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PSYCHOLOGICAL CONTRACTS
THROUGH LEADERSHIP: THE
MISSING LINK BETWEEN HR
STRATEGY AND PERFORMANCE

AOIFE M. MCDERMOTT, EDEL CONWAY, DENISE M.
ROUSSEAU, AND PATRICK C. FLOOD

This article offers line managers and HR professionals an actionable, research-
based framework for developing psychological contracts with employees
that suit their organizational and human resource (HR) strategy. Leadership
styles supporting the firm’s HR strategy are key to making psychological con-
tracts that benefit both the firm and its members. When managers’ styles are
out of sync with HR strategy, this mismatch can lead to poorer performance
through ineffective and unfulfilled psychological contracts with workers.
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Which Manager Is Acting
Strategically?

ill Jones, manager of a call center,
has worked with his marketing de-
partment to develop scripts for the
center’s workers to follow in talking
with customers. Experienced work-
ers often participate in focus groups to advise
Bill on how to make these scripts more effec-
tive. Employees who consistently fail to adhere
to the script are terminated. For agents who
perform satisfactorily, Bill offers a retention

bonus for every three months they remain on
the job. Last year, during an economic down-
turn, he laid off 12 percent of the center’s
workers.

Violet Sharma directs the laboratory in a
small chemical company. HR recently intro-
duced a training and development fund that
requires manager approval for employees
interested in taking courses. Violet has told
her laboratory statf that the company prides
itself on being a great place to work and sup-
ports them in developing skills useful to it in
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the long term. She asks all staff seeking train-
ing and development funding to develop a
career growth plan in order for funding to be
granted.

In point of fact, both managers are act-
ing strategically. The call center’s HR strat-
egy is to stress adaptability in the face of
market changes, along with consistency
in the public face the firm presents to the
customer. Both its management and HR
practices reinforce flexibility in head count
and consistent performance. The laboratory
depends on high value-adding contribu-
tions from its employees, who require both
advanced skills and the ability to work well
together in order to achieve research and

development goals. Bill’s leader-

The primary vehicle
managers have
for making firms
successful is the

psychological
contracts they

create with workers.

ship involves allocating rewards
and sanctions based on employee
performance. Violet’s leadership
conveys a compelling vision for
future growth with the company.
Both managers support the spe-
cific HR practices their companies
use to execute strategy, yet both
companies and their practices
are very different. Just imagine
if their approaches to leadership
were interchanged. Let Bill try

to inspire his employees to cre-
ate career development plans and
Violet try and structure the day-to-day duties
and responsibilities of the research scientists
while offering retention bonuses. Both sets of
behaviors are out of place and likely to con-
fuse employees. Our point with these exam-
ples is that for good results leadership style
needs to be congruent with HR strategy and
practices. This is no less the case for super-
visors and midlevel managers than it is for
executives. It is the support that line manag-
ers’ leadership can provide to HR’s strategy
and practices that is the focus of this article.
Firms perform better when their HR
practices have strategic purpose (Huselid,
1995). The same is true for the behaviors
of managers at all levels. The task of strate-
gic human resource management (SHRM) is
to put in place ways of recruiting and man-
aging people that help the firm succeed.
Strategic HR practices are brought to life

in the day-to-day conduct of line manag-
ers (Purcell & Hutchinson, 2007), which in
turn impacts employee’ beliefs and behav-
iors (Paauwe, 2009). The primary vehicle
managers have for making firms successful is
the psychological contracts they create with
workers (Rousseau, 1995). Though SHRM
scholars repeatedly emphasize how impor-
tant managers are to HR practice (Boselie,
Dietz, & Boon, 2005; Bowen & Ostroff, 2004;
Wright & Nishii, 2007), little is written on
what managers can actually do to make stra-
tegically appropriate psychological contracts.

How line managers heading business
units and departments can actually walk
the strategy in their day-to-day conduct is
our focus. Managerial behavior provides
the missing link between HR practices and
firm performance, through the ways man-
agers channel and craft practices to fulfill
the firm’s psychological contracts with its
employees. Psychological contracts refer
to what employees believe they owe their
employer as well as what they believe they
are owed in return (Dulac, Coyle-Shapiro,
Henderson, & Wayne, 2008; Rousseau,
1995; Suazo, Turnley, & Mai-Dalton, 2008).
Contract beliefs and their fulfillment are
strongly related to employees’ job perfor-
mance, employment duration, and extra-
role contributions (Rousseau, 2010). Study
after study demonstrates that line managers
are the primary contract makers for employ-
ees (Coyle-Shapiro & Kessler, 2000; Dabos &
Rousseau, 2004; Stanton, Young, Bartram, &
Leggat, 2010).

The exercise of leadership in forming
and fulfilling employees’ psychological con-
tracts can be a baffle or a conduit between
organization-level HR strategy and worker
contributions to firm performance. Our
basic premise is that what line managers
do has direct consequences for psychologi-
cal contracts; when these managers act in
ways aligned with strategic HR, strategically
appropriate contracts emerge. This article
lays out a framework drilling down into
the critical middle of the HR system, where
HR practices are acted on and experienced
by line managers and their employees. To
send strategic messages, managers need the
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support of coherent HR practices. For exam-
ple, a workplace that introduces a flexibil-
ity program to return older workers needs
its managers to endorse and support these
arrangements. Whether managers respond
with enthusiasm and creativity or resistance
and constraint largely determines the pro-
gram’s results (cf. Hornung, Rousseau, &
Glaser, 2009).
We build on four core ideas:

1. There is no one best leadership style.
Effective leaders may need more than
one style in their repertoire. Good leaders
adapt their behaviors, signals, and com-
mitments in line with strategic goals in
order to convey appropriate and realistic
expectations to their employees.

2. Coherent HR systems where HR practices
are clear and mutually reinforcing provide
a guide to managers to help them engage
in appropriate leadership behaviors.

3. Strategically consistent leader behaviors
promote appropriate psychological con-
tracts.

4. Psychological contracts aligned with strat-
egy translate HR systems into firm per-
formance via their impact on employees’
attitudes and behaviors.

