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Abstract 

Over the past few decades, mutual fund investments have gained increasing prominence, 

playing a crucial role in the economic landscape of various countries. Among the numerous 

factors that influence mutual fund performance, the size of the fund is particularly significant. 

This paper offers a thorough examination of the Flow-Performance Relationship (FPR) in 

mutual funds, an essential topic that delves into the connection between a fund's performance 

and the movement of investor capital. The analysis aims to shed light on how performance 

impacts investor behavior and how this dynamic, in turn, influences the growth and success of 

mutual funds. The research synthesizes findings from a wide range of peer-reviewed journal 

articles, working papers, and seminal studies to provide a detailed understanding of how past 

performance influences investor behavior and fund dynamics. Through comparative analysis, 

the paper identifies common patterns, discrepancies, and the development of methodologies 

over time. This synthesis not only contributes to the academic discourse but also offers practical 

insights for fund managers and policymakers, helping to optimize investment strategies and 

market efficiency. 
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1. Introduction 

The mutual fund industry has become an integral component of the broader financial 

integration witnessed in recent decades. Asset managers within this sector target a global 

investor base and seek investment opportunities across various international markets. While 

the increased integration of financial markets offers expanded investment prospects and 

promotes more efficient capital allocation, it also facilitates the global transmission of negative 

economic shocks, as evidenced by the recent global financial crisis. Understanding the 

determinants of mutual fund flows is therefore crucial for gaining insights into the behavior of 

both asset managers and investors. The economic literature often explores the factors that 

influence the response of net fund flows to past performance, known as the flow-performance 

relationship. However, there has been limited focus on the impact of international factors, 

leaving a gap in understanding how globalization affects this relationship within the mutual 

fund industry. 

The flow-performance relationship in mutual funds presents one of the most important themes 

of research, with rather far-reaching implications for understanding investor behavior, fund 

management, and general dynamics in financial markets. Specifically, how capital flows into 

and out of mutual funds are related to past performance has been a prime concern among 

academics, practitioners, and policymakers. Given that most of the investment decisions are 

coming to rest more and more on past performance, understanding the minutiae of FPR 

assumes great importance for feelers into market trends and optimization of portfolio strategy, 

not to speak even of the judging of the efficiency of mutual funds. 

Although there is a huge amount of research dedicated to this topic, the FPR remains complex 

and evolving, with differing methodologies and findings across studies. While earlier research 

is mostly raw-returns effect-based on fund flows, more recent studies move toward risk-

adjusted return analysis with behavioral and institutional factors. This shift is a reflection of 

the increasing sophistication in financial analysis and a need to capture the multidimensionality 

of performance and investor behavior.  This paper is aimed at making a systematic review and 

synthesis of extant literature on the flow-performance relationship in mutual funds. This 

research is also geared toward the gaps that appear in the literature, open for further 

investigation, thus continuing the discourses in this field by providing directions for future 

research. 
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2. Literature Review 

The flow-performance relationship examines how mutual fund performance causes changes in 

investor behavior and, in turn, capital flows. The result is important to the fund manager, 

investor, and regulators, as it has consequences for how funds behave over time, the efficiency 

of markets, and optimal investment strategy. In this respect, this paper reviews existing 

literature on FPR, including the effect of past performance on net flows, the use of performance 

metrics, and the role of investor sophistication. 

2.1. Historical Overview and Early Findings 

Research into the flow-performance relationship of mutual funds began with a focus on the 

role of past performance in influencing the behavior of investors and fund flows. To that end, 

early studies provided foundational insights into the FPR, suggesting a pronounced tendency 

by investors to reward funds with superior past performance while showing limited reaction to 

underperforming funds. 

Empirically, it was Sirri and Tufano (1998) who first documented the phenomenon in 1998. 

Their result showed that indeed, investors have a strong preference for recently good-

performing funds. According to them, mutual funds with high past returns experienced 

significantly higher inflows compared with their lower-performing counterparts. Such behavior 

is often described as "performance chasing," where investors are mainly motivated by past 

performance metrics as a principal criterion in their investment decisions. 

