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Nonprofit organizations are integral to addressing societal challenges, 
but they often encounter ethical dilemmas and legal challenges that 
impact their governance structures. This article explores the ethical 
and legal challenges that nonprofits face, including conflicts of interest, 
resource allocation, fundraising practices, and compliance with tax and 
employment laws. It also examines the role of governance structures 
in addressing these challenges, highlighting key strategies such as 
conflict of interest policies, financial oversight, and risk management 
frameworks. Through case studies, such as those involving the American 
Red Cross and Oxfam, the article illustrates how nonprofits can mitigate 
risks and maintain public trust. Ultimately, effective governance, ethical 
decision-making, and legal compliance are critical to ensuring the long-
term success and integrity of nonprofit organizations.
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Introduction
Ethical Dilemmas in Nonprofit Organizations

Nonprofit organizations, by virtue of their missions, are 
often tasked with addressing sensitive social issues, and 
this can lead to ethical dilemmas in several areas. Some 
common ethical dilemmas in nonprofits include:

•	 Resource Allocation: Deciding how to allocate limited 
resources fairly and efficiently is a significant challenge. 
Nonprofits may need to balance the competing needs 
of different beneficiary groups, staff, and other 
stakeholders while maintaining their mission focus.

•	 Conflict of Interest: Board members, staff, and 
volunteers may face situations where their personal 

interests conflict with the interests of the organization. 
For example, a board member with ties to a vendor may 
exert influence over decisions related to contracting, 
potentially compromising the organization’s integrity.

•	 Fundraising Practices: Nonprofits must adhere to eth-
ical standards when raising funds. Pressure to meet 
fundraising targets can lead to unethical practices, such 
as misleading donors, misusing donations, or engaging 
in exploitative marketing tactics.

•	 Transparency and Accountability: Donors, beneficia-
ries, and the public expect transparency regarding how 
funds are used. Nonprofits may struggle with balancing 
transparency and protecting sensitive information, 
such as donor identities or program-related data, while 
maintaining trust.1
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Ethical Frameworks for Decision-Making

Nonprofits often use established ethical frameworks to 
navigate these dilemmas, such as:

•	 Utilitarianism: This approach advocates for decisions 
that produce the greatest good for the greatest num-
ber, often used to assess resource allocation and pro-
gram prioritization.

•	 Deontological Ethics: Nonprofits following this frame-
work focus on adhering to moral rules or duties, such 
as a commitment to fairness and honesty, irrespective 
of the outcomes.

•	 Virtue Ethics: This framework emphasizes the devel-
opment of good character traits in individuals, such 
as integrity and honesty, to guide decision-making.

•	 Case Study Example: The American Red Cross faces 
ethical decisions when allocating disaster relief funds. 
The organization adheres to a strict code of ethics, en-
suring that funds are distributed equitably and that the 
decisions align with its humanitarian mission. However, 
the ethical dilemma arises when donations exceed the 
needs for certain types of disaster relief, and decisions 
must be made about reallocating resources for future 
disaster preparedness or other crises.2

Legal Challenges in Nonprofit Organizations

•	 Nonprofits also encounter various legal challenges 
that can significantly impact their operations and gov-
ernance. These challenges typically stem from the 
complexities of navigating both nonprofit-specific 
laws and general business regulations. Common legal 
challenges include:

•	 Tax Compliance: Nonprofits must adhere to strict 
tax-exempt status regulations set by the Internal 
Revenue Service (IRS) or other governmental agencies. 
Failure to comply with these regulations can result in 
the loss of tax-exempt status, financial penalties, and 
reputational damage.

•	 Employment Laws: Nonprofits, like other organiza-
tions, must comply with employment laws concerning 
wage and hour regulations, worker safety, anti-discrim-
ination laws, and employee benefits. Nonprofits often 
operate in financially constrained environments, which 
can lead to challenges in ensuring fair wages, proper 
treatment, and benefits for employees and volunteers.

•	 Fundraising and Gift Acceptance Laws: Nonprofits 
must adhere to state and federal laws regarding how 
they solicit, receive, and manage donations. Issues such 
as fraudulent fundraising tactics, use of donations for 
unintended purposes, or not providing donors with 
appropriate tax receipts can lead to legal complications.