Well-functioning SHRM delivers prac-
tices, signals, and beliefs that are aligned
across levels, from the firm and business unit
to employee groups and individual workers.
At times, these levels have brought a frus-
trating amount of complexity to the imple-
mentation of the strategy-performance link.
Many firms that claim to have strategic HR
systems have merely adopted the SHRM
label while failing to display the alignment
and follow through that constitutes strate-
gic HR practice. By specifying the research-
based connections that exist between HR
strategy and practices on the one hand and
the way line managers lead and influence
psychological contracts on the other, our
framework is scalable. It provides guidance
to leaders at all levels of the organization.
We identify our framework’s implications
for practicing line managers seeking to send
strategically appropriate signals to their
employees. At the same time, we raise issues
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for scholars interested in better explicating
the HR-performance linkage.

Linking SHRM to Performance

Practices that enhance employee and firm
performance have been the dominant SHRM
theme in the past two decades (Guest, 2011).
This focus followed Huselid’s (1995) seminal
research, which demonstrated the link be-
tween adopting SHRM practices and higher
firm performance. This SHRM-performance
relationship is reported across a variety of
industries (e.g., Appelbaum, Bailey, Berg, &
Kalleberg, 2000; Ichniowski, Shaw, &
Prennushi, 1997; MacDulffie, 1995; Subramony,
2009). A connection clearly exists,
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but what exactly is being con-
nected through this relationship
remains somewhat of a mystery.
Despite at least 104 published
studies by 2005 (Boselie et al.,
2005), SHRM'’s progress has been
limited by loose theory that fails
to specify how HR practices gener-
ate individual or unit-level results
(Guest, 1997, 2011; Legge, 2005).
Critics have been particularly con-
cerned with the need to identify
the role that employees play in
linking HR and performance
(Paauwe, 2009). This article ex-
tends current theory by highlight-
ing the intervening role of local
leadership behavior and psycho-

workers.

Well-functioning
SHRM delivers
practices, signals,
and beliefs that
are aligned across
levels, from the firm
and business unit
to employee groups

and individual

logical contracts in realizing the
promise of SHRM.

The Top-Down View: HR System’s
Human Capital Advantage

Taking a firm-level view of SHRM calls atten-
tion to the design of HR systems, in particular
how employees can be recruited with the right
competencies, how rewards can be
effectively targeted toward critical contribu-
tions, and how employees can be retained at
rates sufficient to capture the benefits of their
skills and development. These HR-related de-
cisions seek to realize what has been called
human capital advantage (Boxall & Purcell,
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2011). Underpinning this perspective is the
notion of optimal supports provided by
the Ability-Motivation-Opportunity (AMO)
model, a framework developed by Boxall and
Purcell (2011) to detail the ways HR systems
support firm performance. In the AMO model,
firms first need employees who have or can
acquire required skills (ability). Second, em-
ployees must be motivated to contribute or
perform in strategically required ways (moti-
vation). Third, employee roles, responsibili-
ties, and job duties must be appro-

Taking a firm-level
view of SHRM
calls attention

to the design of

HR systems, in

particular how
employees can be

recruited with the

priately designed and structured
(opportunity to perform). The
AMO model helps chart the effects
that various HR strategies have on
employees (individually and in
specific categories), ranging from
those with basic skills, as in fast-
food services, to those with ad-
vanced qualifications, as in health
care (Boxall & Purcell, 2011, p. 5).
By putting AMO mechanisms in
place, HR practices promote
sought-for employee contributions
and targeted levels of firm perfor-

right competencies,
how rewards can be
effectively targeted
toward critical
contributions, and
how employees
can be retained at
rates sufficient to
capture the benefits
of their skills and

development.

mance (Appelbaum et al., 2000).

Any number of coherent and
synergistic sets of HR practices
is possible in a firm (Becker &
Gerhart, 1996). What is important
about these practices is that vari-
ous combinations support different
kinds of strategies (e.g.,, commit-
ment or flexibility; cf. Kulkarni &
Ramamoorthy, 2005). The same is
true for the ways in which leaders
influence employees. What mat-
ters is that appropriate ways of
managing people depend upon the
firm’s (and its business units’) strat-
egy and the category of employee
involved. Lepak and Snell (1999,
2002) identify four sets of ways to
engage employees, each suited to a
different HR strategy:

1. Knowledge-based employment involving
workers of high strategic value. Such ar-
rangements tend to be open-ended and
relational.

2. Job-based employment, focused on staffing
rather than development. Here, workers
with strategically valuable but transferable
skills are hired from the labor market with
little further skill development, creating
an open-ended but economically focused
employment arrangement.

3. Contracting, where workers remain ex-
ternal to the firm and have limited eco-
nomic and often fixed-term employment
arrangements.

4. Alliances, where external workers contrib-
ute to joint value creation projects, which
can generate highly relational arrange-
ments.

Lepak and Snell’s HR architecture is
based on two modes of employment (inter-
nal and external) and two types of terms
(relational and economic).We use this archi-
tecture to specify the role of leadership in
creating strategically appropriate psycho-
logical contracts. Thus, rather than “one size
fits all,” firms may require multiple strate-
gies across business units or employee cat-
egories (Kulkarni & Ramamoorthy, 2005;
Subramony, 2009; Wright, Dunford, & Snell,
2001).

We next develop the micro perspective
on SHRM by considering findings that indi-
cate it is not HR practices alone that influ-
ence employee responses, but also how they
are implemented (Wright & Nishii, 2007).

The Bottom-Up View: Managerial
Implementation Advantage

HR systems alone won't lead to better perfor-
mance. How HR practices are implemented
influences employees’ reactions (e.g., Guest,
2011; Paauwe, 2009; Purcell & Hutchinson,
2007). Reflecting this, Becker and Huselid
(2006, p. 903) argue that implementation is
“the key mediating variable between the HR
architecture and firm performance.” This
gives rise to the question: Who implements
HR strategy? A growing body of evidence
indicates that it is daily interactions with
managers, and particularly first-line manag-
ers, that get the strategic message across
to employees, in effect “bringing HR policies
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to life” (Purcell & Hutchinson, 2007, p. 17).
Most firms display some slippage in imple-
menting HR strategy. However, inadequate
policies can often be “rescued” by good man-
agement behavior in much the same way as
“good” HR practices can be negated by
poor manager behavior or weak leadership
(Purcell & Hutchinson, 2007, p. 4). HR sys-
tems and line managers’ leadership styles
each have the potential to influence em-
ployee behaviors and attitudes, through their
impact on ability, motivation, and opportu-
nity for employees to perform. In the case of
Bill, the call center manager described in our
opening paragraph, employees with basic
abilities are required. As such, Bill’s attention
is focused on translating those capabilities
into consistent service behavior by structur-
ing the work (opportunity) and retaining
those people who perform consistently (mo-
tivation). In the case of Violet, high ability is
much more critical to her knowledge-
oriented firm’s HR strategy. Violet’s support
of her staff’s identification with the organiza-
tion and ongoing planning for personal
growth helps implement the company’s ca-
reer development system (ability and motiva-
tion). The call center and chemical company
require different employee contributions,
leading to different HR practices, to which
good leaders must adjust.