Chevalier and Ellison, (1997), went a step further in explaining investor behavior through an 

analysis of asymmetric responses to fund performance. Their finding was that investors 

respond more aggressively to increase investments in funds with high past performance and 

are relatively indifferent to poor performance. This asymmetry points to one of the key factors 

of the FPR: whereas investors are most likely to direct further capital to funds that have 

delivered strong returns, they are less likely to withdraw capital from underperforming funds.  

This first wave of studies provided some sort of base for the understanding of the FPR by 

showing that investor behavior is strongly driven by historical performance. Results by Sirri 

and Tufano (1998) emphasized that investors do chase past returns, with the recent performance 

being a leading indicator of future potential. This tendency to reward high performance and 

punish poor results has far-reaching repercussions for mutual fund managers and investors, 

underpinning capital flow dynamics and strategies. 
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While the foundation has been well covered by basic studies, very few researches in FPR have 

employed sophisticated performance metrics such as the Carhart ratio and market timing 

measures. Advanced metrics give an in-depth understanding of the investor's behavior and 

sensitivity to performance. Previous research by Sirri and Tufano (1992) and Patel et al. (1994) 

has shown raw returns to be a strong determinant of fund flows, while risk-adjusted returns 

have smaller weights. 

All studies conducted on the link between fund flow and past performance demonstrate a 

convex pattern, meaning that investors reward funds with high past performance but react less 

severely to poor performers. Convexity has indeed been shown by a number of studies 

indicating that while investors are prone to increasing their investment in funds which have 

recently performed well, they do not similarly withdraw capital from underperforming funds 

in such great proportions. Sirri and Tufano (1998) provided early evidence of this convexity 

with a piecewise linear specification. Their results indicated that superior past performance was 

associated with large inflows, suggesting that investors do indeed chase returns. In contrast, 

poor performance funds experienced lesser outflows, suggesting some relative reluctance on 

the part of the investors to punish poor-performance funds. This therefore implies an 

asymmetrical response-investors reward high performers significantly and are lenient towards 

poor performers. 

Del Guercio and Tkac (2002) conducted a comparative analysis of the flow-performance 

relationship between pension funds and mutual funds. Their study focused on a sample of 562 

pension funds and 483 mutual funds, covering the period from 1987 to 1974. They measured 

returns in both raw and risk-adjusted forms, while flows were assessed in terms of dollar 

amounts, percentage changes, and changes in the number of clients. The researchers applied a 

pooled time series cross-sectional regression to analyze the data. The results revealed that 

pension fund flows were positively correlated with risk-adjusted performance and negatively 

associated with tracking error. Conversely, mutual fund flows were positively related to 

unadjusted risk performance. A key difference between the two fund types was the shape of the 

flow-performance relationship: pension funds exhibited an approximately linear relationship, 

whereas mutual funds displayed a distinctly convex relationship. 

In a separate study, Ferreira et al. (2012) examined the flow-performance relationship on a 

global scale. They questioned whether the buying and selling behaviors observed among U.S. 

investors could be generalized to other countries, hypothesizing that investor sophistication 
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levels might differ between developed and developing nations. Their study utilized data from 

Lipper's hindsight database, spanning from 2001 to 2007, and included 28 countries. Using a 

piecewise linear regression model, Ferreira et al (2012). discovered significant variations in the 

flow-performance relationship across countries, indicating that the U.S. findings regarding the 

shape of this relationship may not be universally applicable. Specifically, they found that 

investors in developed countries were more responsive to top performance compared to those 

in less developed countries. Additionally, the convexity of the flow-performance relationship 

was more pronounced in less developed nations. 

Cognitive biases also form an important component of investor behavior. Goetzmann and 

Peles, (1997) found cognitive dissonance biases, where investors tend to remember past 

performance more favorably than it was, leading to an asymmetric reaction to performance 

data. This, in effect, has the implication of continuing to hold an investment in funds that have 

performed well in the past while downplaying or even ignoring poor performance. 

