
2007 2008 2009 2010 2011 2012
Assessed Value $2,504 M $2,630M $2,761M $2,899M $3,044M $3,196 M
Assessed Value of Existing Property $2,481 M $2,605M $2,735M  $2,872M $3015M  $3,166 M
Assessed Value of New Construction $24 M $25 M $26 M $27 M $29 M $30 M

Source: Berk & Associates analysis of King County Assessor data extracts.

Current Rate of Taxation

The owner of every piece of non-exempt real property within the proposed City of Fairwood currently
pays property taxes according to a levy rate applied to every $1,000 of assessed value. This total levy
rate is composed of number of elements, ranging from state taxes, to county taxes, to local school
and fire district taxes. Consequently, there is no one property tax rate paid by all potential residents of
the new city. Below, we provide a breakdown of the current rates for one such levy area. Tax rates for

Fairwood Feasibility Study Page 19
Berk & Associates, Inc. September 9, 2005



PUBLIC REVIEW DRAFT

special districts such as fire and schools vary within the incorporation area. The remaining levy rates
are consistent for all property owners within the incorporation boundaries. These common elements
appear in bold-faced type.

Exhibit 4
Sample 2005 Levy Rates for Fairwood Property Owners

2005 Rate per $1,000
of Assessed Value

King County Levy $1.38
Port Levy $0.25
State School Fund $2.70
King County Library District $0.53
County Road District Fund $1.83
Emegency Medical Services $0.23
Hospital $0.09
Fire $0.99
School Levy (Kent School District) $4.80
Total $12.80

Of all the levies currently paid by Fairwood property owners, the only property tax that will cease upon
incorporation is the $1.83 levy for the King County Road District. This tax will be replaced by a new
City levy, which would be levied for the first full year of the City's existence, which in this analysis is
assumed to be 2007). This analysis assumes that the City's 2007 property tax levy rate will be set to
$1.60 per $1,000 of taxable assessed property.

This $1.60 is the maximum levy rate that can be guaranteed to the City in a given year (based on the
assumption that the City will (1) continue to receive fire and emergency medical services from one or
more fire districts, and (2) continue to receive library services from the King County Library System).
For a discussion of other options that may be available to the City for securing additional levy capacity,
see the Optional Revenues section on page 50.

If it was in place today, the City's $1.60 levy rate would not entirely replace the 2005 King County
Road District levy of $1.83 per $1,000. Therefore, to be consistent with the study's goal of estimating
City revenues based on current rates of taxation, the study assumes that the new City will “make up”
the difference in property taxes through a new utility tax.

Special Purpose Districts

School Districts

Residents in the northeastern region of the proposed City of Fairvood would continue to be served by
the Renton School District #403, which includes Lindbergh High School and Renton Park Elementary
located in the incorporation area. The South and East areas of the new city would be served by the
Kent School District, which has the following facilities in the incorporation area: Fairwood Elementary,
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Lake Youngs Elementary School; Carriage Crest Elementary School; Ridgewood Elementary School;
and Northwood Middle School.

Exhibit 5
Fairwood Area Schools
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Fire Districts

Fire and basic life support emergency medical services are currently provided to most of the Fairwood
area by Fire District 40, a full service fire district that provides its own stations, apparatus, and
personnel. A small portion in the northeast part of the Fairwood study area is served by Fire District
25, which contracts with the City of Renton to provide its fire protection services, so it is already
served by the City of Renton. Fire District 37 is responsible for fire protection services to the parts of
the Fairwood south of SE 192™ Street. Fire District 37 contracts with the City of Kent to provide its fire
and EMS protection. In the event of incorporation, the most likely scenario and most financially
feasible for the new City of Fairwood would be to annex to one of the fire districts to continue to
provide service, most likely Fire District 40.

Advanced life support emergency medical services are currently provided to the Petrovitsky Corridor
area by King County Medic One, which is a regional service that will continue to be provided by Medic
One post-incorporation.

Our assumption is that the proposed City of Fairwood would choose to annex itself to the currently
existing King County Fire Protection Districts. Since these three districts are funded through discrete
levies, the provision of fire and life safety protection will have no direct financial impact on the City's
budget.
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Fairwood Area Fire Districts and Stations

Source: King County and Berk & Associates
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Utility Districts

Upon incorporation, residents of the newly incorporated city would continue to receive water and
sewer service from two utility districts: in the northern portion of the city, Cedar River Water and Sewer
District; and to the south, the Soos Creek Water and Sewer District.

The Cedar River Water and Sewer District, formed in 1960, serves the communities of Fairwood
(water and sewer service) and Maple Valley (water service only). The District's area has grown today
through 38 annexations to approximately 9,420 acres, or 14.5 square miles. The primary water supply
for the District is a long-term water supply contract with Seattle Public Utilities from the Lake Youngs
reservation. Lake Youngs receives potable water from the Cedar River Watershed. The watershed is a
closed area of approximately 96,000 acres lying between Hobart and the crest of the Cascade
Mountains.

