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Capital Market Securities and Financial Crises
Question 1(a). What is the purpose of the capital market?
     A capital market is a financial system characterized by the issuance, acquisition, and resale of relatively long-term financial instruments. The notable financial instruments include equity, mutual funds, and debt securities (Madura, 2012). The capital market in an economy serves two fundamental purposes that relate to the intermediation role because it links the investors holding the capital with the deficit units who exchange equity and debt instruments with the former. Secondly, the capital market provides both the primary and secondary markets. The primary market provides a point of contact that involves the deficit parties, which include corporate organizations and government institutions, and the surplus economic agents (Sofat, 2016). On the other hand, the secondary market sustains the investors’ speculative gains because it creates liquidity that is necessary to enable the exchange of the acquired instruments in the primary market (Madura, 2012). Overall, risk sharing, funding, and resource allocations are prominent achievements of the capital market system that further help to reduce the cost of business. 
Question 1(b). How do capital market securities differ from money market securities in their general characteristics?
    The money-market security relates to a financial system characterized by the issuance of short-term debt instruments. The prominent debt instruments include bond facility, debenture, certificate of deposit, Bill of Payment, and other commercial-based products (Sofat, 2016). Other profound differences between money market and capital market system concern to the risk management, resource allocation efficiency, and economic-inducing role.
First, the money market system allows the investor to undertake a risk-return trade-off technique to maximize the investment decision (Madura, 2012). Conversely, the capital market provides diversification to facilitate the investor increase the range of portfolio and hedge against financial losses from the low-risk return investment. 
Secondly, the resource allocation efficiency in the capital market system is achieved using the primary and secondary markets interactions. Therefore, the high number of economic agents in the primary market influences the demand and supply parameters in the market (Sofat, 2016). On the other hand, the perfectly competitive nature of the money market system facilitates resource-allocation efficiency because of the minimal interference from the external factors (ibid). The collusion incidences to influence the market price are limited in the money market, which facilitates adequate economic growth stimulation. 
Question 2: Using the Gordon growth model, explain why the 2001 terrorist attacks and the Enron financial scandal caused stock prices to decline
    The Gordon Growth Model is a popular scheme that facilitates the investors to compute the intrinsic value of the current stock portfolio because it assesses the dividend growth rate to influence investment decision (Mishkin, 2010). The three type of data utilized includes present dividend payout divided by the difference between the forecasted growth rate and stakeholders’ expected rate of return. 
Mathematics representation of Gordon Growth Model; 

Further, the Gordon Growth Model entails pertinent assumptions that include a stable business model for the invested company, stable business growth rate, no plough-back of the free cash flow, and steady dividend growth. 
Evidently, the Gordon Growth Model reveals the effects of the 2001 terror attack and the Enron scandal in the U.S. stock market. First, the September 11 attack on the World Trade Centre led to the shutdown of the NY Stock Exchange because of the continued fear numerous terrorism-related attacks in the U.S (Mishkin, 2010). Equally, the Enron scandal in 2001 was characterized by falsification of the financial statement leading to excess capitalization of $60 million and a 70-time rise of the earning (ibid). The scandal adversely affected the investors’ confidence, which declined the share price for the other companies in the NY Stock Exchange. 
Therefore, two incidences in 2001 increased fear and uncertainty, which affected the denominator parameters in the Gordon Growth Model. For example, increased fear result in a downward revision of the growth prospect among the U.S companies and subsequent reduction of the projected dividend growth rate (g). Further, the uncertainty and low investor confidence increased the cost of capital due to a higher return on investment (ke) expected by the shareholders. 
Question 3: Describe the sequence of events in a financial crisis and explain why they can cause economic activity to decline
A financial crisis is a friction in the market system that halts the market operation because of the disruption in the information flow. The major causes of financial crises include banking disintegration, uncertainty, and deterioration in the asset market (Elliot, 2011). The notable events leading to the financial crunch of 2008 can be traced to include the housing crises to downgrade of debt status of the U.S. economy
First, 2007 housing crises escalate with the increased foreclosure of the sub-prime mortgages. Notably, the BNP Paribas announced it ceased operation in three hedge funds, which specialized in mortgage financing (Elliot, 2011). Other lenders followed suit including Freddie Mac, Bear Streams, and Fitch Rating, which liquidated as well as filing for bankruptcy. 
Second, in2008, the U.S. economy plundered into recession because of the spillover effect of the sub-prime mortgage crises affecting the rest of the economic sectors. The Federal Reserve and the Bank of America strived to guarantee other banks to hedge against collapse but to no avail (Elliot, 2011). The collapse of the Lehman Brothers escalated the uncertainty in the banking sector. 
Thirdly, during the winter of 2008-2009, concerted efforts by the newly formed G-20 organization of wealthy states to reduce the interest rate, introduce stimulus packages, and launch electronic money only resulted in the disintegration of the international cooperation with members focusing on individual agendas (Elliot, 2011).
The financial crisis of 2008 caused domestic and international economic failure because of linkages in the financial system. For example, the perceived financial innovation in the mortgage market led to the emergence of the ‘housing bubble’ that was manifested by the emergence of sub-prime and alternative A-mortgage product (Elliot, 2011). However, the mismanagement and escalating agency problem arose with borrowers exhibiting minimal incentive to disclose their ability to pay and rating agents failed to assess the quality of securities. Subsequently, the ‘housing-bubble’ had to burst resulting in panic.
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