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The Mitigating Effects of Transformational
Leadership during Crisis

Abstract

The positive role of transformational leadership on productivity and mental well-being has long
been established. Transformational leadership behavior may be particularly suited to navigate
times of crisis which are characterized by high levels of complexity and uncertainty. We exploit
quasi-random assignment of employees to managers and study the role of frontline managers’
leadership styles on employees’ performance, work style, and mental well-being in times of crisis.
Using longitudinal administrative data and panel survey data from before and during the Covid-
19 pandemic, we find that frontline managers who were perceived as having a more
transformational leadership style before the onset of the pandemic, led employees to better
performance and mental well-being during the pandemic.
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1. Introduction

Transformational leadership has received much scholarly attention and its positive role for pro-
ductivity as been widely documented (Jin et al., 2016; Bass et al., 2003; Ng, 2017). Additional
benefits of transformational leadership include increases in workers’ job satisfaction, and their
overall and mental well-being (Tims et al., 2011; Braun et al., 2013; Samad et al., 2022; Sosik &
Godshalk, 2000; Liu et al., 2010; Kloutsiniotis et al., 2022). Yet, also positive effects of trans-
actional leadership styles are being recognized (Bass et al., 2003), and more recently, Zehnder
et al. (2017) suggested that the optimal leadership style depends on the environment and its
complexity. Transactional, incentive-based systems seem to work better in simple environments
while transformational approaches that strive to align values of followers and leaders seem to be
more effective in complex situations (Keller, 1992; Zehnder et al., 2017). As times of crisis are
characterized by high levels of complexity and uncertainty, transformational leadership may be
more beneficial in these times.

The importance of leadership in crises is increasingly being recognized (Wu et al., 2021).
Two different aspects are distinguished: how leadership styles change in times of crises and
how effective different styles are in these times. A growing literature examines how leadership
styles change in times of an organizational crisis (see Wu et al. (2021) and Collins et al. (2022)
for recent reviews). Few studies look into how different types of leadership may mitigate the
effects of crises. A notable exception is Sommer et al. (2016) who show that transformational
leadership is positively related with worker resilience. However, Collins et al. (2022) note that
existing studies on crisis leadership often face methodological limitations, due to, for example,
the cross-sectional nature of the data collected at one point in time (usually during or after
the crisis). Further, most studies considered in their review focus on strategic level leaders
(i.e., CEOs). Surprisingly little is known about frontline managers who interact with employees
frequently and more “hands on”, and are arguably of substantial importance in crisis situations.

Our paper studies the role of frontline managers’ leadership styles on employees’ performance,
work style, and mental well-being in times of crisis. We focus on a severe and unexpected crisis,
the Covid-19 pandemic, and on a setting that has been particularly affected by the crisis: The
financial industry in low- and middle-income countries that caters to hard-to-reach segments of
the market by offering microfinance services. Field staff who usually travel to remote and rural
areas to conduct transactions in person were severely restricted in their movement by the nation-
wide lockdown. In addition, debt moratoria allowed many borrowers to pause their repayments,
which put additional pressure on the cash flow management of the institutions. As an additional

consequence of the moratoria, complexity and uncertainty of the work environment skyrocketed



during the Covid-19 pandemic, and established incentive schemes became inapplicable due to
exogenous restrictions and policy measures. This affected employees’ performance and mental
well-being negatively (Malik et al., 2020; Czura et al., 2022).

This setting is interesting for several reasons. First, the Covid-19 pandemic was completely
unexpected and entailed unanticipated consequences. This implies that there were no mitigating
strategies in place, so we can rule out that the effects of leadership styles are confounded by
better preparedness of certain leaders. Second, the industry faced complex operational challenges
and exogenously imposed constraints. Third, we have data from before and during the crisis,
which helps us address some of the methodological challenges. Forth, we can measure individual
performance accurately for each employee and thus identify granular effects of leadership styles
and times of crisis on outcomes. Lastly, in the firm we study, employees are quasi-randomly
assigned to managers and hence leadership styles before the onset of the Covid-19 pandemic.
Similar to Hertzberg et al. (2010); Fisman et al. (2017) and Bhowal et al. (2021), we exploit this
natural experiment to improve inference.

We study 146 branches of a large Indian Not-for-profit Microfinance Institution. Each of these
branches has one branch manager and two to eight loan officers. Branch managers are frontline
managers and directly responsible for the supervision of the loan officers, i.e. the employees in
their branch who establish and maintain links to the clients. We define each branch manager’s
leadership style as transactional or transformational based on their subordinate employees’ rating
from the Global Transformational Leadership questionnaire (Carless et al., 2000). In our main
analysis, we focus on the pre-crisis leadership rating since leadership behavior is traditionally
viewed as a stable, innate characteristic of the leader, and leadership perceptions during the
crisis are likely correlated with our outcome measures of interest which are influenced by the
Covid-19 pandemic.*

We link 146 managers’ leadership style to measures of performance, work style, and mental
well-being of 585 employees. For this, we use monthly administrative data on multiple perfor-
mance indicators of individual employees, such as the number of new clients acquired or the
financial performance of the managed loan portfolio from October 2019 to January 2021. In
addition, we use detailed survey data from before and during the pandemic to measure employ-
ees’ work styles, and data collected during the pandemic on mental well-being. We observe how
employees’ outcomes change over the course of the crises. To understand the role of leadership,

we differentiate these trajectories by leadership styles. Our estimation strategy exploits the

!See also Birkeland et al. (2017) who report that employees suffering from high post-traumatic stress following a
terrorist attack at the workplace viewed their immediate leader as less supportive, while unaffected employees
viewed their leaders similarly to before the attack.



longitudinal dimension of the respective outcome variable. We use a difference-in-differences
estimation strategy for outcome variables that we observe before and during the crisis. We also
split the crisis into a period of particularly high uncertainty in which the Covid-19 pandemic
disrupted regular operations heavily due to the national debt moratorium (April — August 2020),
and a period of lower uncertainty after the moratorium (September — January 2021). Lastly,
we apply a simple difference estimation strategy for outcomes that we only observe during the
crisis.