The Neglected Role of Line
Managers and Leadership

Leadership, the way the firm’s agents influ-
ence the behavior of its members, is a rela-
tively invisible and often-neglected facet of a
firm’s HR system. In the day to day, leaders
can directly convey what efforts are needed
on the part of employees and what they can
expect in return. Leadership is known to
impact business strategy implementation,
long-term firm performance, and financial
success (Koene, Vogelaar, & Soeters, 2002;
O'Regan & Ghobadian, 2004). By virtue of
what managers pay attention to, measure, and
control, they exert huge sway over how em-
ployees direct their efforts, how well they
perform, and the goals they pursue at work.
The concept of leadership style helps identify
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the kinds of leader actions best aligned with
strategy.

Leadership styles refer to patterns of
actions that influential people use to shape
how others behave. Organizational research
calls attention to two essential leadership
styles among managers (Avolio & Bass, 1988;
Judge & Piccolo, 2004): transactional and
transformational. The transactional style is
a set of leader behaviors that give structure
to the work and job requirements employees
need to accomplish. Its function is to develop,
clarify, and support appropriate work meth-
ods and results. As a result, leaders behaving
transactionally (1) set specific, measurable
goals; (2) use mechanisms such as direction
and task structuring to clarify appropriate
employee behavior and make
it easier to demonstrate consis-
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tently; (3) coordinate the work
individuals do; and (4) moni-
tor their accomplishments and
deliverables. This style derives
its efficacy from using the man-
ager's power to reward or sanc-
tion employees. Using an array
of rewards, from praise to pay
to increase desired employee
behaviors, transactional leader-
ship works with the existing job
requirements to create incentives
tied to job goals or to apply cor-
rective action to substandard
efforts (Bass, 1985).

Used in the right circum-
stances, the transactional leader-
ship style supports satisfactory
job performance along with com-
pliance with legal, safety, and
workplace requirements. This
style works best when the job
requirements are clearly under-

potential to

perform.

HR systems and
line managers’
leadership styles

each have the

influence employee
behaviors and
attitudes, through
their impact on
ability, motivation,
and opportunity

for employees to

stood and can be laid out in

advance. Examples include the case of day-
workers hired to clear out a warehouse or Jet
Blue’s reliance on customer representatives
working from home (Box & Saxton, 2004). It
is often the style of choice where work is done
at a distance (Howell, Neufeld, & Avolio,
2005) or otherwise involves limited inter-
personal interactions between the employee
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and manager. The latter is often the case
where large status differences exist between
managers and employees, such as the case
of temp workers and the client organization.
On the other hand, a transactional style can
be dysfunctional if employees need to make
decisions on their own or must coordinate
with others in order to figure out how best
to do their job.

A transformational leadership style,
in contrast, works by inspiring people. It
appeals to deeper personal motives and
links job performance to the higher-order
values workers care about, including iden-
tity, public service, or transcendent goals.
When a leader behaves in a transforma-
tional fashion, he or she elevates

Used in the right
circumstances,

the transactional

style supports
satisfactory job
performance along
with compliance
with legal, safety,
and workplace

requirements.

leadership

what workers aspire to in doing
their jobs. A scientist in a labo-
ratory may respond to such a
leader by identifying with the
firm’s mission to find a cure for
disease. Transformational leader
behaviors place personal values
at the center of work motiva-
tion. They reinforce common
goals and mutual identification.
Performance-enhancing effects,
including the accomplishment of
innovative and high-achievement
goals, derive from transforma-
tional leadership’s four dimen-
sions: charisma, inspirational
motivation, intellectual stimula-
tion, and personal concern (Bass,
1985). Charisma emerges from

the compelling vision transfor-
mational leadership offers for the future,
mobilizing support for the high aspirations a
vision entails. Inspirational motivation arises
from the increase in optimism and enthu-
siasm this style creates. Intellectual stimu-
lation stems from encouraging people to
question old assumptions and to view prob-
lems in innovative ways. Finally, personal
concern reflects the attention leaders with
this style offer individuals, in the form of
coaching, encouragement, and support.
Transformational leadership works for
influencing competent employees capa-
ble of a fair degree of self-management. It

is particularly needed when performance
demands involve creativity, broad job duties,
and adaptability to changing circumstances.
This style has greater impact on individual
and organizational performance when lead-
ers and employees are co-located. Indeed,
employees may respond with frustration to
frequent absence on the part of a transfor-
mational leader (Levesque, Rousseau, & Ho,
2008). Physical distance between leaders and
employees makes transformational leader-
ship more difficult to exercise since its vivid
and emotional cues tend to be filtered out
by information technology. Moreover, this
style’s characteristic coaching and interper-
sonal support may be difficult to accomplish
at a distance (Howell et al., 2005).

Transformational and transactional lead-
ership styles are not mutually exclusive.
Leaders may need to display elements of
both, and at times they can be complemen-
tary (Bass, 1985), as demonstrated in this
classic quote from Jack Welch:

Get into the skin of every person so
they know that their ideas count. Cel-
ebrate small successes. Evaluate the
people down to the lowest units, so
they know that their achievements
are constantly being measured and
that they count. It’s critical that peo-
ple know their contributions matter.
It's critical that they know what they
do will be seen and rewarded. (cited in
Collingwood & Coutu, 2002, p. 90)

These leadership behaviors have direct
effects on workers (Chun, Yammarino,
Dionne, Sosik, & Moon, 2009; Walumbwa
& Lawler, 2003). Judge and Piccolo’s (2004)
meta-analysis of transactional and transfor-
mational leadership assessed their effects on
employees’ satisfaction with leaders, job sat-
istaction, motivation, and group and firm
performance. Transformational leadership,
closely followed by contingent-reward (an
element of transactional leadership), had
consistent positive effects on these outcomes.
The emphasis on corrective action (another
element of transactional leadership), in con-
trast, had a negative effect. Importantly,
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transtormational leadership had its strongest
effects on outcomes reflecting attitudes and
motivation. Its effects on performance were
significant but weaker, suggesting that fol-
lowers derive satisfaction from managers
who display transformational leadership but
their performance may not always greatly
improve. What remains unclear in this meta-
analysis is the strategic fit of these styles as
applied in the individual studies it reviewed.
Few if any leadership studies pay attention
to the prevailing HR strategies used in the
organizations investigated. They also tend to
ignore the employment status of the workers
the leader manages.