The Soos Creek Water and Sewer District, formed in 193, was created by a merger of Water District
58 and Cascade Sewer District in 1987. The District encompasses over 35 square miles and provides
water and sewer services to almost 100,000 people in southeast King County. Water is purchased
from Seattle Public Utilities and reaches the District via Lake Youngs, which is adjacent to the District's
office. The sanitary sewer system, with 29 lift stations, conveys the wastewater to the King County
Department of Natural Resources treatment plant in Renton for treatment and disposal.
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Exhibit 7
Fairwood Area Water and Sewer Districts
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Library Services

The Fairwood area currently receives library services from the King County Library System (KCLS), a
district which operates the large regional Fairwood Library on 140" Avenue SE. We assume that the
Fairwood community would annex to the library district after the interim period. Since its opening day,
the Fairwood Library has been one of the busiest branches in the King County Library System. It
serves as a community center, providing meeting rooms, programs and general information. As part of
King County Library System’s recently approved capital bond, the district plans a 5,000 sq. ft.
expansion of the current 15,000 sq. ft. library to better serve patrons, including computers and
wireless access, and an automated materials-handling system to speed delivery and reduce theft. The
proposed start date of the expansion is 2012.

Fairwood Feasibility Study Page 26
Berk & Associates, Inc. September 9, 2005



PUBLIC REVIEW DRAFT

4. MARKET ASSESSMENT

What Will Fairwood Look Like in the Future?

If one looks at the cities in King County that have incorporated over the past decade, it is clear that
many of those cities look vastly different today compared to what they looked like at the time of
incorporation. Cities that have seen some level of transformation include Covington, Woodinville,
Newcastle, and Sammamish.

The maturation of a city offers city residents and city government two opportunities:

e It offers City residents and businesses a chance to achieve their vision of the place they want
Fairwood to be; and

o It offers the City, as provider of local governance, a path to long-term fiscal sustainability.

Questions about what Fairwood's commercial center might look like ten or twenty years from now, or
about what the City's mix of housing and residents might be, both speak to residents’ quality of life
and the City's relative fiscal strength.

Overall, Fairwood is likely to remain a primarily residential city, growing slowly and relying on a solid
base of residential property as its principal source of City revenues. With its existing commercial
center, the City may have opportunities to develop a more vibrant city center, with long-run potential
for redevelopment of the center into a mix of retail, residential and/or office uses that (1) could serve
as an attractive center of focus for the community and (2) provide a modest boost to the prospective
City's tax base.

Commercial Development

As a residential area close to the cities of Renton, Tukwila, and Kent, commerce in Fairwood is likely to
continue to remain community-oriented. As is typical of most community retail centers, activity in
Fairwood's center is dominated by convenience-oriented retail and consumer services. These uses
include grocery stores, banks, convenience restaurants, video stores, dry cleaners, drug stores, and a
variety of other small retail and service outlets.

In many ways, Fairwood is similar to the recently-incorporated City of Newcastle. Newcastle is
sandwiched between Bellevue and Renton, and is dominated by regional retail centers in Downtown
Bellevue, Factoria, Renton, and Tukwila. For a visual comparison of the two areas, see Exhibits 8 and 9
on the following pages.

Newcastle's community retail center includes about 150,000 square feet of retail space, and in terms
of its convenience-oriented uses, serves a population of about 10,000 people. Fairwood's community
retail center is larger (roughly 350,000 square feet of retail) and serves a larger population, but it
includes many of the same categories of retail and service uses.

Existing commercially-zoned land in Fairwood is largely built out. This means that any expansion of
commercial activity in the proposed city would require:
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1. Rezoning to provide additional commercial land; and/or
2. Increased intensity of use for the area’s existing commercial center.

Fairwood's two major retail centers, anchored by Safeway, QFC, and Albertson’s grocery stores,
comprise roughly 30 acres of land. At their existing suburban density, these areas support roughly
300,000 square feet of retail space. With more intense development patterns, these properties could
support perhaps twice as much commercial space, or they could offer opportunities for
redevelopment in the form of a mix of uses—combining a mix of retalil, residential, and/or office uses.

Exhibit 8
Retail Square Footage and Multi-Family Housing in Fairwood
and Adjoining Centers
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Exhibit 9
Retail Square Footage and Multi-Family Housing in Newcastle
and Adjoining Centers

T 150,000 5.5
- of Retail

Multifamily (MF)
Building Sizes
o 1-5units

O  6-20 units
O 21 or more units

MF Building Type
@ Apartments

O Condominiums

Retail Space (SF)
e 90-45,000

® 45,001-100,000 |
@ 100,001 - 150,000
. 150,001 or more

o an as E

Mies

|BERK & ASSOCIATES]|

Map Created: May 25, 2005

Source: King County Assessor data extracts and Berk & Associates

Fairwood Feasibility Study Page 29
Berk & Associates, Inc. September 9, 2005



PUBLIC REVIEW DRAFT

Just as Newcastle is dominated by regional retail centers in Bellevue, Renton, and Tukwila, Fairwood is
dominated by Renton and Tukwila. For all retail categories combined, Renton and Tukwila combine to
capture expenditures from a large portion of south King County—capturing sales equal to the total
spending of 250,000 people. Exhibit 10 summarizes Tukwila and Renton’s market capture (in terms
of the number of typical people’'s 2004 expenditures, in total sales or by retail category).

Exhibit 10

Historical Retail Capture Rates for Tukwila and Renton
(annual 2004 person-expenditures captured by retail category)
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