We find that employees whose frontline managers have a more transformational leadership
style handle fewer clients and acquire fewer new clients before the Covid-19 pandemic. In
contrast, during the pandemic, these employees acquire more new clients, they handle more
clients in total, and their financial portfolio performs better. Results are similar for both periods
of crisis and the magnitude of the effects imply that employees of more transformational leaders
catch up with their peers during the crisis. With respect to work styles and effort, we find that
transformational leaders induce more planning and effort, and shorter working times among their
employees before the pandemic. During the pandemic, we observe no change in work style but
an increase in working time of these employees. Further, the subjective well-being of employees
of transformational leaders was higher in June and July 2020, and perceived stress lower. We
interpret these findings as suggestive evidence that transformational leaders do better in leading
their employees in times of crisis and uncertainty.

Our pre-crisis leadership measure is in line with the traditional conceptualization of leadership
behavior as a stable, innate characteristic of the leader.? However, it stands in contrast to recent
findings of leadership changes as a result of crisis (e.g., Stoker et al., 2019; Garretsen et al., 2022).
While these recent studies focus on participative vs. directive styles, we also address potential
changes in transformational and transactional leadership styles in exploratory analyses. We
find little changes in leadership styles in response to the crisis: On average, frontline managers
receive lower transformational leadership scores, but the classification of more transformational
vs. more transactional leaders remains unaffected for the majority of managers.

Our research contributes to two strands of literature. First, we contribute to the literature
documenting the relationship between leadership styles and employees’ outcomes (see for ex-
ample Zehnder et al. (2017) for an overview). This literature has established positive links of

transformational leadership to employee productivity (e.g., Jin et al., 2016; Bass et al., 2003;

2This conceptualization is supported by several documented linkages between a leader’s personality and their
transformational leadership behavior (see Bono & Judge (2004) and Déci & Hofmans (2015)). For instance,
emotional intelligence (Barling et al., 2000), core self-evaluations (Resick et al., 2009), positive psychological
traits such as hope, optimism, or resilience (Peterson et al., 2009), internal locus of control, and extraversion
(Judge & Bono, 2000a) have all been shown to relate positively to transformational leadership ratings.



Ng, 2017; Casas-Arce & Martinez-Jerez, 2022) and to mental well-being (e.g., Braun et al., 2013;
Samad et al., 2022; Sosik & Godshalk, 2000; Liu et al., 2010; Kloutsiniotis et al., 2022). While
most studies focus either on the effects of leadership on performance or employer well-being, we
examine effects of transformational vs. transactional leadership styles on both outcomes in one
setting. We find that effects on performance depend on circumstances: Transactional leadership
appears to be beneficial during ‘normal’ times in our setting when high-powered incentives are
in place. In contrast, transformational leadership can allow for better navigation of a crisis (Ma
& Yang, 2020), when complexity surges and standard incentive schemes become inapplicable.
This suggests a more nuanced view of leadership styles, consistent with Zehnder et al. (2017)
arguing that the optimal leadership style depends on the complexity of the environment. In
terms of mental well-being, our results suggest that employees cope better with times of crisis
under more transformational leadership. More generally, we also advance this literature as our
setting allows for enhanced identification of observed effects due to the quasi-random assignment
of leaders to employees.

Second, we contribute to the expanding literature on leadership and crisis management (see
Wu et al. (2021) and Collins et al. (2022) for recent reviews). Existing work mostly concentrates
on political leadership in times of crisis or disasters (see, for example, Bligh et al. (2004); Boin
et al. (2013); Zhang et al. (2012)). More recently, also changes in leadership styles in times of
crisis have been studied. For example, Stoker et al. (2019) and Garretsen et al. (2022) found that
both the financial crisis and the Covid-19 pandemic led to an increase in directive as opposed
to participative leadership behavior among repeated cross-sectional samples of managers before
and after the crises. D6ci & Hofmans (2015) show in a lab experiment that leaders act in less
transformational ways when they encounter overwhelmingly complex tasks. Our contribution to
this literature is three-fold. First, we analyze how leadership styles affect employees’ outcomes in
normal times and in times of crisis in an emerging market economy based on detailed employee
panel data. Second, we limit endogeneity concerns by linking pre-pandemic leadership style
measures to employees’ performance. Third, our unique longitudinal data on leadership style
allows us to investigate the change in leadership ratings within managers. Our findings sug-
gest that innate characteristics of more transformational leadership can make employees more

resilient.



2. Background

Institutional setting

We partner with an Indian microfinance institution that focuses its operations on Northern In-
dia.? It provides financial services to poor women with the aim of supporting income-generating
activities and eradicating poverty. In 2021, this financial institution served a total of nearly
750,000 active borrowers who held loans worth about 15 billion INR (about 172 million EUR at
the time of writing). The institution operates via 450 branches that are located in eight different
states.

As typical for the sector, the loan officers are the main field staff and responsible for all
client-facing work. Clients are typically located in rural areas, so loan officers travel from the
branch to the clients’ villages where they provide services in face-to-face interactions. One main
task is to ensure existing clients repay their loans, which happens during group meetings. In
these, clients of a village come together, usually on a monthly basis. The loan officer chairs
the meeting and supervises repayment. They also advertise new products and monitor how
the loan is used. The most important metric for assessing performance in this set of tasks is
financial performance, measured as the share of the outstanding loan repayments collected. An
additional set of tasks relates to the expansion of the client portfolio, e.g., by selecting potential
villages and establishing business relationships with poor women. The performance in this task
is measured by the number of newly acquired clients. On average, one employee serves 547
clients. Clients can be of two main types: Standard clients only receive loans if a group provides
social collateral, i.e., agrees to be liable for the loan and to repay in case of delinquency. These
group clients form the vast majority of clients an employee serves (91%) and they conduct all
transactions in the group meetings. Existing clients who are assessed to be especially credit-
worthy are offered a loan without social collateral. These clients are served individually and
they do not need to attend any group meetings. In normal times, the organization monetarily
incentivizes the acquisition of these individual borrowers because they have larger loan sizes and
hence lower relative costs per loan, and it is more difficult to acquire suitable clients. However,
their financial performance can be more volatile compared to group borrowers since they do not

benefit from the group’s mutual insurance for loan repayment. Further monetary incentives are

3The collaboration started in 2018 to study the effects of incentive schemes on work organization and perfor-
mance. We collected baseline data in December 2019 but due to the Covid-19 pandemic, could not implement
the field experiment that was planned to be rolled out in April 2020. We decided to collect additional data
that we use, together with the baseline data, in this paper as well as in Czura et al. (2022). In the other
paper, we descriptively document the time use and tasks of loan officers as well as their output and mental
well-being. We use the leadership data and exploit the random assignment of employees to managers only in
the present paper.



in place for targets that relate to the financial performance, the number of newly acquired group
clients, and the total number of clients served.