Lynch and Musto (2003) discussed the relative expectation theory, which holds that investors 

may hold on to their bad funds in the hope of future improvement or changes in fund 

management. In the view of this theory, convexity in FPR may further be contributed to by 

investors continuing to hold on to underperforming funds with the expectation that they will 

recover.  Ferson and Lin (2014) explored how investor disagreement and heterogeneity influence the 

measurement of investment performance. Their study highlights that the same mutual fund can be 

perceived differently by different investors. They demonstrated that both statistically and 

economically, these variations in perception have significant effects. Specifically, when there is average 

disagreement among investors, traditional alpha measures tend to be perceived as too low, leading to 

higher inflows of new capital for a given alpha. Conversely, when there is higher heterogeneity—

defined as the variance in disagreement across investors—a fund attracts less inflow for a similar level 

of performance. 

Chen and Qin (2015) focused on money flows within corporate bond funds, emphasizing this 

context as an important setting for analyzing investor behavior. Their findings reveal that flows 

in these funds are responsive to both fund performance and broader macroeconomic conditions. 

However, unlike equity funds, the flow-performance relationship in corporate bond funds is 

not convex. They also discovered that investor flows have predictive power over future fund 

performance. Additionally, their analysis of idiosyncratic flows provided minimal evidence that 

fund investors leverage more detailed or non-public information. 
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In a more recent study, Avramov, Cheng, and Hameed (2020) introduced a novel measure of 

fund investment skill known as Active Fund Overpricing (AFO). AFO includes factors like the 

active share of investments, the direction of a fund’s active bets against mispriced stocks, and 

the dispersion of these mispriced stocks within the fund’s investment opportunities. Their 

research indicates that funds with high AFO attract larger inflows during periods of heightened 

investor sentiment, a time when the performance-flow relationship tends to weaken. 

Kostovetsky and Warner (2020) examined the role of innovation and product differentiation in 

mutual funds by utilizing a uniqueness measure derived from textual analysis of fund 

prospectuses. They found that unique investment strategies draw more inflows during the initial 

three years and that investors respond more to text-based uniqueness than to other uniqueness 

metrics, such as those based on holdings or returns. Their study also suggests that uniqueness 

in strategy reduces the sensitivity of investor outflows to performance, thereby attenuating the 

flow-performance relationship. 

According to the performance anticipation hypothesis, mutual fund net flows can help in 

predicting future performance. Gruber (1996) and Zheng (1999) documented that funds with 

higher net inflows tend to have better subsequent performance than their peers, which may 

suggest that past returns are helpful in foreseeing future performance for investors. This "smart 

money" effect means that investors can select funds that have better prospects in terms of future 

performance. 

Sapp and Tiwari (2004) were in disagreement with the notion of superior relative performance 

from funds being absolutely because of the skill of their managers. The above outperformance 

may be due to the momentum in the stock returns where the winners keep winning. These 

findings are consistent with Jegadeesh and Titman (1993) where it is shown that security that 

has gone up significantly during the previous periods tend to keep moving upwards, and the 

investors will benefit from the momentum effects. Wermers (2003) showed that high-

performing fund managers usually invest new capital in momentum stocks, perpetuating 

previous performance. This conduct explains how fund managers might use inflows to further 

invest in recently trending securities, boosting performance and reinforcing the smart money 

effect. 

Several critical research gaps still exist in the literature on the Flow-Performance Relationship 

in mutual funds. First, and most importantly, previous literature was based mostly on raw 

returns and some very basic measures of performance; more studies are needed with advanced 
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measures like the Carhart ratio and metrics of market timing to provide better insight into the 

reaction of investors. It would be very important to understand in greater detail the impact of 

behavioral biases, as identified by Goetzmann and Peles, and Lynch and Musto. This could 

also include fund characteristics and innovation, as highlighted by other recent studies, that 

seem to impact unique strategies affecting investor behavior. Another area is how 

macroeconomic factors and market conditions influence the FPR, still relatively unexplored 

with respect to their role in offering deeper insights. Last but not least, further research could 

be conducted regarding the differences among pension funds versus mutual funds and other 

fund types to understand how each responds more specifically to performance metrics and 

investor behavior. These gaps have raised the following questions which will be answered in 

our research: 

Research Questions: 

1. What is the flow performance relationship? 

2. How do researchers typically measure funds flow when it comes to measuring 

the flow performance relationship? 

