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a b s t r a c t

We investigate the dual notions that “dumb money” exacerbates well-known stock return
anomalies and “smart money” attenuates these anomalies. We find that aggregate flows
to mutual funds (dumb money) appear to exacerbate cross-sectional mispricing, particu-
larly for growth, accrual, and momentum anomalies. In contrast, hedge fund flows (smart
money) appear to attenuate aggregate mispricing. Our results suggest that aggregate
flows to mutual funds can have real adverse allocation effects in the stock market and that
aggregate flows to hedge funds contribute to the correction of cross-sectional mispricing.

& 2015 Elsevier B.V. All rights reserved.

1. Introduction

In the popular press and in academia, financial market
price movements are often justified by alluding to the
terms “dumb money” and “smart money.”1 Price pressure
from the dumb money generally is presupposed to make
prices depart from fundamentals (Lou, 2012), whereas

arbitrage by the smart money makes prices converge to
fundamental values (Frazzini and Lamont, 2008). There is
extensive documentation of stock market anomalies
(McLean and Pontiff, 2013; Stambaugh, Yu, and Yuan,
2012, forthcoming), suggesting that prices could depart
from fundamentals for periods of time, and the persistence
of such anomalies indicates that smart money is not fully
able to erase them. Even though these notions prevail in
financial thought, no direct documentation yet exists of
the role of dumb and smart money in causing or correcting
anomalies. In this paper, we provide evidence that dumb
money exacerbates stock market anomalies and smart
money attenuates them. We use mutual fund flows as a
proxy for dumb money (Lou, 2012) and hedge fund flows
as a proxy for smart money (Jagannathan, Malakhov, and
Novikov, 2010).

Flows to mutual funds have been shown to create
distortions in capital allocation across stocks. Retail
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investors appear to contribute to these distortions in
several ways. Sirri and Tufano (1998) show that retail
investors tend to “chase performance” by directing money
to mutual funds with strong recent performance, while
failing to redeem capital from funds with poor recent
performance. Frazzini and Lamont (2008) show that retail
investors tend to direct dumb money to mutual funds that
hold overvalued stocks. When mutual fund managers
receive new flows from retail investors they usually
increase positions in existing stock holdings. As a result,
in the cross section of mutual funds, net money inflows are
associated with higher contemporaneous returns and
subsequent return reversal (Coval and Stafford, 2007).

Lou (2012) shows that high-performing mutual funds
tend to attract relatively higher flows, which are then
reinvested by fund managers into their existing stock
holdings. Similarly, mutual funds with poor performance
tend to liquidate existing holdings to meet redemptions.
Price pressure from the purchases of recent winners (or
liquidation of recent losers) causes return continuation.
The combination of performance chasing by investors and
tendency by mutual fund managers to invest into existing
holdings leads to a positive contemporaneous relation
between stock-level fund flows and individual stock
returns. In turn, this relation allows an understanding of
the well-known momentum anomaly: the tendency of
past winners to outperform past losers.

Taken together, these studies imply that money flows to
mutual funds could have a real allocation impact at the
aggregate stock market level because they exert the wrong
type of price pressure on stocks that are already mispriced—
the type that exacerbates cross-sectional mispricing. This
could explain the persistence through time of cross-
sectional predictability in stock returns, in spite of significant
arbitrage trading strategies carried out by quant-oriented
hedge funds over the past two decades. Motivated by the
above observations, we examine the inter-temporal relation
between two time series: the aggregate mutual fund flows
and an aggregate measure of monthly cross-sectional equity
mispricing that includes several well-known equity return
anomalies. Moreover, to understand the channel through
which fund flows affect cross-sectional mispricing, we
examine the relation between flows and returns to each
individual anomaly.

We use, as a proxy for aggregate mispricing, the metric
proposed by Stambaugh, Yu, and Yuan (2012, forthcoming).
We identify each month stocks that are most likely to be
overvalued or undervalued based on 11 characteristics that
are known to predict the cross section of stock returns. We
then compute the return on a hedge strategy that is long
undervalued stocks and short overvalued stocks. This return
is a time-variant metric of the aggregate level of cross-
sectional mispricing.2 The strategy should produce positive
returns when aggregate mispricing is being corrected and
cross-sectional stock prices move toward fundamentals. By
contrast, the strategy should produce negative returns when

stock prices diverge from fundamental values and cross-
sectional mispricing is exacerbated.

Aggregate flows to mutual funds vary through time as a
result of changing investors’ sentiment and aggregate fear
(see, e.g. Ben-Rephael, Kandel, and Wohl, 2012 and
Ederington and Golubeva, 2011) or as a result of past
returns to arbitrage strategies (Akbas, Armstrong, Sorescu,
and Subrahmanyam, forthcoming). We take advantage of
this intertemporal variation to evaluate the impact of fund
flows on the aggregate cross-sectional mispricing metric,
itself time-varying. If aggregate flows to mutual funds
contribute to exacerbating cross-sectional mispricing, then
we would expect to see a negative contemporaneous
relation between the two time series.

Our results support this hypothesis. We find that
cross-sectional mispricing increases with mutual fund
flows, as evidenced by a negative relation between flows
and returns to the Stambaugh-Yu-Yuan mispricing
metric. In subsequent tests we find that mutual fund
flows do not affect the returns of the long leg. By contrast,
mutual fund flows are associated with a significant price
pressure in the returns of the short leg component.
Because stocks in the short leg are likely to be overvalued
(by construction), we conclude that mutual fund flows
exacerbate cross-sectional mispricing because they are
invested disproportionately into stocks that are already
overvalued.

If mutual funds disproportionately purchase stocks that
are already overvalued, and if the resulting price pressure
further exacerbates these stocks’ overvaluation, we would
expect the stocks to experience a price reversal following
periods of high aggregate mutual fund flows, as prices
converge toward the efficient market benchmark. This
would yield positive future returns to the long–short
hedge strategy (which remains short these overvalued
stocks). Our results support this prediction as well. More-
over, we show that this relation once again comes exclu-
sively from overvalued stocks (or the short leg of the
hedge strategy).

We next ask if any smart money is present in the
market. We define smart money as aggregate fund flows
that take long positions in undervalued stocks or short
positions in overvalued stocks, the opposite of what mutual
funds do. The smart money description does not apply only
to hedge fund investors but could also apply to hedge fund
managers, in which better compensation incentives, com-
bined with the ability to take short positions, could result in
smarter investment decisions. The cross-sectional mispri-
cing that is exacerbated by mutual fund flows should create
an opportunity for more sophisticated investors to enter the
market and take the opposite positions. As suggested by
Jagannathan, Malakhov, and Novikov (2010) and by
Kokkonen and Suominen (2014), hedge funds are one such
group of sophisticated investors, and we expect that the
effect of aggregate hedge fund flows on mispricing will be
the opposite of mutual fund flows. We find that the effect of
hedge fund flows onmispricing is significantly positive. This
suggests that hedge fund flows exert the right type of price
pressure on mispriced stocks—the type that brings price
convergence toward fundamental value and corrects cross-
sectional mispricing. This conclusion is corroborated by the

2 Because our focus is on identifying stocks that are the most
mispriced in the cross section, we use the Stambaugh, Yu, and Yuan
(2012,2014) measure as a proxy for cross-sectional mispricing instead of
as a performance measure.
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