•	 Board Governance and Fiduciary Duties: Board mem-
bers have legal responsibilities, including fiduciary 
duties to act in the best interests of the nonprofit. 

Noncompliance with these duties—such as failing to 
disclose conflicts of interest or improperly managing 
nonprofit funds—can lead to legal liability for the board 
members and the organization.3

Legal Risk Management Strategies

To manage these legal challenges, nonprofits can implement 
several strategies:

•	 Regular Legal Audits: Conducting regular legal audits of 
contracts, fundraising practices, employment policies, 
and financial records ensures that nonprofits remain 
compliant with applicable laws.

•	 Training and Policies: Training staff and board mem-
bers on legal obligations, especially around tax com-
pliance, fiduciary duties, and fundraising regulations, 
helps minimize risk.

•	 Strong Internal Controls: Establishing clear finan-
cial controls and regular audits of financial activities 
ensures that the organization complies with non-
profit-specific laws and maintains the integrity of its 
financial operations.

•	 Case Study Example: The case of Oxfam International 
highlights a nonprofit organization that has faced 
significant legal challenges related to employee mis-
conduct. Following allegations of sexual misconduct by 
staff members in Haiti, Oxfam faced legal actions and 
a public relations crisis. In response, Oxfam strength-
ened its internal policies, improved staff screening 
procedures, and developed robust legal and ethical 
frameworks to protect vulnerable populations and 
prevent future incidents.

Governance Structures and Their Role inAddressing 
Ethical and Legal Challenges

•	 Governance structures in nonprofits are critical to 
ensuring that ethical decision-making and legal com-
pliance are upheld. The role of boards, executives, 
and other stakeholders in shaping governance and 
organizational culture is fundamental.

•	 Board Oversight: The board is responsible for ensuring 
that the nonprofit operates within legal boundaries, 
makes ethical decisions, and adheres to its mission. 
Strong governance requires active engagement from 
board members to oversee financial reporting, com-
pliance, and strategic direction.

•	 Conflict of Interest Policies: Clear conflict of interest 
policies help prevent board members and staff from 
making decisions that benefit them personally or fi-
nancially at the expense of the organization’s mission.

•	 Transparency and Accountability Mechanisms: 
Nonprofits should have mechanisms in place to ensure 
transparency in decision-making, financial reporting, 
and program outcomes. This may include public annual 
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reports, independent audits, and stakeholder feedback 
mechanisms.

•	 Risk Management Committees: Larger nonprofits 
may establish risk management committees that are 
tasked with identifying potential risks, creating miti-
gation strategies, and ensuring that ethical and legal 
standards are met across the organization.4

Best Practices for Governance in Nonprofits

•	 Clear Roles and Responsibilities: Clearly defining roles 
and responsibilities within the governance structure 
helps ensure that ethical decision-making and legal 
compliance are prioritized.

•	 Regular Evaluations and Audits: Regular performance 
and legal audits help assess how well the organization 
is adhering to ethical guidelines and legal requirements, 
ensuring continual improvement.

•	 Staff Training and Development: Training staff and 
board members on governance principles, ethical 
decision-making, and legal compliance reduces the 
risk of violations.

Ethical dilemmas and legal challenges are inherent in 
the operations of nonprofit organizations. Governance 
structures play a vital role in navigating these challenges 
and ensuring that the organization operates with integrity, 
transparency, and legal compliance. By adopting strong 
ethical frameworks, implementing comprehensive legal 
risk management strategies, and maintaining robust 
governance mechanisms, nonprofits can safeguard their 
reputation, improve operational effectiveness, and better 
fulfill their missions. Recognizing the importance of both 
ethical and legal considerations in nonprofit governance 
is essential for the long-term sustainability and impact of 
these organizations.

Ethical Decision-Making Frameworks in Nonprofit 
Governance

To effectively address ethical dilemmas, nonprofits often 
adopt decision-making frameworks that guide their actions, 
helping ensure that their decisions align with their mission, 
values, and ethical standards. These frameworks provide 
a structured approach for resolving conflicts and making 
decisions in the best interest of the organization, its 
stakeholders, and the communities they serve.

Common Ethical Decision-Making Frameworks:

Utilitarianism:

•	 The utilitarian approach focuses on achieving the great-
est good for the greatest number. In the context of 
nonprofits, this framework can be useful when making 
decisions about resource allocation, such as choosing 
between two programs with different impacts. The 
goal is to maximize the overall benefit to the target 

community or population, ensuring that the decision 
brings the most positive outcomes for the largest group 
of individuals.