3. Why is the flow performance relationship important? 

4. What are the main determinants of fund flows that have been discovered in the 

literature? 

5. What do we know about the shape of the flow performance relationship? 
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3. Methodology 

This work has conducted an in-depth researched study for the FPR within mutual funds through 

a systematic method of reviewing and synthesizing existing literature. Systematic literature 

review is an advanced, organized, transparent, and replicable process for the identification, 

evaluation, and synthesis of research studies in search of answers to specific research questions. 

It is based on a predefined protocol, clearly stating what review criteria will be used before the 

study commences, thus guaranteeing transparency and reproducibility of the process. A 

systematic literature review wants a comprehensive search in a number of databases and 

sources—including grey literature—to be able to identify all relevant studies. The search 

strategy has to be well thought out with a sharp focus on answering the research question and 

explicitly documented. This is where one lists the search terms used, strategies, the names of 

databases, the platforms used, the dates of the search, and any limits imposed. 

As reported by Pittway (2008) some of the central principles of systematic literature reviews 

include transparency, clarity, integration, focus, equality, accessibility, and coverage. These 

principles further enhance that the process of review be complete and unbiased. Systematic 

literature reviews emanated from the medical field, a factor that greatly links them to the 

practice of evidence-based medicine. It is observed by Grant and Booth (2009) that with the 

increased interest in evidence-based practice, different kinds of literature reviews have 

developed, each with their strengths and weaknesses. 

3.1. Search Strategy 

We initiated our methodology with an extensive academic database search in sources such as 

JSTOR, Google Scholar, and financial data sources such as Bloomberg. Using targeted 

keywords like "mutual fund performance," "capital flows," and "investor behavior," a number 

of relevant studies were found. The search was further refined by only including peer-reviewed 

journal articles, working papers, and seminal studies that make great contributions to the proper 

understanding of FPR. 

3.2. Data Analysis 

Our review adopted a multi-step rigorous analysis methodology in order to make for an in-

depth understanding of the available literature on the Flow-Performance Relationship in mutual 

funds. In using this methodology, we had the assurance of an all-inclusive but objective 
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assessment of the various studies in order to make meaningful conclusions and show ways in 

which further research is required. 

 First, each of the thematic areas was compared with respect to findings that came from 

different studies. The results were systematically compared to find out common patterns and 

inconsistencies in the available literature. It is also possible to trace thought evolution and 

changes in methodology over time through such a comparison. Evidence from the studies 

reviewed has since been synthesized. Synthesis entails integrating the findings from the 

different sources to come up with a coherent narrative that best captures the general trends and 

insights related to FPR. By weaving together various streams of evidence from several studies, 

we were able to build a more holistic understanding of how past performance influences the 

decisions investors make, the differential impact of various performance metrics, and the role 

of behavioral and institutional factors in the setting of fees for fund managers. This step was 

necessary for generalizations beyond isolated findings in the creation of a unified perspective 

on the FPR. 

Apart from evidence synthesis, we have taken the further step of conducting a critical appraisal 

of study methodologies and the conclusions drawn from the literature. It involved an 

assessment of the strength of empirical methods  and possible methodological limitations and 

biases. This made sure that our review represented a balanced and fair representation of primary 

existing research. This provided a lucid and detailed review of how the results are to be viewed 

with regard to their reliability, such as the strengths of the approaches applied and the 

weaknesses of the various studies conducted by other authors. 
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4. Results and Discussion 

4.1. Research Question 1: What is the Flow-Performance Relationship? 

The flow-performance relationship refers to how prior performance influences the investment 

or money withdrawal decisions of mutual fund investors. Put differently, the basic notion 

underlying the argument is that previous returns generated by the funds affect the inflows and 

outflows in a fund. In other words, a fund with good recent performance will likely get more 

inflows, while one with poor performance may suffer outflows. It helps explain a lot about the 

dynamics of capital allocation in mutual fund markets and reflects investor behavior 

concerning the use of past performance data. 

4.2. How Do Researchers Typically Measure Funds Flow When It Comes to Measuring 

the Flow-Performance Relationship? 