The branches are led by a branch manager who supervises the two to eight loan officers of
the branch. The branch managers can best be thought of as frontline managers. The minimum
qualification requirement is a university degree and three years of relevant work experience.*
Managers do not handle clients themselves. Instead, they set goals for their branch with the
area hubs of the organization, they plan how to achieve these goals, they coordinate the work of
the employees assigned to the branch, and they monitor and supervise their employees. The im-
portance of the managers for the work of employees is highlighted by one loan officer interviewed
in August 2019: “I think an [employee] does a good job only if the manager is good. [...In] some
of the branches, the [employees] can’t do the work properly. The fault lies with their respective
managers.” The managers’ payment is tied to the performance aggregated across all employees
of their branch. This bonus payment takes into account the number of clients served, the num-
ber of newly acquired clients (in total and by client type), and the financial performance of the
branch. We present further descriptive statistics on both employees and frontline managers in
Section 4.1.

Planning of staff is centrally done at headquarters. This includes determining the number of
loan officers per branch, allocating loan officers to branches, etc. Branch managers may request
additional staff, but cannot hire anyone themselves. Managers are nonetheless involved in the
recruitment process because the related activities usually take place at branches.® Importantly,
branches that handle applications by prospective loan officers (usually the closest one to the
applicant’s place of residence) are not the branches to which loan officers will be posted: To
avoid clientelism, field staff is not allowed to be posted within 40 km of their current place of
residence, and there is regular staff rotation across branches. We document the quasi-random

allocation of employees to branches and hence managers in Section 3.

The onset of the Covid-19 pandemic in India

The Covid-19 pandemic was a large exogenous shock that demanded many adjustments in the
operation of financial institutions, especially those with face-to-face business routines. The

microfinance industry experienced pressure from two fronts during the onset of the pandemic.

4During the recruitment process, preference is given to higher-educated applicants. If possible, vacant manager
positions are filled by internal promotions.

5Candidates for the job of the loan officer go through a written test, a group discussion led by a recruitment
officer, and an interview with a panel consisting of the branch manager and two higher-level managers. The
minimum qualification requirement for loan officers is a university degree. New loan officers are usually between
18 and 30 years old when they join the organization.



First, a nationwide Indian lockdown severely restricted movement for the entire month of April
2020. Many limitations remained in place until the end of May and impeded much of the
fieldwork required for normal business routines, especially for collecting loan repayments.
Second, the industry suffered from another substantial external constraint: To cushion the
effect of the lockdown restrictions for borrowers, the Reserve Bank of India (RBI) implemented
a debt moratorium. This moratorium was in place from March 27 to the end of August 2020
and allowed financial institutions to grant their clients repayment pauses for the duration of the
moratorium. The corresponding changes in cash flows created further uncertainty for microfi-
nance institutions as their own refinancing loans were not covered by the moratorium. The time
of the debt moratorium was hence characterized by increased pressure on the financial stability
of the sector and disruptions to the normal modus operandi. This posed new challenges to
the management of organizations in the microfinance sector, increasing work complexity and

uncertainty.

Institutional implications

Two main challenges emerged for the management of the institution we study. First, the lock-
down meant that it became more difficult to coordinate, support, and monitor the work of
employees, especially during the period of work from home. Despite of advanced technical
equipment of the organization, work from home was challenging to implement due to the nature
of loan officers’ tasks.® The organization implemented new measures to support and monitor
employees’ effort while they were working from home. For example, a new app was rolled out
with which loan officers were asked to remotely contact their clients from their work smartphone,
such that these efforts could be documented and distinguished from shirking. App data were
also used to determine salary payments: To receive a full salary while not working at the branch,
the app had to be used on work days.” The frontline managers were mainly responsible for the
implementation of the additional measures to deal with the crisis: On top of their usual tasks,
they had to supervise and motivate their employees to reorganize their work, and managers had
to oversee the implementation of the new systems for monitoring that would determine salary
payments.

Second, the uncertainty around clients’ livelihoods created by movement restrictions was exac-
erbated by a dry-up of other income sources, such as remittances, reducing borrowers repayment

capacity even further. While the debt moratorium eased these pressures on the client side, the

5Tn our sample, around 90% of employees self-reported that they continued working during movement restrictions
in April and May, but only 24% stayed close to the branch office and worked on-site.

"The lower bound of the salary was 80% of the pre-pandemic base salary that every employee would receive in
April and May.



institution still had to find restructuring agreements for its own loans as these were not cov-
ered by the moratorium. The CEO summarizes the situation in an interview mid-May 2020 as
follows: “There is a fear amongst everybody. Even lenders like banks [...] are concerned about
their asset quality, they are functioning at their one-third capacity, thereby making them a bit
risk-averse during such times.” Importantly, the debt moratorium severely affected the collected
loan repayments. Borrowers making use of the moratorium and the remote working conditions
implied that targets based on pre-pandemic standards became unattainable and the existing

incentive structure was quickly put on hold in April 2020.

3. Data and Empirical Strategy

Data

Our data come from two main sources: administrative data from the organization about its
employees’ performance and self-reported data from surveying employees via online question-
naires. We restrict our sample population to branches in the two main states of operations,
Uttar Pradesh and Madhya Pradesh, and exclude small branches with fewer than three loan
officers and branches that do not offer the standard (group) loan product and hence operate
differently.® From this set of branches, we randomly select 150. Branches are located in or close
to the following agglomerations: Allahabad, Gwalior, Jabalpur, Jaipur, Lucknow, Moradabad,
Saharanpur, and Varanasi. The monthly administrative data we obtained range from October
2019 to January 2021 and contain information on the number of clients handled, new clients
acquired, as well as the financial performance of the loan portfolio, i.e., complete repayments as
a fraction of outstanding repayments.

