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EXECUTIVE SUMMARY 
 
As part of our FY 2019 Internal Audit Plan approved by the Capital Metro Board, we performed an audit 
of the Watco Freight Revenue contract (#137737 with the effective date October 1, 2015), to ensure 
critical contractual obligations are being performed according to contract specifications, and to 
determine if the Authority’s quality assurance oversight effectively monitors Watco’s required activities 
to ensure adequate risk management and compliance with the freight revenue and rail maintenance 
programs.  The audit results including the objective, scope, and conclusion are as follows.   
 

Background  
In 2015, Capital Metro entered a long-term 20-year contract (up to 50 years with 6 five-year renewal 
options) with Watco Companies (a.k.a. Austin Western Railroad (AWRR)), a short line operator for 
freight railroad operations for the track owned by CMTA in the Austin area.  The contract provides an 
exclusive freight operations lease to Watco Companies in exchange for performing service property 
maintenance for rail, bridges, signals, etc., and sharing their freight revenues with Capital Metro.  Watco 
Companies, located in Pittsburg, Kansas, is a transportation company which provides transportation, 
terminal and port, supply chain and mechanical solutions for customers throughout North America. 
According to the contract, Watco is supposed to share AWRR freight revenues with CMTA as follows: 
16.5% of its gross freight revenue, rail territory per-car fees, tax credits, rail territory switch fees, and 
pay monthly together with dispatch fees to CMTA.  In July 2018, the Giddings Line was opened and 
revenues from this new line are being deducted from the monthly freight revenue until the $3 million 
paid by Watco to restore this track is recouped.   
 
Capital Metro has a very specific and detailed freight operations contract covering Watco’s required 
activities (i.e., Scope of Services), and compliance with the contract is critical to the success of the 
Service Property Maintenance and Freight Revenue Sharing Program. Rail Operations is responsible for 
overseeing Watco rail maintenance activities as well as the monthly Freight Revenue Sharing Program.  
To ensure these contractual provisions are performed adequately, Procurement has developed a 
Contract Management Plan to provide guidance to all CMTA persons involved with the management and 
administration of the contract (see Appendix B).  Additionally, a draft Contract Monitoring Plan has been 
established which defines the oversight and quality assurance activities that CMTA performs to ensure 
Watco is in compliance with contractual requirements.   
 
Rail Operations and Procurement has put in place various roles to help ensure the oversight, check and 
balances related to the monitoring of Watco’s work.  The critical role within the Contract Monitoring 
Plan is the Project Managers (PM) who are responsible for contract deliverables by Watco.  These 
positions are responsible for defining metrics, conducting measurements, and analyzing results.  There is 
a Contracting Officer Technical Representative (COTR) as defined in the June 8, 2018 letter (see 
Appendix C) sent to Watco, and this role has been assigned to the Director of Rail Operations.  The 
Director of Rail Operations also provides oversight of all Capital Metro Rail Operations and Maintenance 
contracts, with a focus on contract management, schedules, estimates, costs controls, documentation 
control and quality assurance/quality control.  As the COTR, she also evaluates contractor performance 
as directed by the Contracting Officer (CO) and acts as a final review official for issues concerning 
contractor’s performance.  The Contracting Officer listed in the COTR is the Director of Procurement.  
Also, within Procurement, a Contract Administrator (CA) has been assigned to this contract which is to 
“monitor contract performance” and review insurance certificates and performance bonds per the CA 
job description.  The Director of Rail Operations (the COTR position) also has a Program Manager of
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Maintenance of Way, Bridges & Structure Engineering who helps her in the oversight and monitoring of 
the Watco contract.  The majority of the Capital Metro Rail Operations management team is new and 
has turned over in the last year.   
 
Watco is required to use Capital Metro systems to plan and document the performance of their 
property maintenance work.  The main Capital Metro systems used by Watco are as follows: Spear, 
Asset Management System (AMS); Railcomm System used for dispatching; Microsoft SharePoint to save 
all reports and documents required by the contract; Microsoft Office 365 for email, etc.  Regarding the 
maintenance of Capital Metro’s service property, the primary system used is Spear which supports the 
process of deploying, operating, maintaining, upgrading, and disposing of assets.  Watco utilizes the 
AMS system to create work orders, part orders, record defects and repair information, view work 
performed service history, close work order, etc.  The contractor uses the AMS to record the inspections 
and detail any conditions found during the inspections.  Watco is required to record all inspection and 
repair part activity in the AMS, which creates monthly reports for the Federal Railroad Administration 
(FRA) to test compliance. 
 

