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Healthcare Construction: Prevent 
and Detect Common Fraud Schemes 

Accounting Matters 

For hospital organizations fortunate 
enough to be executing their expansion 
plans in this economy, now more than 
ever, executives overseeing the process 
need to be particularly watchful for the 
avoidable costs of construction fraud. 
Construction represents huge cost 
expenditures for healthcare organizations, 
which can become even more expensive 
if effective controls are not in place to 
manage costs, prevent overruns, etc. 
Moreover, the slow state of the economy 
tends to increase fraud risks and the 
construction industry is no exception. 
While the majority of contractors operate 
with a high degree of integrity, it is 
important to understand the red flags that 
could signal fraud while managing your 
project. The exposure is great, beginning 
with huge capital expenditures that have 
high visibility on financial statements, 
as well as growing scrutiny of corporate 
accountability and transparency. 
Therefore, preventing and detecting 
construction fraud is a necessity for 
healthcare organizations. What follows 
are 10 common fraud schemes and how to 
avoid them.

1. False Application for Payment 

One of the most common types of 
fraud related to construction is false 
applications for payment. In fact, false 
pay applications are how more than half 
of fraud occurs. Since most healthcare 
construction projects are not lump-sum 
bid, but rather are done on a guaranteed-
maximum price, pay applications need to 
be monitored and scrutinized closely for 
errors or irregularities.

Pay applications can be falsified in a 
number of ways, such as erroneous totals 
or line items, roll-forward errors, false 
invoices as support, or inflated rates 
in the supporting invoices that do not 
reflect the actual costs incurred. Other 

areas that can be fraudulent include 
wage rates and categories, i.e. billing for 
a journeyman when an apprentice did 
the work; overhead and equipment rates; 
and profit or markup formulas and fee 
calculations.

2. Billing for Work Not Performed

Make sure your contractor is not front-
end loading—another inappropriate 
practice. In a government contract, 
front-end loading is considered a false 
claim under the False Claims Act. Other 
fraudulent activities at this juncture 
include overstating units consumed, 
equipment or labor usage.  

A best practice is to scrutinize equipment 
rental on a monthly basis and make sure 
it’s actually being used. Also, internal 
audit needs to be involved with the 
writing or, at least, reviewing the contract. 
The contract should stipulate that the 
contractor will prepare a daily report that 
lists equipment being used, identifies the 
operators of that equipment, and notes 
what it’s being used for. This will give 
you the ability to conduct an audit simply 
and easily.

3. Collusion, Related Parties and 
Conflicts of Interest

Another area to closely watch for, is bid 
rigging and price fixing. It’s important to 
prequalify and pre-approve contractors, 
give them the full scope of work to bid 
on, and then pick the lowest-priced, most 
qualified and responsive subcontractor. 
To avoid bid rigging, you need to have 
rules in place in the contract guiding 
the subcontractor selection process. 
Schemes such as bid rotation, bribes and 
kickbacks; false or inflated change orders; 
undervalued deductive change orders; or 
phantom subcontractors that consume the 
buyout savings all fall under this category.

4. Change Order Manipulation

Change orders are an area that can be 
problematic if not monitored closely. 
Often there is an argument over whether 
work is ‘in contract,’ or whether it 
requires a change order. Sometimes 
contractors will submit a change order 
for work they have not yet done because 
the sequence has not happened without 
subtracting the original amount. Or they 
may submit a change order for the cost 
of a new material, without deducting the 
cost of the originally selected material. 

Be particularly leery of:

• change orders for base contract work 
scope, 

• change orders with missing scope 
descriptions, 

• change orders with excess charges,

• deliberate omission of design 
specifications in the original scope of 
work, 

• or improper price reduction for work 
substitution.

5. Manipulation of the Schedule of 
Values and Contingency Accounts 

Failing to update line items when 
buyouts or changes are made can be 
another fraudulent practice, for example, 
concealing buyout savings to fund design 
errors or excess charges. If the savings 
are left in their associated line items, it 
enables an unscrupulous contractor to bill 
for nefarious work. It should be clearly 
laid out in the contract that all buyout 
savings will be identified to a separate

Others issues include:

• failing to associate subcontractors/
vendors with specific schedule of 
values line items, 
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• hiding cost overruns during the 
course of the project, 

• or the use of a contingency to cover 
non-reimbursable costs.

6. Substituting or Removing 
Material

This could include using a lower-grade 
material that requires subsequent change 
orders to repair/replace down the road, or 
that can even lead to failure of a structure 
or system. Additional problems in this area 
include ordering additional material for 
other projects or for personal use, or using 
residual inventory from a prior project.

8. Diverting Lump Sum Charges to 
Time and Material Cost

Watch out for expenses, such as cleaning 
or general conditions, which may be 
budgeted in a lump-sum amount, but 
then the contractor bills for time and 
materials related to these services. This 
sometimes occurs related to equipment 
charges or cleaning, e.g. billing for the 
rental cost for an electric sweeper, while 
a lump sum in the budget should already 
cover that sweeper.

9. Diverting Purchases and Theft of 
Equipment/Tools

It’s important to make sure you are not 
paying for tools or equipment that are 
not being used on your actual job site, 
such as those at other projects or personal 
use of the contractor. Watch out for items 
purchased and shipped to a different 
project site, or will call, or project purchases 
in excess of project specifications.

10. Non-payment of Subcontractors 
and Material Suppliers

Unscrupulous general contractors may 
not pay their subcontractors in a timely 
way, so you need lien waivers for the 
subcontractors to make sure the money is 
flowing through to the right people at the 
right time. Fraudulent behavior in this 
category could include the contractor 
delaying the provision of subcontractor 
lien waivers, falsifying subcontractor lien 
waivers, or using project cash receipts to 
pay bills from other projects.

11. False Representations 

Finally, many contracts require 
specific terms about the contractor’s 
employees, insurance, purchases, 
etc. For example, a contract may 
require that the contractor have a 
percentage of minority workers or city 
residents. Watch out for contractors 
that falsify these representations. False 
representations might include using 
undocumented workers, violating “buy 
American” requirements, or falsifying 
minority content reports, test results, or 
insurance certificates. Noncompliance 
with environmental regulations or 
misrepresentation of small business 
status can also be false representations. 
To minimize this risk, make sure you 
maintain copies of documentation 
confirming or related to the contractor’s 
representations. NP

Fraud Red Flags

• Atypical application for payment 
form

• Missing or disorganized billing 
back-up

• Use of contingency funds without 
adequate/timely explanation

• Changes in the schedule of values 
without adequate/timely explanation

• Subcontractor complaints regarding 
delayed payment

• Missing subcontractor lien waivers

• Unusual bid patterns

• Unsuccessful bidders hired as 
subcontractors

• Unauthorized changes in time records 
or missing time records

• Missing weight tickets

• Related parties and common 
ownership
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The control center of your life is your attitude.
~Anonymous