Metric 

 

Description Evidence 

Net Flows Difference between the 

amount of new money 

entering a fund and the 

amount being withdrawn. 

Indicates overall capital 

movement. 

Ippolito (1992) demonstrated 

that net flows are influenced 

by past performance, 

capturing the total net change 

in fund assets. 

Gross Inflows and Outflows Gross inflows are the total 

new investments into a fund, 

and gross outflows are the 

total withdrawals. These 

metrics reveal investor 

behavior patterns more 

directly. 

Sirri and Tufano (1998) used 

gross inflows and outflows to 

analyze how performance 

impacts investor decisions, 

revealing trends in investor 

responses. 

Raw Returns Historical performance data 

without adjustment for risk. 

Shows how past returns 

alone influence fund flows. 

Sirri and Tufano (1992) 

found that retail investors are 

primarily influenced by raw 

returns when deciding on 

investments. 
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Risk-Adjusted Returns Measures like the Sharpe 

Ratio or alpha, which enable 

a view of past returns 

adjusted by risk, provide 

insight into how investors 

account for risk in their 

decision-making process. 

Patel et al. (1994) reported 

that risk-adjusted returns 

could influence capital 

flows, highlighting the 

importance of adjusting 

returns for risk. 

Advanced Metrics Sophisticated measures like 

the Carhart ratio, which 

includes multiple risk factors 

and market timing abilities. 

Carhart (1997) introduced 

the Carhart ratio, showing 

how incorporating multiple 

factors can provide a more 

nuanced view of fund 

performance. 

 

4.3. Why Is the Flow-Performance Relationship Important? 

The flow performance relationship (FPR) is such an essential function that it can unlock, 

amongst others, a particular puzzle in the investment world, and it is imperative for both 

investors and fund managers. One of the more immediate reasons the FPR is important is that 

it provides insight into investor behavior. In effect, examining how past performance affects 

flow to funds can help see some patterns in investors' investment-making process. For example, 

Sirri and Tufano (1992) have demonstrated that raw returns very strongly influence retail 

investors, which might be the cause of huge capital inflows into funds with good past 

performance and huge outflows from poorly performing ones. The understanding of this helps 

to explain exactly why some funds experience large changes in assets under management, 

revealing how performance is actually driving investor behavior. 

Fund managers require insight into the FPR toward strategic planning and asset management. 

Awareness of the way investors react to performance will be useful in making marketing 

strategies and efforts to improve performance. For instance, if the awareness comes that 

investors are more likely to be responsive to funds that have superior performance in the past, 

fund managers can tailor their marketing and investor communications to attract and retain 

capital. Therefore, knowing that underperforming funds may not experience large outflows if 
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things go badly can perhaps help managers devise strategies in advance to combat any 

performance issues (Chevalier and Ellison, 1997). 

It also plays a critical role in assessing the efficiency of financial markets. Fund flows driven 

by predominant past performance may be a pointer to unsophisticated investors or market 

inefficiency. For instance, if investors are found to pursue the past performance every time 

without considering risk-adjusted returns, that would go to mean that markets are not perfectly 

efficient and investors do not fully take into account the available information into their 

decisions; indeed, these can have wider implications in the areas of market stability and pricing 

efficiency. 

Finally, FPR can imply the predictive validity of future fund performance by observed flows. 

In this regard, Gruber (1996) and Zheng (1999) stated that the funds that enjoyed positive net 

inflows, compared to their counterparts, experienced superior performance at subsequent 

times; thus, investment behavior, as responded to the past performance of the funds, can act as 

a future predictor of such performance. This relation can therefore affect investment strategies 

and forecasting, hence helping investors and analysts make better decisions based on the 

expected future returns associated with the current fund flows. 

4.4. What Are the Main Determinants of Fund Flows That Have Been Discovered in the 

Literature? 

Determinant 

 

Description Supporting Evidence 

Past Performance Higher past returns generally 

attract more inflows, while 

lower returns lead to 

outflows. 

