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Abstract

The recent boom-bust cycles of asset prices are characterized by massive in- and out-
flows of foreign speculative investments. To explain this phenomenon, we develop a two-
country model of rational bubbles with asymmetric degree of financial development. We
show that financial market globalization facilitates the emergence of bubbles when the do-
mestic financial market is either over- or underdeveloped relative to foreign ones, while
globalization prevents bubbles when domestic pledgeability is in a middle range. Further-
more, we also identify a two-way feedback relationship between capital flows and bubbles:

capital inflow facilitates bubbles, and bubbles, in turn, promote capital inflow.
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