ABSTRACT

We construct a theoretical model of 2 monetary economy in which money is used
to facilitate exchange. Our model differs from existing approaches by allowing
an important role for an externality in transacting. We calibrate the model and
argue that the calibrated model has rational expectations equilibria in which beliefs
may influence allocations independently of fundamentals. One of these equilibria
provides a way of understanding the covariance of prices and money in small vector
autoregressions.