Sirri and Tufano (1992) 

observed that mutual fund 

investors are highly 

influenced by past 

performance, leading to 

significant capital inflows 

into top-performing funds 

and outflows from poorly 

performing ones. Chevalier 

and Ellison (1997) found that 

investors allocate more funds 
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to high-performing mutual 

funds based on raw returns. 

Investor Type Different responses based on 

investor sophistication. 

Institutional investors are 

typically more responsive to 

risk-adjusted performance, 

while retail investors may 

focus more on raw returns. 

According to Berk and Xu 

(2004), institutional 

investors are more sensitive 

to risk-adjusted performance, 

while retail investors are 

often more sensitive to raw 

returns. Ferreira et al. have 

noted that in developed 

countries, the level of 

investor sophistication is 

higher, and their response 

towards the risk-adjusted 

returns is comparatively 

higher than it is in less 

developed markets. 

Market Conditions Broader market trends and 

economic conditions impact 

fund flows. Bullish markets 

may see increased inflows, 

while bearish conditions can 

lead to higher outflows. 

Alves and Mendes (2007) 

argue that the market 

condition does influence 

inflows and outflows. A clear 

tendency is for increased 

inflows in the time of 

positive market condition 

and higher outflows during 

downturns. Huang et al., 

(2007) state that the market 

condition affects the 

convexity of the FPR, 

reflecting changes in investor 

behavior according to overall 

trends in the market. 
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Search Costs and 

Transaction Fees 

Costs related to moving 

investments can impact 

investor reactions to 

performance. Higher costs 

might reduce sensitivity to 

poor performance. 

According to Sirri and 

Tufano (1998), the result was 

pointed out to be factually 

attenuated because of search 

costs and transaction fees 

that can dampen investor 

reactions to poor 

performance. Accordingly, 

this result is in line with a 

second type of empirical 

observation: the high 

transaction cost is associated 

with less frequent fund 

switching and lower 

response to performance 

changes. 

Behavioral Factors Cognitive biases such as 

overconfidence, loss 

aversion, or disposition 

effect can influence how 

investors respond to fund 

performance. 

Goetzmann and Peles (1997) 

identified cognitive 

dissonance bias where 

investors tend to ignore poor 

performance due to 

overconfidence. Lynch and 

Musto (2003) explored the 

expectation theory, 

suggesting that investors 

hold onto underperforming 

funds due to the belief that 

they will improve. Odean 

(1998) highlighted the 

disposition effect, where 

investors are prone to selling 

winning funds too early and 

holding onto losing ones. 
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4.5. Understanding the Shape of the Flow-Performance Relationship (FPR) 

The Flow-Performance Relationship has a shape mostly non-linear and usually convex. It 

simply means that the reaction to changes in fund performance by investors is not uniform 

along the performance spectrum. In particular, funds with very high performance tend to see 

disproportionately greater inflows, while those with poor performance see relatively lesser 

outflows. 

The funds that have improved performance generally attract high capital in-flows. This can be 

attributed to the fact that investors are fleetingly keener to highly invest in the funds that have 

high past performance. An example is Sirri and Tufano (1998), that "mutual funds with high 

past performance saw sharply greater inflows than those with lower performance". Similarly, 

Chevalier and Ellison (1997) demonstrated that the choice of investors was biased towards 

investing in funds that had yielded a high return; thus reinforcing the convex nature of the FPR 

as strong performance proved to bring larger inflows. 

Meanwhile, the worst performing funds never faced such severe an outflow as would have been 

perceived expected. Some reasons for this diminished response include higher search costs, 

cognitive biases, or the hope that the fund might recover in the future. For example, Ippolito  

found that the reaction toward underperformance is less severe compared with high 

performance. This is also a part of the play of cognitive biases, like cognitive dissonance: the 

investor does not want to realize about low performance and then take the necessary action.  