Audit Objective & Scope 
The primary objective of this audit is to determine whether the monthly freight revenue sharing 
reported by Watco are complete and accurate.  Additionally, the oversight and monitoring of contractor 
performance by Capital Metro was evaluated to ensure that controls are in place and operating 
effectively to verify that the contractor is providing the documents as required by the Contract 
Document Requirements List (CDRL - see Appendix A which is Exhibit F, Section 11.21 of Contract) and 
required Reporting (Exhibit F, section 11.8 of contract) as stated in the Scope of Services (Exhibit F of 
Contract).  We limited our review of the service property maintenance to the annual Bridge Inspection 
Reports and other required CDRL documents because the Safety Department is contracting with a 
specialist to conduct an audit later this year.    
 

Opinion 
We identified several internal controls that require improvement and made the following 
recommendations:  

• Develop a process to validate the completeness and accuracy of the monthly freight 
revenues reported by Watco. 

• Follow-up on CDRL documents not received. 

• Consider adding liquidated damages to future contract revisions to motivate Watco to 
provide required CDRL documents. 

• Update and implement the Contract Monitoring Plan (CMP) and other documentation to 
evaluate Watco’s performance.   
 

This is the first internal audit of the Watco Freight Revenue Program and management within Rail 
Operations has turned over significantly in the last year which we believe is a contributing cause 
to the weaknesses identified.  The new Rail Operations team is committed to improving internal 
controls and oversight of Watco.     
 

This audit was conducted in accordance with the U.S. Government Accountability Office’s 
Generally Accepted Government Auditing Standards (GAGAS) and the Institute of Internal 
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Auditor’s International Standards for the Professional Practice of Internal Auditing.  These 
standards require that we plan and perform the audit to obtain sufficient, appropriate evidence 
to provide a reasonable basis for our findings and conclusions based on our audit objective. We 
believe the evidence obtained provides a reasonable basis for our findings and conclusions based 
on our audit objectives. The audit was conducted by the following staff members in the Capital 
Metro Internal Audit Department:  

• Satish Parikh, Internal Auditor II (Project Lead) 

• Terry Follmer, VP of Internal Audit 
 
Recommendations to strengthen controls and improve accountability were provided to management.  
Management agrees with the internal audit recommendations and has provided target completion 
dates which are included in the detailed audit report below.  A follow-up audit is performed semi-
annually (i.e. May and November) to ensure management action plans for all issued audit reports are 
completed timely.   
 
We appreciate the cooperation and assistance provided to us throughout this audit.  
 

 

 

 
 
  



Watco Freight Revenue & Contract Compliance – Audit Report # 19-04 

4 
 

                                     Issues & Risk                           Recommendation      Management Action Plan 

 
1. FREIGHT REVENUE VALIDATION 

 
The Freight Operations contract with Watco requires that 
they share a portion of their monthly freight revenue (i.e. 
16.5% of Gross Revenue, per car fee, etc.) with CMTA.  
Watco sends a monthly Excel file to Rail Operations Finance 
Manager, who then forwards to the Accounting 
Department to book the monthly freight revenue.  We 
reviewed the internal controls related to CTMA’s 
approximate $4 million in annual freight revenue and noted 
the following weaknesses: 

• CMTA has no independent data set to validate the 
completeness and accuracy of the monthly freight 
car activity and related revenue.  

• CMTA has the right to audit but no audit of the 
books and records has been performed by CMTA. 

• Watco is required to share their audited financial 
statement with CMTA but these records have not 
been provided.   

 
Without the controls listed above, CMTA has no assurance 
that the monthly freight revenues reported by Watco are 
complete and accurate.   
  

 
 
 
The VP of Rail and CFO will develop the following internal 
control enhancements: 

a) Evaluate data subscription with the rail industry 
clearing house (a.k.a. Railinc) and build a model 
to validate completeness and accuracy of 
monthly freight revenue reported by Watco. 

b) To provide additional assurance of freight 
revenue reporting consider either hiring an 
external audit firm to perform periodic audits of 
Watco accounting records or perform this audit 
using CMTA resources. 

c) Obtain each year a copy of Watco’s annual 
audited financials which is required to be 
provided per the contract.    

 
 
 
Management agrees with the 
recommendations.   
  
Target Completion Date:   
 
9/30/2019 
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                                     Issues & Risk                           Recommendation      Management Action Plan 

 
2. CDRL DOCUMENTS NOT RECEIVED 
The Watco contract contains a Contract Data Requirement 
List (CDRL) that provides contractual assurance to CMTA 
that key risk management and freight operation activities 
are occurring.  We reviewed the list of 46 required 
documents and submission period and below are some 
examples of missing documents:  
 

• Annually: 14-13 Audited Financials; 14-15 Annual 
Track Investments; 14-16 Annual Maintenance 
Program; 14-28 Periodic Scale Calibration; 14-44 
Condition Assessment Report.  

