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The Google Effect?
What can’t Google do? Free email, customized searches, maps, apps,
browsers, video—the list goes on. Now researchers claim to have found
a link between Google searches and future stock market movements.
Researchers at Warwick Business School in the UK and
Boston University in the US say they have developed a
method that identifies historical links between searches
related to business and politics and subsequent stock
market moves.1
Using Google Trends data generated between January 2004
and December 2012, the researchers compared changes in
search volumes around particular topics to subsequent stock
market moves.
Overall, they say they found that increases in searches for
information about political issues and business tended to
be followed by market falls.
“One possible explanation for our results is that increases in
searches around these topics may constitute early signs of
concern about the state of the economy—either of the investors
themselves, or as society as a whole,” the study concludes.

Taking the survey at face value, it would appear that
investors (with the requisite programming ability) could
analyze Google search trends to successfully time their
entry and exit points from risky assets.
But there are a few points to make about this. First, the
authors themselves acknowledge that the strength of the
relationship between web searches and market movements
has diminished in recent years.
They speculate that this may reflect the increasing
incorporation of internet search data into automated
trading strategies.
Second, the study covers just eight years and is confined to
the US. It arguably would require a much longer dataset and
a study of other markets to determine whether these effects
are sufficiently persistent and pervasive.
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Third, care needs to be taken in concluding predictive
relationships between various external indictors and
market movements. The dangers involved in doing so
were highlighted in a separate study in 2012 by academic
Robert Novy-Marx.2
With tongue in cheek, Novy-Marx showed how, using
statistical analysis, one could draw credible-sounding links
between market performance and factors such as political
leadership, the weather, sunspots, and even the alignment
of the planets.
“The market performs significantly better when Mars
and Saturn are opposed,” Professor Novy-Marx said.
“Times when … their energies are polarized appear to
be particularly propitious times to invest in the market.”
While his mathematics would go over the heads of most
laypeople, Novy-Marx’s main point is that just because some
statistical relationships appear to match up in regressions
does not mean they are a reliable way of predicting the future.
Take planetary movements and stock prices. The first of
those variables changes only very slowly in comparison to
the second. When the two overlap, it might seem as if there
is a reliable relationship between them. But the fact is there
are not enough independent observations in the first variable
to draw such an inference.
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Put another way, correlation is not necessarily causation.
Just because your football team wins every time you wear
your favorite red shoes to the game does not mean your
choice of footwear is a reliable predictor of the team’s success.
Over the years, there have been dozens of theories about the
predictability of market performance. The Super Bowl effect
and the January effect are two such examples. However, none
of these effects passes the highest standards of research.
Unlike some of the other apparent effects, the relationship
between Google search trends and stock market
performance at least has the benefit of sounding sensible.
But is the effect persistent across different periods? Is
it pervasive across markets? Is it robust to alternative
specifications? And even if it meets those tests, is it costeffective to capture in well-diversified portfolios? It seems
unlikely the ratio of signal to noise in Google searches is
strong enough for a successful market timing strategy.
These are high hurdles to clear. But they are hurdles that
must be overcome if one is to build a scientifically
grounded investment strategy that stands the test of time.
Ultimately, you can’t just Google up investment success.

‘‘Outside the Flags’’ began as a weekly web column on Dimensional Fund Advisors’ website in 2006. The
articles are designed to help fee-only advisors communicate with their clients about the principles
of good investment—working with markets, understanding risk and return, broadly diversifying
and focusing on elements within the investor’s control—including portfolio structure, fees, taxes, and
discipline. Jim’s flags metaphor has been taken up and recognized by Australia’s corporate regulator in its
own investor education program.
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