We complement these admin data with self-collected survey data. The baseline survey covers
an assessment of the branch manager’s leadership style and detailed information about em-
ployees’ work style, and subjective measures of their effort. We also elicited basic demographic
characteristics. The baseline survey was administered in December 2019 and January 2020, and,
with slight alterations, repeated a year later as endline survey. In addition, we use data from
a “Covid” survey that elicits workload, mental well-being, and perceived stress. This survey
was administered each week from June 15 to July 26, 2020. Appendix B provides a detailed
description of all variables.

We distributed online questionnaires by posting links in chat groups that employees can access

via their work smartphones. A video recorded by two local research assistants introduced the

8We made this decision when designing the experiment, i.e., prior to this study. By the time the study was
implemented, three branches employed only two loan officers.



study and explained procedures prior to the start of the baseline survey. Before accessing
the survey, all employees provided written consent for study participation. This consent was
renewed for each subsequent survey. To protect employees’ privacy, it was made clear that
neither individual-level nor branch-level responses would be shared with managers, and that
only aggregate results would be communicated to headquarters. Employees took the survey
in Hindi or English and could switch languages at any time. Due to concerns of our partner
organization, we could not monetarily incentivize responses. Instead, employees received a
certificate for their participation if they completed at least 80% of the surveys, and employees
were allowed to fill in the survey during their regular work hours. To increase response rates,
the local research assistants followed up with employees. Frontline managers were briefed about
the study and also encouraged participation.” We split up surveys into several questionnaires
to circumvent fatigue and increase response rates by making surveys very quick to fill in (less
than five minutes on average). This came at the cost of varying sample sizes across variables,
as not all respondents filled in all the links.

To build a coherent data set, we focus our main analyses on 585 employees who i) appear in
the administrative data, ii) complete our baseline survey and hence consented to participating
in the study, and iii) for whom we can construct a branch-level leadership score, as explained
below.!? These restrictions imply that we analyze data from 146 branches. Figure A.1 provides

an overview of the sample, response rates, and the number of excluded employees for each survey.

The measure of transformational leadership

We measure each manager’s leadership style using the Global Transformational Leadership ques-
tionnaire by Carless et al. (2000). Each employee rates their manager on eight dimensions of
transformational leadership. We aggregate these eight ratings to an equally-weighted transfor-
mational leadership score and normalize it to a range between zero and one. For each employee,
we hence elicit their assessment of their leader, where leadership style ranges from purely trans-
actional (the lowest possible score, zero) to purely transformational (the highest possible score,
one).

We then define a manager’s leadership style based on their pre-crisis leadership rating from all
their subordinate employees. For this, we assign the average transformational leadership rating
of all employees in the branch b to the manager, i.e., Leader Style,. We then create a binary

leadership style variable distinguishing more transformational and more transactional leadership

“Response rates and attrition do not differ by leadership style (see Table A.10).

10Restriction iii) implies that at least one employee of the branch has to have answered the leadership question-
naire. Participants that are excluded for not meeting all three criteria are similar to our sample in terms of
observable characteristics (see Table A.12).
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styles: The variable Transformational Leader; is equal one if the branch manager’s score is above
the sample mean, and hence their leadership style can be classified as more transformational

I This is our preferred

relative to other managers in our sample, and equal zero otherwise.
measure due to the ease of interpretation. In addition, we discuss results for the normalized,
continuous measure of transformational leadership (Leader Styley), a normalized and continuous
leadership measure that excludes the employee’s own rating and is equal to the average rating
of the other n — 1 employees in their branch b, Leader Style exclusive,, and an alternative binary
classification based on a median sample split (see Section 4.3). Results for these alternative
measures of transformational leadership are similar.

Our main analysis relies on the pre-crisis transformational leadership rating since leadership
perceptions during the crisis are likely correlated with our outcome measure of interest (Birkeland
et al., 2017), which, in turn, are influenced by the Covid-19 pandemic and the debt moratorium

in particular (Czura et al., 2022). In an exploratory analysis in Section 4.3, we discuss how

leadership ratings have changed with the pandemic.

Quasi-random assignment of employees to branches

One concern in identifying a causal relationship between frontline managers’ leadership style and
the performance of their employees is the matching of managers and employees based on vari-
ables and characteristics unobservable to the econometrician. Employees may be systematically
allocated to specific branches or managers, and different leadership styles may be better able
to retain employees or they may attract different types of employees. As described above, the
selection of employees and their assignment to branches is separated in our partner institution:
While applications are handled by the closest branch, the newly hired employee will not work at
this branch. Additionally, regular staff rotation is in place to further curb potential clientelism.
These procedures suggest that the allocation of employees to branches is as good as random.
We empirically investigate this quasi-random allocation with three tests. First, we investigate
the correlation between employee characteristics on the one hand, and branch and manager
characteristics on the other hand. Out of the 36 correlations, only the correlations between
employee age and the number of clients with individual loans and between employee age and
manager gender are significant at the five percent level; and the correlations between the em-
ployee gender and manager age as well as employee education and the number of employees per
branch are significant at the ten percent level (Table A.1). The number of significant correla-

tions is similar to what would be expected for random assignment of employees to managers

HNote that the manager’s leadership rating is assigned to each employee in their branch, independent of whether
the employee assessed the leadership style themselves. This allows us to maximize the number of observations.

11



(3.6 at the ten percent level and 1.8 at the five percent level). Second, we test whether em-
ployee characteristics differ by their manager’s leadership style. Table A.2 shows that there
are no significant differences in employee characteristics of transformational and transactional
managers (Column 3). This suggests that employees are not systematically assigned to specific
managers. Lastly, we investigate whether managers’ leadership style is correlated with employee
turnover. If transformational leaders differed systematically in the retention of employees, this
could result in selective matching between managers and employees. As set out in Table A.3,
neither the normalized leadership score nor the binary leadership classification of transforma-
tional leadership correlate significantly more with turnover than what would be expected given
random assignment. We conclude that employees are indeed quasi-randomly allocated to man-
agers since employee characteristics are not correlated to branch and manager characteristics,
and the leadership style does not influence the type of employees nor the likelihood of their

retention.

Empirical strategy

To assess the role of leadership during crises, we observe how employees’ individual performance,
their work style, and their mental well-being change in response to the crisis. We differentiate
these trajectories by the leadership styles of employees’ managers. For outcomes that we observe
before and during the crisis, we use a difference-in-differences estimation, whereas outcomes
observed during the crisis are assessed as simple differences. We lay out our empirical strategy
for the following three outcome categories based on our available data: monthly performance of
employees as documented by the administrative data, work styles captured in the baseline and
endline survey data, and mental well-being measured throughout June and July.