•	 Example: If a nonprofit is deciding whether to fund a 
small, highly impactful program for a few individuals 
or a larger program that serves a broader population 
with moderate benefits, a utilitarian approach would 
prioritize the larger program, as it benefits more people, 
even if the individual outcomes are less profound.5

Deontological Ethics

•	 Deontological ethics is grounded in duty, rules, and 
moral obligations. Nonprofits that adopt a deontological 
approach make decisions based on a sense of moral 
duty, adhering to established ethical principles or codes 
of conduct. The focus is on doing what is morally right, 
irrespective of the outcomes.

•	 Example: A nonprofit might choose to reject a large 
donation from a corporation involved in practices 
that conflict with the nonprofit’s values, such as envi-
ronmental harm, even if the funds could significantly 
support its mission. According to deontological ethics, 
the organization has a duty to maintain its ethical 
principles and not compromise on its values.

Virtue Ethics

•	 Virtue ethics emphasizes the character and intentions 
of the decision-maker rather than the consequences 
of their actions. It encourages nonprofit leaders to act 
in accordance with virtues such as honesty, fairness, 
and compassion. This approach encourages a focus on 
developing good moral character within the organiza-
tion, which guides decision-making.

•	 Example: A nonprofit leader might navigate an ethical 
dilemma by considering what a person of virtuous 
character, such as a compassionate and honest lead-
er, would do in the same situation. This approach 
ensures that the decisions made are aligned with the 
organization’s values and contribute to a positive or-
ganizational culture.

Stakeholder Theory

•	 Stakeholder theory involves considering the interests of 
all stakeholders affected by a decision, including donors, 
beneficiaries, employees, and the community at large. 
Nonprofits adopting this framework work to ensure 
that their decisions reflect a balance of stakeholder 
interests and avoid favoring one group over another.

•	 Example: If a nonprofit is considering a new program, 
stakeholder theory would encourage the organization 
to consider the needs and perspectives of all involved 
parties, such as the community members it serves, the 
donors who provide funding, and the employees who 
will implement the program.6
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Case Study Example

The American Red Cross faced an ethical dilemma during 
its response to a large-scale disaster, when it needed to 
allocate relief resources in a situation where the demand 
greatly exceeded supply. The organization had to decide 
which regions to prioritize for aid, balancing the needs of 
different affected communities.

By employing an utilitarian framework, the Red Cross 
decided to prioritize areas with the highest number of 
casualties and immediate need, even if this meant that 
other regions received less aid. This decision, while difficult, 
was made to maximize the overall benefit to those in 
the greatest need. However, the organization ensured 
that its decision-making process was transparent and 
communicated effectively to stakeholders, ensuring that 
no one felt neglected or overlooked.

Legal Implications of Ethical Dilemmas in Nonprofits

Nonprofit organizations are legally obligated to act in 
accordance with both their ethical standards and relevant 
laws and regulations. Ethical dilemmas often have legal 
implications, as violations of ethical principles can lead 
to legal consequences, reputational damage, and loss of 
funding. Some key legal implications related to ethical 
dilemmas include:

Violation of Fiduciary Duties

Board members have a legal duty to act in the best interests 
of the nonprofit and its mission. Conflicts of interest, self-
dealing, or failure to disclose financial interests can lead 
to legal action against board members, and the nonprofit 
could face penalties or loss of tax-exempt status.

Fundraising Compliance

Nonprofits must comply with fundraising laws, including 
truth in advertising, donor privacy protections, and 
restrictions on how funds can be used. Unethical fundraising 
practices, such as misrepresenting the use of donations or 
pressuring donors, can lead to legal penalties and loss of 
trust among donors.

Donor and Client Rights

Nonprofits are required to respect the rights of donors 
and clients, including ensuring transparency in the use 
of donations and maintaining confidentiality where 
appropriate. Failure to uphold these rights can lead to legal 
challenges and damage to the organization’s reputation.