Before we turn to address how manag-
ers’ leadership styles influence psychologi-
cal contracts, we note two key findings from
HR research on the strategy-leadership-
performance connection. First, transforma-
tional leadership leads to positive employee
attitudes and constructive workplace behav-
ior. It promotes individual and firm perfor-
mance (Howell et al., 2005; Tosi, Misangyi,
Fanelli, Waldman, & Yammarino, 2004;
Waldman, Javidan, & Varella, 2004). With the
exception of contingent rewards, the effects
of transactional leadership are less consis-
tent and more situation-dependent, with
negative effects in some circumstances and
positive effects in others (Judge & Piccolo,
2004). In the right circumstances, where spe-
cific direction and structure are required,
transactional leadership has substantial
impact on employee performance. Second,
leaders can display both styles, using one to
communicate overall vision and imbue work
with meaning and the other to provide coor-
dination, direction, and structure for individ-
uals or groups of employees requiring it.

Consequently, a more comprehensive
analysis of the interplay between leader-
ship styles and HR strategies is needed. In
this article we recognize that just as cer-
tain HR practices might be suited to a given
employee group or business strategy, lead-
ership styles, too, need to be appropriately
aligned. The real issue is the degree to which
leadership styles are congruent with SHRM
practices and lend support to strategically
appropriate psychological contracts.
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Linking HR Practices to Individual
Performance: The Role of the Psycho-
logical Contract

The psychological contract refers to an indi-
vidual’'s (e.g., employee’s) beliefs regarding
mutual obligations between that person and
another (Rousseau & Tijoriwala, 1998)—in
this context, the employer. These obligations
take many forms, from loyalty and job secu-
rity to no commitments whatsoever. Two
core types of obligations are prevalent
(Rousseau, 1990; Zhao, Wayne, Glibkowski, &
Bravo, 2007): economic or monetary psycho-
logical contract terms and relational or socio-
emotional ones.

Economic or monetary obligations
are perhaps the most common. (Note these are
sometimes referred to as trans-
actional obligations in the psy-
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chological contract literature. We
eschew that term here to avoid
confusion with the leadership
style of the same name.) These
monetary ~ obligations  involve
compensation for specific forms
of labor, as expressed by “a fair
day’s work for a fair day’s pay.”
Where money is the dominant
concern, psychological contracts
tend to be explicit in their terms.
Obligations between workers and
employers are relatively few and
far between where predominantly
monetary contracts are concerned.
Their duration tends to be short-

aligned.

Just as certain HR
practices might be
suited to a given
employee group or
business strategy,
leadership styles,
too, need to be

appropriately

term, with few if any commitments
made regarding the future on the
part of either worker or firm.
Relational  obligations involve socio-
emotional resources such as mutual sup-
port and concern between the employer and
employee (Rousseau, 1990). Social and inter-
personal concerns dominate in arrangements
generating high-commitment employment.
Psychological contracts that are largely rela-
tional are broader in the terms they involve,
include many forms of employer rewards
and individual contributions, and often
cover a longer time frame. Such relational
agreements also tend to include employee
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development and future growth opportu-
nities (e.g., Bal, Jansen, van der Velde, de
Lange, & Rousseau, 2010; Coyle-Shapiro &
Kessler, 2000) in anticipation of value-add-
ing contributions to the employer over time
or employability on the external job market.
In fact, employment arrangements can com-
bine economic and relational terms, includ-
ing pay, pension, and retirement benefits
on the one hand and future growth oppor-
tunities on the other. Thus, the psychologi-
cal contracts employers create with their
employees can mix monetary and relational
features in myriad ways (Rousseau, 1995).

How HR Practices Influence
Psychological Contracts

The psychological contract constitutes what
employees understand to be the firm’s com-
mitments to them and what they owe in re-
turn (Rousseau, 1990). These un-

A visionary style
that promotes
identity with the
firm broadens the
scope of rewards
experienced by
employees, as the
firm's success can

feel like their own.

derstandings arise both due to
explicit promises from HR and
managers (Tomprou & Nicolaou,
2010), as well as from the beliefs
employees acquire by talking with
coworkers (Sapienza, Korsgaard, &
Schweiger, 1997). Explicit obliga-
tions are conveyed by HR prac-
tices as exemplified by formal
training, talent management, or
succession programs where com-
pany representatives refer to fu-
ture opportunities and programs
for within firm promotion. The
same is true for written commit-
ments as expressed in contract

letters and personnel manuals.
Implicit obligations result from the ways
employees interpret and observe the firm'’s
informal practices and signals (i.e., leader ac-
tions, organizational norms, and stories mak-
ing heroes of high performers).

HR practices can convey the employer’s
future intentions, as is the case of invest-
ing in training, which suggest future oppor-
tunities to apply what is learned. Given
the prevailing notion of reciprocity in all
human society, such signals impact how
employees feel about and behave toward

the organization, through the psychological
contracts they create (Rousseau, 1995). Such
beliefs and behaviors yield higher individual
performance, which a properly managed
firm can turn into higher firm performance
(Nishii, Lepak, & Schneider, 2008; Purcell
& Hutchinson, 2007). Leadership functions
the same way—by creating obligations,
promising rewards for certain contributions,
and fulfilling these commitments by giving
appropriate recognition and support (Yukl,
O’Donnell, & Taber, 2009). A visionary style
that promotes identity with the firm broad-
ens the scope of rewards experienced by
employees, as the firm’s success can feel like
their own. On the other hand, a leader who
is expressive in a purportedly visionary way
in an otherwise arm’s-length work situation
such as the call center described earlier can
come off as disingenuous.

Psychological contract research focuses
largely on the contract’s fulfillment, breach,
or violation (De Cuyper & De Witte, 2006;
Dulac et al., 2008; Sutton & Griffin, 2004).
These factors significantly impact an array
of employee attitudes and behaviors, from
job satisfaction, organizational commit-
ment, and turnover intentions to actual
turnover and performance (Rousseau, Lee,
Dabos, Hui, & Wang, 2011). As already evi-
denced, these outcomes closely correspond
to those found to be associated with HR
practices and leadership styles. Not sur-
prisingly, their interplay affects both the
content and the fulfillment of employees’
psychological contracts, with a resulting
impact on employee outcomes.

