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Abstract

This paper presents a dynamic general equilibrium model that allows
the distinct short-run and long-run effects of monetary policy to be ex-
plained. There are two main features of the model. The first is the con-
sideration of a financial intermediary that must use money to meet legal
reserve requirements. The second is the monetary policy mechanism: The
increase in the quantity of money goes first to the financial intermediaries,
which can lend the new amount of money to firms since the legal reserve
requirements have been fulfilled and there are no new deposits. The in-
creasing investment of firms is accompanied by higher production and
consumption, which constitute the short-run effects of monetary policy.
As time passes, the additional quantity of money reaches the consumers,
that increase their deposits. The reserves therefore rise, the real short-
run effects dissapear, and the price level becomes higher as a result of the
greater amount of money.
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