• Quarterly:  Some of the 2016/17/18 (14-07) 
Marketing & Business Development Reports 

• Monthly: Some of the 2016/17/18 – 14-09 Financial 
Reports an 14-10 Operating Reports. 

• As Needed:  14-19 Incident Reports; 14-20 Claim 
Notice; 14-21 Inspection Notice; 14-46 Inspection 
Reports.   

 
Missing CDRL documents represent an unknown risk to 
CMTA that needs to be followed-up on with Watco.   
 

 
 
The Director of Rail Operations should consider the 
following actions: 

a) Follow-up on missing CDRL documents and 
develop a process to ensure timely follow-
up on CDRL’s going forward. 

b) If required CDRL documents are not 
provided, review with the Legal 
Department for other remedies.  

 
 
Management agrees with the 
recommendations.   
  
Target Completion Date:   
 
6/30/2019 
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Issues & Risk Recommendation Management Action Plan 

 
3. LIQUIDATED DAMAGES FOR MISSING CDRL 

DOCUMENTS & MAINTENANCE DEFICIENCIES 

We noted that the list of Watco required CDRL 
documents is similar to the Herzog contract, but 
unlike the Herzog contract which has a $1,000 per day 
disincentive (a.k.a. Liquidated Damages) for missing 
CDRL documents there is no financial penalty to 
Watco if not provided timely.  Based upon our limited 
testing of the Watco freight operations contract we 
identified multiple non-compliance issues as follows: 

• Various CDRL documents not received (see 
issue #2 for details).   

• Our review of the Annual Bridge Inspections 
performed by American Rail Engineers in the 
East Subdivision for the years 2017 and 2018 
identified multiple priority level 2 
recommended repairs that were repeats from 
prior year with no repairs performed.  Note, 
level 2 condition is defined as “Poor/Marginal” 
and “repairs are recommended ASAP.”  

• Watco contract states $500 a day liquidated 
damages for “maintenance deficiencies” 
uncorrected more than 90 days, but there was 
no penalty for the bridge maintenance not 
performed. 

Adding liquidated damages to the contract for missing CDRL 
documents and enforcing maintenance deficiencies penalties 
will help motivate Watco to ensure contract compliance.    
 

 

 

The VP of Rail, CFO, and Director of 
Procurement will consider the 
following internal control 
improvements:  

a) Director or Rail will obtain 
and review annual inspection 
reports from Watco and 
ensure progress is made 
based upon contract 
requirements or other 
agreed upon terms with 
Watco.   

b) Maintenance Deficiencies 
will be assessed for 
inspection defects that 
remain uncorrected for more 
than 90 days as provided in 
the contract.   

c) Consider adding liquidated 
damages to the contract for 
CDRL documents that are not 
provided timely. 

 

 
 
Management agrees with the 
recommendations. 
 
Target Completion Date:   
 

12/31/2019 
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Issues & Risk Recommendation Management Action Plan 

 

4. IMPLEMENT A CONTRACT MONITORING PLAN 

CMTA has put in place Contract Monitoring Plans (CMP) for 
most of its major contractors to help identify the critical 
contractual terms and assign monitoring responsibilities, 
frequency, and methods to ensure satisfactory contractor 
performance.  We noted a CMP was developed in the form 
of an Excel template in 2016 by the former Director of Rail 
Operations, but there was not any evidence to show that 
the CMP was ever implemented to monitor and document 
Watco’s performance.   

 

The Watco contract is fairly complex with more than 40 
required CDRL’s, various inspections of rail/bridge/signals 
and related maintenance requirements, therefore 
implementing a CMP will help provide assurance related to 
contract performance.  In the Freight Operations contract 
Watco is both a customer (exclusive lessee of rail track) of 
CMTA as well as a vendor (obligated to perform freight rail 
track maintenance and document activities in the CMTA 
asset management system).  We noted various CDRL 
documents have not been provided by Watco and Rail 
Operations has not been monitoring, follow-up, and 
escalating as appropriate.     

 

 
 
The Director of Rail Operations will develop and 
implement a Contract Monitoring Plan to ensure 
Watco’s performance in accordance with contract 
terms.   

 
 
Management agrees with the 
recommendation. 
 
Target Completion Date:   

 
9/30/2019 
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Appendix A 
 

Contract Document Requirements List (CDRL) from Watco Contract  
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Appendix B 
 

Contract Management Plan (CMP) for Watco  
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Appendix C 
 

Contracting Officer’s Technical Representative (COTR) Letter to Watco 
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