How Line Managers Influence
Psychological Contracts

Employees commonly think that their imme-
diate manager speaks on the firm’s behalf. In
many firms that manager is the person most
responsible for the employee’s psychological
contract (Rousseau, 1995; Tomprou &
Nicolaou, 2010). As their firm’s representa-
tives, managers’ statements and actions
prompt employee beliefs regarding their terms
of employment (Wanous, 1992). This convey-
ance of contract terms occurs at all stages of
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employment and in the administration of
various HR practices, from recruitment and
selection to performance management, termi-
nation, or retirement. Concomitantly, line
managers can make their own promises,
which employees will attribute not only to
the manager but also to the firm (Rousseau,
1995). The manager who tells a recruit about
the importance of having the right qualifica-
tions to advance in the company conveys the
message that greater influence and opportu-
nity are likely to be afforded to employees
who attain further education. Similarly, a
manager who is receptive to employee re-
quests for flexibility, but only when that per-
son is a high performer, sends a signal about
what the organization rewards and values.

Managers are also sense givers. They
cue employees to the meaning of organiza-
tional policies and practices, including when
and to whom they can be applied (Maitlis,
2005). Managers also introduce new terms
and innovations into the firm’s arrange-
ments with employees, by adapting exist-
ing HR practices and policies—for example,
by granting a high performer an “educa-
tional leave” in order to let them take a year
off for personal pursuits (Hochschild, 1997;
Rousseau, 2005). As such, managers play
multiple roles in psychological contracting—
as communicators, sense givers, authorizers,
and innovators.

If managers are important to what the
employee’s psychological contract becomes,
they are even more critical to whether it is
kept or broken. Guest and Conway (2002)
have shown that employees can attribute
failure to fulfill their psychological con-
tracts to senior managers, line managers,
departments (e.g., HR), or to the firm in
general. Typically, it is the immediate man-
ager who gets at least some of the blame
(Rousseau, 1995), consistent with our thesis
of the centrality of line managers to imple-
menting HR strategy. Line managers are the
employees’ regular point of contact with
the firm and are responsible for an increas-
ing number of HR responsibilities (Hales,
2005). Line managers conduct performance
appraisals, identify and negotiate train-
ing and development opportunities, and
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are often involved in discussions leading to
promotion or downsizing decisions. In this
regard, they are on the “firing line” when
unfavorable decisions are made, particularly
if they are seen as reneging on prior prom-
ises. Thus, employees often implicate their
immediate manager in incidents of contract
violation, one reason perhaps for the greater
willingness of managers to make allowances
or afford special flexibility to compensate
for unfair past treatment (Hornung et al.,,
2009). Leader behavior and enactment of HR
practices must be accounted for in order to
understand and promote SHRM (Purcell &
Hutchinson, 2007).
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Bridging the Gap

Between HR Practices and

Performance As their firm’s
A firm’s intended HR practices representatives
emerge from the HR strategy P ’
making-process (Wright & Nishii, managers’

2007). However, the actual HR
practices implemented by line
managers can differ from those
intended. How HR practices get
implemented is affected by the
line manager’s HR-related skills—
for example, how well they give
teedback on performance or are
familiar with employee develop-
ment needs. HR implementation
is also affected by the manager’s

regarding

employment.

statements and
actions prompt

employee beliefs

their terms of

own motives in undertaking such
activities, pressures on their time,
and their age and experience
(Dany, Guedri, & Hatt, 2008; Oshagbemi,
2008). Lastly, HR implementation is affected
by the manager’s leadership styles and behav-
ior. For Wright and Nishii (2007), it is the
actual HR practices implemented by line
managers that influence employee percep-
tions, reactions, and performance.

In Figure 1 we build on the work of
Wright and Nishii (2007) to draw attention
to the role of leadership and the psychologi-
cal contract in filling the gap between HR
strategy and performance. We note their dis-
tinction between intended, implemented,
and experienced HR practices, which affect
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perceived psychological contract fulfillment
or breach and which may in turn lead to per-
ceived violation. In addition we argue that
the AMO framework represents a further
mechanism linking HR practices and lead-
ership styles to individual performance. For
example, line managers influence employ-
ees’ abilities (A) by carrying out performance
appraisals to address skill gaps and giv-
ing employees access to training and other
development opportunities. Line managers
also influence employees’ motivation (M)
by how they allocate rewards, give feedback,
and communicate prospects for future pro-
motion opportunities. Finally, line manag-
ers influence opportunities to perform (O),
by determining the structure and scope of
job roles, by how they provide opportuni-
ties for involvement, and by communicat-
ing the kinds of performance valued by the
firm. Together these AMO features are mutu-
ally reinforcing. However, based on our ear-
lier review of leadership styles, we expect
that line managers with a transactional lead-
ership style are more likely to emphasize
the use of job-specific abilities; motivation
through contingent reward; and consistency
in performance through codified employee
behaviors and limited opportunities for
involvement. In contrast, line managers
with a transformational leadership style
are likely to emphasize the development of
both organization-specific and transferrable
skills; motivate through personal concern
and appeals to higher motives; and provide
employees with opportunities to use their
professional judgment and become involved.
In this fashion, line managers’ leadership
behavior can directly or indirectly (through
the implementation of HR practices) affect
employees’ perceived fulfillment, breach, or
violation of the psychological contract.
Employees’ reactions to the experience
of fulfillment, breach, or violation will in
turn influence their levels of ability, motiva-
tion, and opportunities to perform, which in
turn will influence their behavior. The influ-
ence on individual performance will vary,
depending on whether perceptions about
the psychological contract are positive (ful-
fillment) or negative (breach or violation).
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For example, fulfillment might give rise to
increased ability, motivation, and opportu-
nities to perform, which in turn might give
rise to higher commitment and discretionary
behaviors. Thus, the impact on performance
should be positive. On the other hand,
breach or violation decreases motivation and
employee attention to opportunities to per-
form and increases psychological and behav-
ioral withdrawal. The psychological contract
represents a key mechanism for understand-
ing the process through which HR practices
and leadership styles can fos-
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ter employees’ ability, motiva-
tion, and opportunity to perform
(Guest, 2007; Rousseau, 1995).
As Boselie et al. (2005, p. 77) sug-
gest, the “signaling” effects of
SHRM (and leadership) forge a
psychological contract between
the employer and employees that
shapes perceptions and expe-
riences (cf. Ostroff & Bowen,
2000; Wright & Boswell, 2002).
Thus, the implementation of HR
practices by line managers will
serve to influence employees’
perceptions that frame (and per-
haps reframe) the psychological
contract.