Employment Laws

Nonprofits must adhere to employment laws, including 
anti-discrimination, wage and hour regulations, and 
workplace safety standards. Ethical dilemmas related to 
the treatment of employees, volunteers, or contractors 
can lead to lawsuits, fines, and reputational harm.7

Case Study Example

The Red Cross faced significant scrutiny and legal challenges 
when an internal investigation revealed that some of its 
fundraising campaigns during a disaster response were not 
fully transparent. The organization had claimed that 100% 
of donations would go to disaster relief, but in practice, a 
portion was allocated to administrative costs. This led to 
legal action and a loss of donor trust. In response, the Red 
Cross revised its fundraising practices to ensure complete 
transparency and to better communicate how funds would 
be spent, ensuring compliance with fundraising laws and 
ethical standards.

Governance Structures to Address Ethical and 
Legal Challenges

Effective governance structures play a crucial role in 
navigating the complex ethical and legal challenges faced 
by nonprofit organizations. A strong governance framework 
ensures that ethical decision-making is prioritized and that 
the organization remains compliant with legal standards.

Key Elements of Effective Governance in Nonprofits:

Board Oversight

A nonprofit’s board of directors is responsible for overseeing 
the organization’s operations and ensuring that decisions 
are made ethically and legally. Board members must act 
with due diligence and care in decision-making, ensuring 
that all actions are in the best interests of the nonprofit’s 
mission and stakeholders.

Clear Policies and Codes of Ethics

Nonprofits should develop clear, written policies and codes 
of ethics that guide the behavior of employees, volunteers, 
and board members. These codes should address issues such 
as conflicts of interest, fundraising ethics, and transparency.

Internal Controls and Auditing

Strong internal controls, such as regular financial audits and 
oversight mechanisms, help ensure compliance with both 
ethical standards and legal requirements. Audits should 
focus not only on financial records but also on program 
effectiveness and legal compliance.

Conflict Resolution Mechanisms

Nonprofits should establish formal mechanisms for resolving 
conflicts of interest or ethical disputes, ensuring that there 
is a clear process for addressing issues when they arise.

Ethical Training

Regular training programs for staff, volunteers, and board 
members on ethical decision-making and legal compliance 
are essential for fostering an ethical organizational culture 
and minimizing the risk of violations.8
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Ethical dilemmas and legal challenges are inherent in the 
operations of nonprofit organizations, and governance 
structures must be equipped to address these challenges 
effectively. By adopting clear ethical frameworks, 
implementing robust legal risk management strategies, and 
ensuring strong oversight through governance structures, 
nonprofits can navigate these challenges while remaining 
true to their mission and values. As nonprofits continue 
to play a vital role in addressing pressing societal issues, 
ensuring ethical decision-making and legal compliance 
will remain fundamental to their success and long-term 
sustainability.

The Role of Governance in Addressing Ethical and 
Legal Challenges (continued)

A robust governance framework is essential for nonprofit 
organizations to navigate ethical dilemmas and legal 
challenges effectively. The governance structure serves 
as the backbone of an organization, ensuring that ethical 
principles guide decision-making and that the organization 
complies with relevant legal regulations. The involvement 
of a dedicated and knowledgeable board of directors is 
crucial in overseeing the organization’s operations and 
addressing issues as they arise.

Key Governance Functions in Addressing Ethical and Legal 
Challenges

Board of Directors’ Oversight and Accountability

•	 The board of directors has a fiduciary responsibility to 
ensure that the nonprofit operates in the best interests 
of its mission and stakeholders. This includes ensuring 
legal compliance with tax, employment, and fundraising 
laws, and addressing any ethical dilemmas that might 
arise within the organization.

•	 Board members must proactively oversee management’s 
decisions, ensuring that ethical standards are followed 
in all aspects of the nonprofit’s operations, including 
financial practices, program execution, and stakeholder 
relations.

Establishment of Policies and Procedures

•	 A well-structured nonprofit governance framework 
includes policies and procedures that govern ethical 
conduct, legal compliance, and risk management. These 
policies help staff and board members navigate ethical 
dilemmas and legal challenges.

•	 Policies should include clear guidelines on conflicts 
of interest, transparency in fundraising, adherence to 
employment laws, and tax compliance. Establishing 
these policies helps mitigate legal and ethical risks while 
fostering a culture of integrity within the organization.9

Internal Controls and Compliance Monitoring

•	 Nonprofits must implement strong internal controls to 
ensure that financial practices are transparent and that 
donations are spent according to the organization’s 
mission. Regular audits, both financial and operational, 
are essential in identifying areas of potential legal or 
ethical risk.

