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Abstract
This paper demonstrates that fund .ow signi.cantly impacts fund return. We introduce a

model of .ow impact, and show that while in.ows generate a smart-money e¤ect, the out.ow

e¤ect is predominantly determined by .ow impact. A "smarter-money" strategy, such that con-

centrates in high-.ow-impact funds fairs signi.cantly better than a strategy which concentrates

in low-.ow-impact funds and earns up to 7% annually over 1994.2008, after controlling for var-

ious hedge-fund risk factors. The e¤ect is strongly apparent among Long/Short Equity funds

but there is no signi.cant relation with share restrictions. The persistence of fund .ow causes

the returns to smarter money strategies to persist for over six months. The paper suggests that

.ow itself creates an impact which translates into returns and makes money appear "smarter"

in hindsight.