Selecting a Strategically
Appropriate Psychological
Contract:The HR and Lead-
ership Architecture

Through the HR system and line
managers’ leadership styles, orga-
nizations signal how rewards are
allocated, the level of performance
expected, and the time frame over
which the exchange of rewards
and performance is likely

to emphasize

and limited

involvement.

We expect that
line managers with
a transactional
leadership style

are more likely

the use of job-
specific abilities;
motivation through
contingent reward;
and consistency
in performance
through codified

employee behaviors

opportunities for

to occur. These signals are central to

how employees think about their

exchange with their employer—that is, the
psychological contract. The closer these sig-
nals are aligned, the more consistent are the
messages on which employees’ psychological
contracts are based. Consistency increases
the likelihood that employees will fulfill their
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commitments and perceive their employer as
doing so in return (Rousseau et al., 2011).
Table 1 details the interplay between
leadership style (transactional and transfor-
mational, underpinned by generic and firm-
specific skills respectively) and HR practices
(flexibility and commitment, underpinned
by decisions regarding externalization and
internalization, respectively; cf. Kulkarni &
Ramamoorthy, 2005). Drawing on a body of
research spanning 20 years (Lepak & Snell,
1999, 2002; Rousseau, 1990, 1995), we focus
our attention on the following HR dimen-
sions that shape employees’ ability, motiva-
tion, and opportunity to perform, and that
underpin employee psychological contracts:
job security, employment duration, rewards

increases the
likelihood that
employees will fulfill
their commitments
and perceive their

employer as doing

Consistency

so in return.

and performance management
(influencing ability); career and
skill development (influencing
motivation); job design and auton-
omy, and employee involvement
(influencing opportunity to per-
form). These HR practices, together
with line managers’ leadership
styles, contribute to the develop-
ment of four types of psychologi-
cal contract obligations: relational
bond, dynamic, monetary, and
external partnership (Figure 2).
The characteristics of employee
groups, their strategically appro-

priate psychological contracts,
and the associated tailored HR configura-
tions and leadership styles are described in
the sections that follow.

Quadrant 1: The Relational Bond Psy-
chological Contract (Transformational-
Commitment Orientation)

The relational bond psychological contract
goes hand in hand with transformational
leadership and commitment-oriented HR sys-
tems. This employment arrangement applies
where employees provide high value-added
contributions (i.e., strategically valuable work
using firm-specific skills). The HR strategy
emphasizes workforce stability through em-
ployee retention and the development of
firm-specific skills (or “knowledge-based

employment”; Lepak & Snell, 1999). Attri-
tion tends to arise early in a worker’s tenure
due to lack of fit, with the firm and its em-
ployees anticipating open-ended, long-term
retention. Promotion from within fosters
leaders and members with culturally consis-
tent behaviors and expectations of future op-
portunities and upward movement. Rewards
emphasize internal equity and organization-
wide incentives. Leadership is transforma-
tional and drives ability (A), motivation
(M), and opportunities to perform (O) in sev-
eral ways. For example, it focuses on nurtur-
ing the development and retention of those
skills that are most valued by the firm (A).
Results are achieved through the develop-
ment of high-quality relationships and the
encouragement of behaviors linked to orga-
nizational identification and commitment to
the organization and its values (M). Knowl-
edge-oriented employees are afforded high
autonomy and significant opportunities for
involvement and participation (O). Leaders
therefore focus on encouraging, motivating,
and coaching individuals to achieve required
performance levels. This pattern is appropri-
ate for employee groups where firm-specific
skills are the source of sustainable competi-
tive advantage (e.g., PPG Industries, typical
research and development units).

Quadrant 2: The Dynamic Psycholog-
ical Contract (Transactional-
Commitment Orientation)

A dynamic psychological contract is supported
by a transactional leadership style and a
commitment-oriented HR system, promoting
medium-term employment and commitment
to workers based on the firm’s near-term
needs. According to Lepak and Snell (1999),
such psychological contracts are appropriate
for strategically valuable employees, whose
skills are readily obtainable on the labor
market. Such employees have job-based em-
ployment, providing an incentive to acquire
role-related skills, particularly where the job is
likely to be valued by the firm or other firms in
future. Sustained job security is premised on
the continued value of the employees’ skills.
This orientation is appropriate for many of the

Human Resource Management DOI: 10.1002/hrm
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newer and more established professions, such
as software, telecommunications, accounting,
engineering, and law, which engage in valu-
able but relatively standardized job roles.

Such HR systems emphasize skill-based
commitment, and the organization’s obliga-
tions include short- to medium-term assign-
ments; market-based pay, performance, and
productivity-based incentives (e.g., bill-
able hours, quality); the possibility of con-
tinued employment as long as demand for
skills remains, although no guarantee of job
security; and investment in necessary firm-
specific skills if the firm can quickly appropri-
ate value (e.g., use of proprietary software).
Employees may have opportunities for hori-
zontal career movements and broad career
paths it they possess or can readily acquire
appropriate skills. Participation and involve-
ment is limited to the occupation or job
sphere. Transactional leadership is results-
and behavior-focused, with emphasis on
both structuring work processes and ongo-
ing monitoring of performance to achieve
results. Leaders enhance ability by maximiz-
ing the match between employees’ skills and
the requirements for effective job perfor-
mance (A). As a result, career development
is skills-based. Leaders influence employee
motivation by providing clear direction and
promoting consistent employee behavior
that will lead to performance and concomi-
tant rewards (M). Finally, they influence
opportunities to perform by seeking partici-
pation and involvement when necessary for
effective performance (O). The psychological
contract thus involves mutual commitments,
immediate rewards, and continued employ-
ment predicated on the ongoing value of the
employees’ skills to the organization. Intel
manifests many features of this approach,
including an explicit results orientation sup-
ported by above-market-average variable pay.
It invests in employees with the potential
to contribute to its longer-term growth, at
the same time proactively eliminating work-
ers who no longer add strategic value. This
dynamic psychological contract supports
short-term results, with continuing employ-
ment for those whose skills match changing
demands.
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Quadrant 3: The Monetary Psycho-
logical Contract (Transactional-
Flexibility Orientation)