Goetzmann and Peles (1997) 

4.5.1. Cross Sectional Differences in the Flow-Performance Relationship 

The shape of the FPR can vary widely depending upon the type of investor involved. For 

instance, generally greater convexity contingent on performance is witnessed to occur in the 

retail investors. They are more apt to chase the recently better performing funds with high 

investment, and they are less sensitive to the funds that have performed poorly. That will 

happen in many instances since these investors show a focus on the returns rather than the 

performance in relation to risk. Berk and Xu (2004) showed that the average retail investor is 

chasing raw returns, which was going to give the top performers large inflows, but there would 

be less than the proportionate response when there was underperformance. Ferreira et al. (2012) 
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concurred, noting that retail investors largely base their investment decisions on past 

performance and do not bother with much concern about risk-adjusted returns. 

At the same time, however, institutional investors typically display less convexity in their 

investment decisions. To a certain extent, they become more sensitive to the nuances of risk-

adjusted returns and are less swayed by the prevailing trends of short-term performance. The 

more level-headed approach similarly evidences their greater level of sophistication and access 

to granular performance information. According to Ferreira et al. (2012), since institutional 

investors focus on the Sharpe ratio and alpha, the extent of convexity of the FPR is not as 

exaggerated as those for retail investors. They thereby have a better perception about fund 

performance and this has an implication for their responsiveness to changes in fund 

performance. 

The FPR exhibits different shapes for both developing and developed markets. In developed 

markets, the FPR should more pronounced given the better access to information and reduced 

transaction costs. Indeed, investors in these markets would tend to react more to changes in 

performance. Huang et al. (2007) found that convexity in the FPR was more apparent in 

developed markets than in developing markets, signifying more informed and efficient investor 

behavior. In developing markets, on the other hand, the FPR might take on quite different 

patterns or be less pronounced. This variation could be attributed to less advanced investor 

behavior, higher search costs, and more limited access to performance information. Alves and 

Mendes   found that in markets such as Portugal, this FPR was weaker, perhaps indicative of 

the above-average transaction costs in those regions and possibly less complex investment 

strategies or less sensitive investors to performance measures. 

4.5.2. How Does the Shape of the Flow-Performance Relationship Vary Around the 

World? 

The FPR is a critical underlying concept in understanding how the performance of funds in the 

past is correlated with its future fund flows. The nature of this relationship and how much, if 

any is present, differs considerably between various global markets. This could be linked to 

factors such as the level of market maturity, the type of investor base, the level of investor 

sophistication, and so on. 

4.5.2.1. Developed Markets 
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The FPR in developed markets is typically characterized by a significant degree of convexity. 

The implication of this is that the inflows of successful funds are higher by many orders of 

magnitude than the corresponding outflows from the worst funds. Such a fact was registered 

by a number of studies. Supporting the argument are the results of Huang et al. (2007), who 

find evidence that the convexity of the FPR in the U.S. was decreasing over time. They 

attributed this fact to lower participation costs of investors and improved availability of 

information to the public. As markets mature and investors get more access to information, the 

initial strong reaction moderates. This shows that though past performance does have its impact 

on fund flows, the nature of the influence is not so extreme after all as investors are more 

experienced and informed about the long-term effects of their investment decisions. 

Several researchers like Sirri and Tufano (1998) and Chevalier and Ellison, 1997 found 

convexity to be a profound and significant element in developed markets. Sirri and Tufano 

(1998) showed how funds reporting stellar performance in the past drew significantly greater 

inflows at the same time as the fund reporting dismal performance did not face the same drastic 

level of outflows. Likewise, using transaction data, Chevalier and Ellison (1997) showed even 

greater fund preference by the investors for above-median performance, with much smaller 

incorporation of information regarding lagging funds. Huang et al. (2007) further opined that 

the dynamics of FPR are linked by factors such as lower search costs and better information 

availability. As these costs fall and information becomes relatively more available, investor 

ability to respond to performance metrics changes over time, which perhaps also has 

implications for forcing the FPR to be more subdued. 

4.5.2.2. Smaller and Developing Markets 

In smaller and developing markets, the profile of the FPR perhaps can take a markedly different 

form from the general profile that is witnessed in the U.S. and other developed markets. The 

nature of the FPR in these settings is tied to a set of factors. Alves and Mendes (2011), while 

researching the behavior of the same Portuguese market, found no significant relationship 

between flows into capital and future performance. This suggests that, in the case of less 

developed or smaller markets, FPR can be less pronounced or of different characteristics 

compared to developed markets. The key factors that can contribute to the variation are lower 

market complexity, the existence of fewer financial intermediaries, and hence lesser 

sophistication in investor behavior. 
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Ferreira et al. (2012) studied fund flows across 28 countries and arrived at the conclusion that 

convexity in the FPR did exist on a global level, but the extent to which it did varied from 

country to country. This is probably because of variations in market development, investor 

sophistication, and the incidence of institutional and behavioral peculiarities in any country. 