Our first estimation model differentiates transactional vs. transformational leaders, before
and during the crisis. For the monthly performance data as well as the baseline and endline
survey data, we estimate differential changes in response to the crisis by the leadership style of

the responsible manager as follows:

yirt = a+ B1 Transformationaly + By Crisiss, +83 Trans formationaly, X Crisiss + v + X; + €t

(1)
where y;; is the outcome variable for employee ¢ in branch b and at time ¢; Transformationaly
is the manager’s leadership style measure in branch b; Crisis; is an indicator for the observation
being from during the pandemic; v are month fixed effects and only included if applicable, y; is

a vector of employee control variables and €;;; is the error term. The time dimension ¢ is defined
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as month ¢ = m for the monthly performance data or as a binary variable distinguishing survey
data from the the baseline (¢t = 0) or endline (¢ = 1). Consequently, Crisis; indicates any month
after March 2020 for monthly performance data and any observation from the endline survey
for the survey data.

The monthly performance data further allow us to examine different levels of crisis intensity.
In particular, we take into account the especially strenuous time of the debt moratorium and
distinguish three time periods: First, normal times, i.e., October 2019 to March 2020, crisis with
higher uncertainty from April 2020 to August 2020 (during the moratorium), and crisis with
lower uncertainty from September 2020 to January 2021 (after the moratorium). We estimate

the following regression equation:

Yibm =a + 01 T'rans formationaly, + Bo Trans formational, x CrisisHigh,,

+ B3 T'ransformational, X CrisisLowy, + Vm + Xi + €ibm

where y;p, is the outcome variable for employee ¢ in branch b and month m; CrisisHigh,, is
an indicator for the observation being from the period April to August 2020; CrisisLow,, is an
indicator for the observation being from the period September to January 2021; Transforma-
tionaly is the manager’s leadership style measure in branch b; v, are month fixed effects, x; is
a vector of employee control variables and €;p,, is the error term.

To assess the relationship of transformational leadership and the psychological state of employ-
ees during the heyday of the crisis, we use data from the Covid survey administered throughout

June and July. We estimate:

Yire = o + BTrans formational, x Survey; + € (3)

where Survey; indicates week ¢ of the survey and runs from one to six. Transformational, follows

the above definition.

4. Results

4.1. Decriptive statistics
Sample

Our sample consists of 146 branches, and we have detailed information on 585 employees and
144 managers. We present summary statistics in Table 1. The branches have on average four

employees and they serve 1918 clients with group loans and 185 clients with individual loans.
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The frontline managers are on average 30 years old, nearly all of them are male and have a
college degree (98% each). As of December 2019, they have worked for over six years at the
organization. Employees are on average 26 years old, also overwhelmingly male (91%), and most
have a college degree (84%). Around half of them are married, and they have worked around
2.5 years at the organization and 1.8 years at the current branch, as of December 2019. During
the period of our study, from October 2019 to January 2021, employees serve on average 500

clients with group loans and 47 with individual loans.

Leadership

Table A.4 sets out the summary statistics for our leadership measures as indicated by each
employee. The overall score shows that employees rate their frontline managers’ leadership style
as more transformational (0.7 on a scale from zero to one), with little differences across the
individual components of the overall score. Sixty-three percent of the managers are classified as

transformational leaders according to our binary definition based on the sample mean.!?

4.2. Main Analysis
Performance

Before the pandemic, from October 2019 to March 2020, each employee served on average 556
clients in total, 505 group and 51 individual clients. Employees acquired 14 new clients per
month and collected 92% of the outstanding repayments of all their clients. In this period,
transformational leadership (Leader Style,) is negatively correlated with the overall number
of borrowers (see Table 2, Column 1), which is driven by the negative correlation between
transformational leadership and the number of group clients (Column 2), the predominant type
of clients. In contrast, employees with more transformational leaders serve more individual
clients (Column 3). These employees acquire fewer new clients per month (Column 4) and
have worse financial performance as measured by the collection percentage for loan repayment
(Column 5). The latter two performance measures may be related to the shifted focus on
individual clients, as these clients are more difficult to acquire and their repayment performance
is more volatile.

Our main analysis focuses on the binary leadership classification, i.e., more transformational
as compared to more transactional leadership styles. Table 3 presents estimated coefficients

from Equation 1 in Panel A and from Equation 2 in Panel B. The results confirm the negative

12T Section 4.3 we discuss that results are qualitatively similar when we use the sample median, according to
which 53% of managers would be classified as transformational. We also present results for the additional
leadership measures, the continuous rating and the continuous one that excludes the employee’s own rating.
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correlation between leadership style and performance during normal times. Employees of more
transformational frontline managers serve 19.4 fewer clients with group loans (-3.7%) and 8.6
more clients with individual loans (17.7%). They acquire 1.5 fewer new clients each month
(-10.2%) and their financial performance is around 2.7 percentage points (-2.9%) lower. How-
ever, during the crisis, when the Covid-19 pandemic imposed restrictions on employees’ work
environment, more transformational managers induced better performance in all the dimensions
in which their employees were previously underperforming, with the exception of client acqui-
sition. This is true for the entire crisis period (April 2020 — January 2021), and both crisis
periods of higher uncertainty (during the moratorium) and lower uncertainty. For example,
employees made up their pre-pandemic shortfall in financial performance completely during the
overall crisis period (+3.4 percentage points, or 3.7%). This improvement in performance is not
only visible during the time of higher uncertainty (42.7 percentage points, or 2.9%) but also
sustained in the time of lower uncertainty (+4.2 percentage points, or 4.5% compared to the
pre-crisis period). This pattern is the same for all performance measures: We find no difference
in employees’ performance with more transformational leaders between the periods of higher
and lower uncertainty. These results suggest that — while clearly important for the industry —
the moratorium was not the only determinant of task complexity in this crisis.
Better-performing employees of more transactional leaders in pre-crisis times and a reversal
in times of crisis is in line with Zehnder et al. (2017) who argue that the optimal leadership style
depends on the environment, and in particular, its complexity. Before the crisis, an established
routine, clear goals, and a corresponding incentive structure to reward individual performance
were in place.'® In this clearly defined setting, more transactional leaders were better able to
stimulate performance. In contrast, during the crisis, complexity of the work increased, the
incentive structure in place was suspended, and more transformational managers led employees
to better performance. Consistent with this interpretation, Figure A.2 illustrates that incen-
tives were only paid before the onset of the pandemic and were already lower than usual in