The monetary psychological contract is
supported by a transactional leadership ori-
entation and a HR system that promotes
flexibility through the freedom to hire and
fire at will. According to Lepak and Snell
(1999), such relationships are appropriate
for employees whose skills have low strate-
gic value and are easily acquired through the
labor market. In such contexts, the HR sys-
tem’s goal is efficiency in responding to
changing market demands. HR systems in
these organizations pursue flexibility, buy-
ing worker skills with little investment in
training and considerable reliance on part-
time and contract labor. The HR strategy
uses high levels of workplace structuring,
such as scripts for call center workers or de-
tailed workflows for fast food service, and
sets or rules for retail sales personnel. Work-
force arrangements tend to be short-term,
with little advancement or security. Organi-
zational obligations are limited to economic
terms (specific duties performed today for
wages or piece rate), based on an explicit set
of employment conditions detailing re-
quired outputs, job duties, and task require-
ments. Performance management focuses
on employee compliance with these condi-
tions. Jobs are narrowly defined, with limited
scope for autonomy or influence. Invest-
ments in relationship building are limited
(Yukl, 2008). Leadership in these organiza-
tions focuses on sanctions for poor perfor-
mance, in keeping with the focus on manag-
ing exceptions among transactional leaders.
From an AMO perspective, the leader has
little influence on employees’ ability, since
skills are readily bought from the labor mar-
ket (A). However, they encourage employees
to comply with the requirements of the job
by emphasizing future job security and
other sanctions for poor performance (M).
Through close monitoring of performance,
and limiting scope for autonomy, they seek
to standardize procedures in order to mini-
mize deviations from required standards of
performance (O).
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This monetary focus downplays rela-
tional ties. It accepts higher-than-average
rates of turnover and absenteeism as in the
case of McDonald’s restaurant workers and
Walmart’s non-management employees. At
Walmart, a basic pay package is offered that
is below market average, with an option for
medical coverage. Training and develop-
ment is limited for non-management work-
ers. (Note that certain organizations, such as
Costco, operate in a similar environmental
niche but with a more relational and trans-
formational approach to its workforce, in
effect capitalizing on their differentiated
HR system and resultant high-quality cus-
tomer interactions.) Although some may

appropriately, a
well-specified and
easily monitored
monetary contract
can create positive

employee outcomes.

Implemented

argue that monetary psychologi-
cal contracts are unlikely to pro-
mote worker satisfaction, the
evidence indicates otherwise.
Implemented appropriately, a
well-specified and easily moni-
tored monetary contract can cre-
ate positive employee outcomes.
First, transactional leadership and
contingent rewards motivate sat-
isfactory employee performance
in well-structured work settings,
as in an effectively managed call

center (Vecchio, Justin, & Pearce,
2008). Cost-effective incentives such as pro-
ductivity or retention bonuses can foster job
satisfaction and higher contributions in such
settings reflecting effective use of transac-
tional leadership’s contingent rewards under
conditions where workers feel fairly treated.
Second, the psychological contract is based
on relatively explicit obligations that are
readily conveyed, performed, and monitored
by both parties.

Quadrant 4: The External
Partnership Psychological
Contract (Transformational-
Flexibility Orientation)

The external partnership psychological con-
tract is supported by a transformational lead-
ership style and a flexible HR orientation.
Lepak and Snell (1999) describe this as a
human capital alliance model, suitable for

workers who have unique skills that do not
provide the firm with sufficient value to
merit internal retention. Although the firm
cannot justify full-time regular employment
to these workers, they provide repeat services
over time. Contract IT, consulting services,
and support on intermittent needs such as
expatriate compensation and tax planning
frequently fall into this category. Over time,
these contractors can provide customized
services to the firm underpinned by trusting
relationships (Pearce, 2004). Crucially, such
employees require knowledge sharing from
the employing organization to jointly pro-
duce products/services (a factor that differen-
tiates them from employees in Quadrant 3;
cf. Lepak & Snell, 2002). For some organiza-
tions, low availability of these employees’
skills may mean that there is an incentive to
develop them internally (Lepak & Snell,
1999, 2002). Otherwise, term-based employ-
ment relationships may be appropriate,
particularly for knowledge or professional
service employees, whose work is oriented
around project-based assignments (e.g.,
architects, management consultants). The HR
system should support project- or term-based
employment relationships of various dura-
tions depending on the life of the project, as
well as future opportunities. This entails
shifting obligations over time as firm and
worker negotiate reassignment opportunities.
Workers, whether they are contractors or
employees, may recontract with the firm
over time as needed. This orientation often
characterizes technology service workers,
such as online service providers. The HR
system typically attends to developing skills
useful in the present firm and with future
employers; career mobility (often horizontal
to new lines of business) within the firm to
meet both its needs and the employees’ desire
for growth; and incentives and rewards largely
based on performance targets. Although the
combination of a transformational leadership
style with a flexible HR orientation might
appear a contradiction, leadership in this
context is tasked with encouraging the devel-
opment of flexible skills based on need
(A) and promoting vision and focusing atten-
tion on achievement of desired outcomes
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(results and deadlines) (M), while empower-
ing knowledge workers with control over the
work process and encouraging their progress
(O). This requires a trusting relationship un-
derpinned by employee participation and
involvement regarding job-related concerns
to support employee creativity, autonomy,
and responsibility. Together these factors pro-
mote good information sharing, the perfor-
mance of complex organization-specific work
and effective need-based talent recruitment,
retention, or recontracting.