•	 Compliance monitoring tools, such as performance 
tracking systems and regular reporting to the board, 
help ensure that the organization remains compliant 
with IRS regulations and other legal requirements.

•	 Internal controls also ensure that employees are treated 
fairly, and that the organization adheres to labor laws 
and regulations. This reduces the risk of legal exposure 
related to employment disputes or violations of tax 
regulations.

Conflict Resolution and Ethical Decision-Making 
Frameworks

•	 A comprehensive governance structure includes 
mechanisms for resolving conflicts of interest and 
ethical disputes. Nonprofits must develop ethical 
decision-making frameworks that guide leaders in 
addressing dilemmas, such as navigating potential 
conflicts between mission-driven goals and financial 
realities.

•	 Governance structures should ensure that decision-
making processes are transparent and involve 
stakeholder input, particularly when making decisions 
that impact key relationships, like partnerships with 
donors, vendors, or service providers.

Training and Education for Board Members and 
Staff

•	 To mitigate ethical and legal risks, nonprofits should 
provide ongoing training to their board members, senior 
management, and staff. This ensures that all involved 
parties understand their responsibilities regarding legal 
compliance and ethical decision-making.

•	 Training should cover areas such as fundraising 
regulations, IRS guidelines for tax-exempt organizations, 
employment law, and nonprofit governance best 
practices. It is also important to educate staff about 
the organization’s ethical code of conduct and how to 
report potential violations.

Case Study Example:

The American Red Cross serves as a poignant example of 
the importance of governance in navigating both ethical 
and legal challenges. In 2016, the organization faced a 
legal challenge when it was revealed that funds raised for 
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disaster relief were not being allocated properly, leading to 
accusations of mismanagement and lack of transparency.

The Red Cross responded to these challenges by reevaluating 
its governance structure and implementing new systems for 
financial oversight. The board of directors took a more active 
role in ensuring compliance with fundraising regulations, 
including detailed reporting of funds and expenses. The 
organization also increased its transparency by publishing 
comprehensive financial reports and conducting internal 
audits to guarantee that donations were being used 
effectively.

The improvements in governance, transparency, and 
oversight helped rebuild public trust and ensure the 
organization’s long-term sustainability. This case highlights 
how a strong governance structure can help nonprofits 
overcome ethical and legal challenges, especially in high-
pressure environments where donor trust is paramount.

Integrating Ethical and Legal Compliance into 
Nonprofit Culture

For nonprofit organizations to effectively address both 
ethical and legal challenges, it is essential that ethical 
behavior and legal compliance are integrated into the very 
fabric of the organization’s culture. This integration involves 
not only having the right governance structures in place 
but also fostering an organizational culture that values 
transparency, accountability, and ethical decision-making.10

Strategies for Integrating Ethical and Legal Compliance:

Leadership Commitment to Ethical Culture

•	 Leadership, particularly the executive director 
and board members, must demonstrate a strong 
commitment to ethics and legal compliance. When 
leadership consistently upholds high ethical standards 
and ensures legal compliance, it sets a tone for the 
entire organization.

•	 Leaders must be proactive in addressing ethical 
dilemmas and legal challenges, ensuring that the 
organization’s actions align with its mission and values.

Encouraging Open Dialogue and Whistleblower 
Protections

•	 Nonprofits should encourage open dialogue about 
ethical concerns, legal issues, and potential risks. 
Creating a safe space for employees, volunteers, and 
other stakeholders to voice concerns ensures that 
potential problems are identified early.

•	 Implementing strong whistleblower protections is 
essential to fostering an ethical environment where 
individuals are not afraid to report unethical behavior 
or legal violations without fear of retaliation.

Continuous Monitoring and Evaluation:

•	 Nonprofits must continuously monitor their operations 
to ensure that ethical standards and legal requirements 
are being met. This includes conducting regular audits, 
evaluating program outcomes, and reviewing internal 
processes for potential vulnerabilities.

•	 Regular evaluations of governance practices ensure 
that the organization is adapting to changes in laws and 
regulations and addressing emerging ethical concerns.