March 2020.14

3Note that individual loan clients are a rather new innovation in the sector that traditionally relied exclusively
on group loans. In addition, the acquisition of individual clients is ambiguous for bonus payments. While the
acquisition of individual clients can yield a piece-rate bonus payment, this bonus is contingent on sufficiently
strong financial performance, which, in turn, may be dampened by individual clients.

lRelated to the better performance in many dimensions, the average bonus of employees with more transactional
leaders is slightly larger in the pre-crisis period (1495 vs. 1408 rupees, t-test, p=0.07).
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Work styles

A more transformational leadership style is positively associated with pre-pandemic work styles,
as shown in Table 4: Employees with more transformational managers better plan their workday,
and they exhibit more effort. When asked about their hours worked, the calculated working
time suggests they work significantly less time (71 minutes per day, or -10.2%, see Column 3).
However, when asked about subjective assessments of working time, such as often working
overtime, the leadership style of the manager does not appear to matter. This divergence
may occur due to several factors. First, despite working fewer hours, employees with more
transformational leaders may feel they spend a lot of time at work, for example, because they
exert much effort or work more efficiently and get more work done. Second, the questions around
objective working time are less prone to social desirability bias than those in the subjective
working time index. Given that characteristics of employees with rather transformational leaders
are comparable to those with rather transactional leaders (see Table A.2), one could assume that
social desirability is equally strong in both groups of employees. This may explain the working
time patterns. Lastly, we note that the two measures differ in their sensitivity: while objective
working time varies by minute, subjective working time combines four statements that are rated
on a five-point scale each.

The crisis did not significantly impact employees’ planning or effort, but it is associated
with a substantial reduction in working time by 78 minutes per day (-11.2%). This may be
linked to restrictions complicating or preventing regular work tasks. While new approaches
to keeping client contact were introduced that probably increased the workload if they were
actually implemented, monitoring employees was more difficult and the incentive scheme was
paused, such that more transactional leaders might have had a harder time enforcing pre-crisis
working hours. In contrast, employees of rather transformational managers exhibit a stable
provision of work time. Together with the higher performance regarding the number of clients
served and the acquisition of new clients, we interpret these findings as employees of more
transformational managers displaying higher effort and motivation to keep client contact during

the crisis despite the disruptions to their operations.

Mental well-being

We measure mental well-being through subjective well-being and perceived stress in six consec-
utive weeks in June and July 2020. Figure 1 shows how subjective well-being (Panel A) and
perceived stress (Panel B) developed over this time period for employees of more transactional

vs. more transformational managers. The patterns appear to suggest better mental well-being
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for employees of more transformational managers, but we lack the statistical power to distinguish
the subjective well-being and perceived stress scores of these two types of employees within a
given survey week.

When pooling the data across the six weeks to estimate Equation 3, we find that subjective
well-being is 0.34 standard deviations higher and perceived stress is 0.13 standard deviations
lower if employees work with a more transformational manager (Table 5, Columns 1 and 4).
We also exploit the panel structure of this data to examine whether mental well-being changes

15 We do not see

differentially by leadership style during the six weeks under consideration.
differential changes in the mental well-being measures for different leadership styles, neither for

subjective well-being (Columns 2 and 3), nor for perceived stress (Columns 5 and 6).

Summary

Our findings suggest that benefits of different leadership styles can depend on the (work) en-
vironment. Pre-crisis, we find that employees of more transactional leaders perform better on
most quantitative performance measures that determine bonus payments. However, it appears
that these employees spend more time on achieving these outcomes, potentially related to lower
planning and effort provision. In contrast, employees of transformational leaders appear to work
fewer hours, but plan more and provide more effort. Nonetheless, they only outperform employ-
ees of transactional leaders in the number of individual clients they serve. Overall, it appears
that a more transactional leadership style is well-suited to help employees achieve their targets
in normal times and with clear incentive structures in place.

During the crisis, with an increasingly complex environment and regular incentive structures
on hold, rather transformational leaders induce longer work hours and better performance,
closing pre-crisis performance gaps. Given the high complexity of the work, one might have
worried that this happened to the detriment of mental well-being. However, employees of more
transformational leaders fare better during the crisis, both in terms of subjective well-being and
perceived stress. In sum, it seems that a more transformational leadership style is well-suited
to navigate the complexities arising from the crisis.

These findings are not only in line with the literature on transformative leadership, but also
with studies from the broader leadership literature. For example, in their relational incentives
theory, Gallus et al. (2022) propose that the effect of incentives depends on the relationship
between the manager and the employee. Specifically, high-powered monetary incentives might

work well in transactional relationships, whereas transformational leaders effectively employ non-

15412 employees answer at least two of these surveys and are included in this analysis.
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monetary incentives such as recognition. In addition, Gibbons et al. (2021) document the value
of relational contracts (that are arguably more pronounced with transformational leadership)

when unforeseen changes — such as a crisis — occur.

4.3. Additional Analysis
Alternative specifications of the leadership measure

Our results are based on the binary leadership measure that classifies all managers with a leader-
ship score above the sample mean as more transformational and the others as more transforma-
tional. We assess whether our results are robust to alternative specifications of transformational
leadership style.

For performance outcomes, Table A.5 and Table A.6 replicate Table 3, where in each table,
Panel A displays results for the normalized leadership score, Panel B presents results for the
score that excludes the employee’s own rating, and Panel C shows results for a split based on the
median. In all specifications, we replicate the pre-crisis difference between more transformational
and more transactional leaders. Results for the overall crisis period (Table A.5) and the two crisis
periods distinguished by their level of intensity (Table A.6) are qualitatively similar, but some
differ in their significance level. Similarly, Table A.7 replicates Table 4 for the work styles with
comparable results. Lastly, Table A.8 presents replication results of mental well-being effects (cf.
Table 5) that confirm the positive effect of transformational leadership on subjective well-being
of employees during times of crisis. Overall, results are robust to different operationalizations

of the transformational leadership measure.