Pagani et al. (2011) proposed that the convexity in smaller markets may catch not only 

performance but also the perceived skill of fund managers. In markets where such separation 

is clear between investment funds at the two extremities in performance, investors could react 

differentially to performance measures. Alves and Mendes (2011) also indicated that in markets 

with low level of development this may be influenced by a less-developed investor base that 

may find FPR to be different or less pronounced. In these markets, investors were not very 

likely to react to history of performance of a particular fund considering factors such as lower 

financial knowledge and lower offer of instruments for investment. 

Market Type Observed FPR Characteristics Influencing Factors 

Developed Markets 

Noticeable convexity; strong initial 

reaction to past performance with 

moderation over time. 

Improved investor information, 

reduced participation costs, 

market maturity. 

Emerging/Smaller 

Markets 

Varied FPR characteristics; potential 

for less pronounced convexity or 

different shapes. 

Lower market complexity, less 

sophisticated investors, fewer 

financial intermediaries. 

 

The foundation for understanding mutual fund markets is formed by the FPR across a myriad 

of contexts. The predominantly convex relationship indicates that high-performing funds will 

attract disproportionately larger inflows, while poor performers are received with relatively 

muted outflows. These convexities will be changing in degree, however, dependent on 

variables such as investor type, market maturity, and regional differences, reflecting diverse 

behaviors and strategies employed by investors around the world. Future studies could put 

more focus on the psychological and cognitive drivers of investor behavior under different 

market conditions. For example, how biases like overconfidence and loss aversion play through 

within different segments of investors could lead to much more tailored fund flow management 

strategies. Since technology is gaining more influence in the investment decision-making 

processes, future research could aim at the impact of digital platforms, robo-advisors, and 
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algorithmic trading on FPR. It could be interesting to know whether these tools moderate or 

accentuate FPR more as a way of deriving insight into how the nature of investor behavior is 

changing in the digital age. 

5. Conclusion 

This critical review about the flow-performance relationship in mutual funds underlines major 

breakthroughs and continuous challenges in the literature on investment performance. From 

our analysis of the literature, it can be concluded that while really remarkable progress has been 

made in understanding how mutual fund performance influences the capital flows of investors, 

the complexity of the relationship calls for continuous scrutiny and refinement. One clear 

theme emerging from this comparative analysis of studies is the move away from simple 

performance measures, such as raw returns, to more sophisticated risk-adjusted metrics. This 

probably signals an increasing awareness of the need to take into account a variety of risk 

factors when assessing fund performance. However, a critical evaluation of these studies 

indicates that the methodologies continue to be affected by small samples, poor data quality, 

and other biases. These factors often contribute to complexities in the interpretation of findings 

and reduce the generalizability of results across different contexts. The available evidence that 

we have synthesized points out that although behavioral and institutional factors are 

increasingly recognized as influential, a large gap remains in understanding how these factors 

interact with performance metrics to impact capital flows. These inconsistencies across studies 

demonstrate that far more homogeneous methodologies and rigorous empirical approaches are 

needed to provide greater reliability in the kinds of conclusions that may be drawn from 

performance data. Thirdly, areas of possible future research were identified, such as gaps like 

quantitative studies and diverse methodologies that would add to this area of study. These 

findings indicate that future research will have to transcend these methodological deficiencies 

and open new routes toward a better understanding of the FPR. Only in this way will it be 

possible for scholars to achieve a more balanced view about the dynamics between mutual fund 

performance and investor behavior by increasing robustness in empirical methods and 

broadening the scope of research. This will aid in formulating a far better investment strategy 

and policy more aligned with the changing environment of capital flows and performance of 

funds. 
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