Implications

Our framework challenges certain conven-
tions in contemporary thinking regarding
management practice. First, transactional
styles are not an inferior method of motivat-
ing workers relative to the transformational,
visionary leader. Rather the value of any lead-
ership style depends on whether it signals and
maintains appropriate psychological con-
tracts. As Latham (2010) points out, there is
considerable motivational value in a leader
who can structure a clear contract with hourly
employees, where specific duties must be ac-
complished and employees have limited train-
ing and prior experience. Second, the compli-
cated nature of employment relationships
maintained by even a single firm can require
its managers to develop ambidextrous leader-
ship styles. Ambidexterity helps in managing
workers with different psychological con-
tracts. It also supports the HR strategy of a
work unit that needs to inspire innovation
(risk taking and creativity) and do so quickly
(short-term deliverables). Lastly, since the im-
pact of leadership styles depends on fit with
the HR strategy appropriate for a segment of
the firm’s workforce, sophisticated managers
take situational factors into account in exercis-
ing their leadership. Cultivating close em-
ployee relationships may be a prerequisite for
the exercise of transformational leadership
(Howell et al., 2005). A large span of control
and geographically distributed employees may
impede transformational behaviors on the
part of managers, necessitating both a differ-
ent style and implementation of more suitable
(less management-dependent) HR practices.
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The “fit” between HR systems and lead-
ership styles matters. It is critical to effective
implementation of HR strategy and appro-
priate psychological contracts. As a result,
HR professionals need to help managers
communicate in ways that reinforce the HR
system. At the same time, HR practices need
to be developed in line with the support firm
leaders are able or prepared to provide. HR
needs to help develop a clear understanding
of the required signals to convey to employ-
ees. This could entail actually scripting the
key points managers need to address and
providing guidance in how managers might
adapt practices to their local workforce and
its circumstances.

Where a manager persists
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with a style of leadership out of
sync with the firm’s HR strategy,
their behavior risks undermin-
ing both strategy implementation
and how well the psychologi-
cal contract may be kept. Such
misaligned leader conduct is
particularly problematic when
that manager leaves his or her
position. Those employees who
remain behind are likely to have
psychological contract beliefs
that the larger HR strategy does
not support. For HR professionals,
addressing suboptimal leadership,
whether by a single individual
or among a cohort of manag-
ers, requires clear knowledge of
strategically appropriate leader-
ship behavior and monitoring of
the actual signals workers receive
from their managers. For these
reasons, firms such as Sysco and

leadership.

Since the impact of
leadership styles
depends on fit with
the HR strategy
appropriate for
a segment of the
firm's workforce,
sophisticated
managers take
situational factors
into account in

exercising their

FedEx actively use supervisory cli-

mate assessments to monitor the

direct effects supervisors have on employees
(e.g., Cascio, 2011).

HR strategy requires attention to selec-
tion and development processes that support
appropriate leader behavior. Special efforts
to maintain alignment can be required
under challenging circumstances, includ-
ing (1) employment disruptions arising from
strategic changes, such as rapid workforce
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expansion or downsizing; (2) cultural differ-
ences in leadership orientations; and (3) the
presence of a dominant senior executive or
leader whose actions may limit displays of
appropriate leadership by others.

Changes Disrupting Employment
Arrangements

Changing business strategies can motivate
organizations to adopt different HR orienta-
tions over time. In such contexts, within-firm
variation in leadership styles can be adaptive.
Styles more readily vary from manager to
manager than HR practices vary in a firm.
This difference has implications for strategy
implementation and change.
Practices at Nucor Steel (e.g., high

Practice changes
need to be carefully
managed to keep
the disappointments
breach creates from
turning into violation,
with its associated

outrage and adverse

behaviors.

job security, teamwork, egalitari-
anism, and group incentives),
Lincoln Electric Company (e.g.,
piecework incentives, job security,
and horizontal career mobility),
and Procter & Gamble (e.g., global
talent management and brand
management) have been in place
for years, reflecting their ongoing
institutionalization, despite lead-
ership changes. However, shifts in
strategy can initially be enabled
by more readily generated changes
in leadership. In contexts of
strategic shift, leadership can be
utilized to initiate changes in em-

ployees’ behavior in a more timely
manner than adapting HR prac-
tices can be.

Revising HR practices that may be espe-
cially valued by current employees can lead
to disruptions in the psychological contract.
Practice changes need to be carefully man-
aged to keep the disappointments breach
creates from turning into violation, with
its associated outrage and adverse behav-
iors (Rousseau, 1995). Changing strategies,
for example, can displace some employees
if the firm needs to acquire new competen-
cies quickly. HR professionals need to sup-
port managers in addressing the needs and
well-being of employees impacted by transi-
tions. To protect the employer’s capacity to

make credible psychological contracts in the
future, attention to victims of transition sig-
nals good faith and trustworthiness on the
part of the firm’s management.

Cultural Differences in Leadership
Orientations

Effective implementation of HR in global
firms requires attention to cultural differences
in management styles and their impact. For
example, transformational leadership has
been found to lead to more favorable out-
comes than transactional approaches in col-
lectivist societies (House, Hanges, Javidan,
Dorfman, & Gupta, 2004). This suggests that
transactional leadership can require culture-
specific adjustments to be effective, possibly
by emphasizing group-oriented rewards and
interests in collectivist societies. On the other
hand, cross-cultural studies have paid little at-
tention to the nature of the firm’s business or
HR strategy, and thus future research needs to
assess whether apparent cultural differences
hold when strategic issues are factored in.

Strong Senior Organizational
Leaders

Although the role of the immediate manager
is at the heart of psychological contracts gen-
erally, strong senior executives like Michael
O’Leary (Ryanair), Steve Jobs (Apple), and
Herb Kelleher (Southwest Airlines) set the
broader organizational and HR context
within which line managers engage with em-
ployees. Their leadership orientation may
cascade down the hierarchy, shaping mana-
gerial behaviors firmwide (Yukl, 2008). Such
patterns may be useful in firms where there is
an integrative business strategy but problem-
atic if differentiated psychological contracts
with employee groups are called for. Future
research needs to consider the implications
of mismatches between senior and line manag-
ers’ leadership styles—and how associated
tensions can be reconciled in implementing
strategic HR. In addition, our recognition of
the critical role leadership plays in translating
HR strategy into employee psychological
contracts offers scholars an opportunity to

Human Resource Management DOI: 10.1002/hrm



investigate additional leadership behaviors
that contribute to employee and firm perfor-
mance beyond those represented by the con-
structs of transactional and transformational
leadership.

Conclusions

Leadership is essential to effectively execut-
ing HR strategies and developing strategically
appropriate psychological contracts. Getting
the right message across requires managers to
adapt their ways of relating to employees.
Doing so is complicated when managing
groups of employees with strategically differ-
entiated psychological contracts. The need

LEADERSHIP THE MISSING LINK

for managers to be ambidextrous in their
styles has received little attention by scholars
and consultants. Effective strategic imple-
mentation and well-maintained, effective
psychological contracts with the workforce
depend on how well managers walk and talk
the HR strategy to the specific employee
groups they manage.
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