Change in (perceived) leadership style

A nascent literature suggests that leadership styles may change in crisis and observed leader
behavior tends to become more directive (Stoker et al., 2019; Garretsen et al., 2022). Both these
studies rely on repeated cross-sectional samples of managers, i.e., they describe how different
leaders behave in different situations. In contrast, Déci & Hofmans (2015) assess within-person
changes in transformational leadership in a lab experiment with 37 student groups composed of
one randomly assigned leader and two workers. Each group has to solve different tasks together.
The student in the role of the leader is asked to direct the meeting and receives a bonus payment
if the group finds the best solution. The tasks differ in their levels of complexity, and for each
task, the workers rate their leader. The authors find that more complex tasks lead to a reduction
in transformational leadership ratings. This stands in contrast to a large strand of literature

which suggests that transformational leadership style may be relatively stable over time as it
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correlates with a leader’s personality (e.g., Bono & Judge, 2004) and their traits (e.g., Barling
et al., 2000; Resick et al., 2009; Peterson et al., 2009).

These findings can be reconciled by considering not only the leader’s behavior but also the
employees’ perception of their leader, as both may shape the leadership assessment. The impor-
tance of perceptions is highlighted by studies suggesting that leadership ratings are influenced
by employees’ mental conditions. For example, Birkeland et al. (2017) study how employees rate
their leaders in the aftermath of a terrorist attack at the workplace. They find that employees
with high levels of post-traumatic stress perceive their leaders as less supportive, while the over-
all perceptions of leadership were remarkably stable. The influence of employees’ perceptions is
likely to play a larger role in leadership measures that request ratings on less tangible dimensions
rather than specific behaviors. Both Déci & Hofmans (2015)’s and our leadership measure are
based on Carless et al. (2000). The different dimensions in which employees rate their leaders
leave ample room for subjective interpretations, e.g., to what extent leaders instill pride and
respect, inspire own competence, or foster trust. Hence, changes in leadership measures can be
driven both by an actual change in leader behavior and a change in the employees’ perception
of leadership depending on their own mental constitution.

In our main analyses, we circumvent this issue by relying on pre-pandemic ratings of trans-
formational leadership to allow for as much exogeneity as possible among our dependent and
independent variables. In this subsection, we explicitly analyze how leadership ratings have
changed during the pandemic, with the above caveats in mind. Table A.9 sets out how the
transformational leadership measure did change over the course of the pandemic. Column 1
shows that the crisis did not affect the binary leadership rating (Column 1). However, the con-
tinuous leadership score decreased from 70% to 61% (Column 2).!6 Interestingly, the decline
in the leadership score appears to be driven by frontline managers who were classified as more
transformational pre-crisis (compare Columns 3 and 4 that display changes for rather trans-
actional and rather transformational leaders, respectively). Under the assumption that better
mental well-being is positively related to more transformational ratings, the results, in combi-
nation with our finding that employees of more transformational leaders have better subjective
well-being would suggest that changes in leadership ratings are driven by managers’ behavior
rather than employees’ perceptions. However, given that our mental health data are from June
and July and the second leadership rating from December 2020, this remains speculation and

an open question for future research.

16The difference between Columns 1 and 2 can be explained by the fact that the binary classification relies on
the respective sample mean. This implies that if scores dropped uniformly across all managers, their relative
ranking would remain the same.
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4.4. Robustness

While the administrative data are complete for the employees who work at the organization
throughout the period of our study, the survey data may suffer from attrition or non-response.
We hence briefly address these concerns below.

As we survey employees between December 2019 and December 2020, one might be concerned
about attrition, in particular its relationship with leadership. Figure A.1 shows the flow of
respondents in and out of our sample. More importantly, results in Table A.3 confirm that
leadership does not predict turnover, neither before (Columns 1 and 2) nor during the crisis
(Columns 3 and 4). Similarly, Table A.10 shows that survey attrition and turnover rates do not
differ for transformational vs. transactional leaders (p = 0.36 for attrition and p = 0.34) for
turnover. We conclude that differential attrition is unlikely to be an issue.

We did not force responses to our survey questions. Employees could hence skip questions that
they would not like to answer. This might be problematic if employees skipped specific leadership
questions rather than, e.g., answering them negatively. Of the 596 employees who answered the
leadership questionnaire in December 2019, 101 individuals (16.9%) skipped at least one out of
the eight questions. In Table A.11, we first test whether those who skipped at least one item
rate their leaders differently. While we find a difference for one item, overall leadership ratings
are not affected.!” Second, we test whether observable employee characteristics are different for
those who skip at least one item. Results show that skipping is not systematically related to
observables. We conclude that the impact of item non-response on the leadership measure is

likely negligible.

5. Conclusion

We exploit quasi-random assignment of employees to frontline managers to study the effect of
transformational leadership on employees’ outcomes. Outcomes are measured with longitudinal
administrative and panel survey data. We find that employees with more transactional leaders
perform better pre-crisis in outcomes that the organization cares about and incentivizes: They
have a higher financial performance and acquire more clients. In contrast, employees with more
transformational leaders engage more in planning activities and exert higher effort. During the
crisis, in a period of high uncertainty, in which previous incentive schemes were paused, employ-
ees under more transformational leaders have better financial performance, they acquire more

new clients, and spend more time working. Nonetheless, these employees appear to have better

1"Those who skip at least one item of the eight leadership dimensions, rate their managers lower on being ‘inspiring
by being competent’. The differences are statistically significant at the 5% level.
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mental well-being. Once some of the uncertainty resolves, employees with more transformational
leaders still outperform their peers with rather transactional leaders.

The main take-away from our study is that transformational managers better lead employees
in times of crisis with respect to performance and mental well-being. While advancing the
existing literature, we see two limitations of our study that offer scope for future research.
First, our study uses a leadership measure based on employees’ perceptions. While this is
common in the literature, perceptions might be biased by factors beyond the leadership of
the manager, such as external events that influence the emotional stability of employees. We
try to address this in the following ways: On the one hand, we show that our results are
robust to excluding own perceptions from the measure. On the other hand, we explicitly, albeit
exploratorily, investigate how leadership ratings change with the Covid-19 pandemic. Here, we
cannot disentangle a change in perceptions from a change in leadership behavior. This highlights
the need for complementary future studies that explicitly investigate leadership behaviors, as
also argued by Stock et al. (2022) and implemented by e.g., Bandiera et al. (2020). More work
is needed to advance the understanding of which behaviors result into which assessment by
employees, and how these ultimately relate to employees’ outcomes. For example, interventions
that are targeted at improving productivity may backfire if they change perceptions of leadership
(Reiff et al., 2022).