Case Study Example:

Oxfam International faced significant ethical and legal 
challenges following internal controversies involving 
allegations of sexual misconduct by staff members. In 
response, Oxfam overhauled its governance structure to 
implement more robust internal controls, including better 
screening of staff, mandatory ethics training, and enhanced 
mechanisms for reporting misconduct.

The organization worked to integrate ethics and compliance 
into its organizational culture by establishing a clear set of 
ethical guidelines and providing continuous training for staff 
and board members. This restructuring allowed Oxfam to 
regain donor trust and improve its ability to navigate future 
ethical and legal challenges.

Nonprofit organizations face a complex array of ethical 
and legal challenges that require effective governance 
to navigate. By adopting strong governance structures, 
implementing clear policies and internal controls, and 
fostering an ethical organizational culture, nonprofits can 
address these challenges and ensure that they operate in 
a legally compliant and ethically sound manner. Effective 
governance not only helps mitigate risks but also enhances 
transparency and accountability, which are essential for 
maintaining public trust and fulfilling the mission of the 
organization.

Keywords: nonprofit governance, ethical dilemmas, legal 
challenges, conflicts of interest, tax compliance, fundraising 
regulations, employment law, governance structures, 
transparency, legal compliance.

Key Governance Strategies 

Transparent Communication with Stakeholders:

•	 Nonprofit organizations must ensure that 
communication with stakeholders is clear, honest, 
and regular. Transparent reporting not only builds 
trust but also helps demonstrate accountability for 
the use of funds and resources. By actively engaging 
with stakeholders, nonprofits can better understand 
their concerns, address potential issues proactively, 
and foster long-term relationships.
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•	 Nonprofits should disclose key decisions made by 
the board, particularly those related to financial 
management, program outcomes, and compliance 
with regulations. Publicly accessible annual reports, 
detailed financial disclosures, and performance metrics 
can help build transparency and credibility.

Independent Oversight and External Audits

•	 Nonprofits should utilize independent audits to assess 
their financial health, compliance with regulations, and 
overall performance. These external audits provide 
an objective evaluation of the organization’s financial 
statements and can help identify areas for improvement 
or potential risks.

•	 Independent oversight, either through an external audit 
committee or by engaging third-party evaluators, can 
provide a fresh perspective on the nonprofit’s practices, 
including ethical decision-making processes and legal 
compliance. This external scrutiny can help uncover 
any hidden issues and reinforce accountability.

Ethical Decision-Making Frameworks and Codes 
of Conduct:

•	 Implementing a formal ethical decision-making 
framework or code of conduct can provide guidance 
for board members, staff, and volunteers in addressing 
everyday challenges and dilemmas. These frameworks 
help create a uniform approach to decision-making 
and establish expectations for behavior.

•	 Ethical codes should cover areas such as conflicts 
of interest, handling of confidential information, 
interactions with donors and volunteers, and adherence 
to the nonprofit’s mission. These guidelines should 
be enforced consistently, with clear consequences 
for breaches.

Stakeholder Involvement in Governance:

•	 Involving key stakeholders in the decision-making 
process can help ensure that the nonprofit is responsive 
to its community’s needs and values. Stakeholder 
engagement can take the form of advisory boards, 
focus groups, or regular surveys.

•	 This inclusive approach can also help avoid ethical 
pitfalls by encouraging open dialogue and diverse 
perspectives, allowing the nonprofit to make decisions 
that align with both its mission and the ethical 
expectations of its stakeholders.

Conclusion

The importance of strong governance structures in nonprofit 
organizations cannot be overstated. Ethical dilemmas and 
legal challenges are inevitable, but they can be mitigated 
through well-designed governance strategies. Clear conflict 
of interest policies, robust internal controls, comprehensive 

risk management frameworks, and regular training all 
play a critical role in ensuring nonprofits adhere to legal 
requirements and uphold ethical standards.

Moreover, fostering transparency and accountability 
through open communication and external oversight helps 
build trust with stakeholders, ensuring that the nonprofit 
can effectively carry out its mission. With strong governance, 
nonprofits can navigate ethical and legal challenges, mitigate 
risks, and create positive social impact.

Ultimately, nonprofit organizations that prioritize ethical 
decision-making, transparency, and risk management will 
enhance their sustainability and credibility. By committing 
to these principles, they can address legal and ethical 
challenges proactively, fulfill their missions, and contribute 
to meaningful societal change.
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