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Market Reaction to Good and Bad News
Based on Stability of Stock Market

Wu Chengyao'? , Liu Haifei' ,Li Xindan'
1 School of Management Science and Engineering, Nanjing University, Nanjing 210093, China
2 CeNDEF, Faculty of Economics and Finance, University of Amsterdam, Amsterdam, Netherlands

Abstract ; Taking into consideration the behavior of investors, we set up a model to describe the decision-making of the investors
with bounded rationality in the stock market with the prospect theory, which included the information trader and the noise trader.
On the foundation of the study on the stability of the model, we studied the roles of good and bad information in stock market from
the stagnant to the flourishing with the method of computational experiment, and obtained the results as follow. During the stag-
nant, the market reaction to bad news is bigger than that of good news because of the liquidity risk. During the transition, the
market reaction to both bad and good news is sensitive, for information traders play an important role at this stage. The good news
makes the market flourishing and the bad news lead to a sluggish market. However, in contrast with the stagnant, in the boom
period, the good news could induce the bigger response than the bad news, since the co-existence of the informed traders and
noise traders. Moreover, the good news could also reduce the stable area and be easy to cause the market fluctuation when the
force of the news is strong enough. The result of this paper is useful for government to adjust and control stock market using the
appropriate information.

Keywords; good news;bad news; prospect theory;market stability ; computational experiment
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