Second, we take the leadership style as given and analyze its effects on employees’ outcomes
under different externally influenced situations. Our findings suggest that the benefits of lead-
ership styles depend on the (work) environment. While this is in line with the idea that the
complexity of the environment matters (Déci & Hofmans, 2015; Zehnder et al., 2017), we cannot
disentangle which dimension of complexity may be driving our results. Too many factors have
changed with the Covid-19 pandemic: uncertainty skyrocketed, established monetary incentives
for employees became inapplicable, and the way and location of work changed in response to
mobility restrictions and the debt moratorium. In addition to these institutional changes to the
job, employees (and managers) were likely also affected in other dimensions, as the Covid-19
pandemic took its toll on health, social, and economic conditions. We assume that these other
effects are uncorrelated with leadership styles, but we cannot empirically assess this. While our
field study advances the existing literature on transformational leadership in normal times and
in times of crisis, it should be complemented with controlled studies that vary, for example, lead-
ership style, complexity, uncertainty, and incentives systematically and independently of each
other to disentangle effects and learn more about how each component relates to the resilience

of employees.
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Tables and Figures

Table 1: Summary Statistics for Branches, Managers, and Employees
Mean SD
1) (2

Panel A: Branch Characteristics

Number of Employees 4 1
Number of Group Clients 1918 849
Number of Individual Clients 185 120

Panel B: Manager Characteristics

Age 30 4

Male % 98 11
College % 98 12
Seniority at Company 75 29
Panel C: Employee Characteristics

Age 26 3

Male % 91 28
College % 85 36
Married % 53 50
Seniority at Branch 22 31
Seniority at Company 32 40
Number of Group Clients 500 243

Number of Individual Clients 47 55

Notes: Data for the branch characteristics are from October
2019 to January 2021. Data for the manager and employee
characteristics are from December 2019. N Employees: 585;
N Branches: 146; N Managers: 144. Summary statistics on
Branch, Manager, and Employee characteristics for employ-
ees who answered our baseline survey. Seniority at company
captures the number of working months in the company as
of December 2019, and Seniority at branch captures the
number of working months in the current branch as of De-
cember 2019.
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Table 2: Correlation between Leadership and Performance before Crisis

Number of Clients

Total Group Individual Client Acquisition Financial Performance
(1) (2) (3) (4) (5)

Transformational -0.0306*  -0.0448***  0.0464*** -0.0345** -0.0528***
Leadership Score (0-1)
Mean of Dep. Var. 556.3707  505.1247 51.2459 13.8187 92.1903
SD of Dep. Var. 247.1160  233.2109 62.6061 23.2564 22.3308
Observations 3375 3375 3375 3375 3375
N Employees 585 585 585 585 585
N Branches 146 146 146 146 146

Notes: The table shows the correlation between the baseline leadership score (at the branch level) and employee performance before the crisis
from October 2019 to March 2020. Transformational Leadership Score (0-1) captures the manager’s average leadership rating elicited using
the Global Transformational Leadership (GTL) questionnaire from all employees within the branch, normalized to a range from 0 to 1. The
variable Total refers to the total number of clients that employees handle, Group and Individual to the total number of group and individual
clients, respectively. The variable Client Acquisition shows the number of clients acquired each month, net of settled clients. Financial
Performance is the percentage of complete repayments as a fraction of outstanding repayment. *p < 0.1,** p < 0.05,*** p < 0.01.
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Table 3: Individual Performance and Transformational Leadership
+ Month FE and Controls

Number of Clients

Total Group Individual Client Acquisition Financial Performance
(1) (2) (3) (4) (5)
Panel A. Crisis = Apr20-Jan21
Transformational -10.8322  -19.3881**  8.5559*** -1.4809** -2.7049***
(8.2042) (7.7975) (2.0020) (0.7521) (0.7401)
Transformational*Crisis 22.4367*  21.2628** 1.1739 1.0992 3.4471%%
(11.0793)  (10.5732) (2.4081) (0.8042) (0.9850)
R? 0.0580 0.0538 0.0333 0.4141 0.7493
p-value Before=Crisis 0.0650 0.0178 0.0798 0.0920 0.0001
Panel B. Crisis High=Apr20-Aug20, Crisis Low=Sep20-Jan21
Transformational -10.8322  -19.3883**  8.5560*** -1.4808** -2.7051%**
(8.2047) (7.7980) (2.0021) (0.7522) (0.7401)
Transformational*Crisis High 22.2192*  20.3804* 1.8389 1.5534* 2.7067***
(12.7169)  (12.1965) (2.7698) (0.7983) (0.7791)
Transformational*Crisis Low 22.6669 22.1971* 0.4697 0.6182 4.2310***
(13.9940) (13.3424) (2.7540) (0.9105) (1.5056)
R? 0.0580 0.0538 0.0333 0.4142 0.7494
p-value Before=Crisis High 0.0833 0.0290 0.1294 0.0471 0.0003
p-value Before=Crisis Low 0.0931 0.0285 0.0675 0.1866 0.0005
p-value Crisis High=Crisis Low  0.9760 0.8990 0.6130 0.1060 0.2524
Mean of Dep. Var. (Control) 563.0940  514.7390 48.3550 14.5660 93.8821
Observations 8255 8255 8255 8255 8255
N Employees 585 585 585 585 585
N Branches 146 146 146 146 146

Notes: Data from October 2019 to January 2021. Dependent variables: The variable Total refers to the total number of clients that employees handle,
Group and Individual to the total number of group and individual clients, respectively. The variable Client Acquisition shows the number of clients
acquired each month, net of settled clients. Financial Performance is the percentage of complete repayments as a fraction of outstanding repayment.
Independent variables: Transformational is the binary variable T'ransformational Leader, which indicates whether the manager’s average leadership
rating from all employees within the branch is above the sample mean. Crisis in Panel A refers to the period during the pandemic, April 2020 to
January 2021. In Panel B Before refers to the six months b