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respect to those real variables. In our
simple model output and employment
Auctuate in response to variations in 6.
technology, which is assumed to be the
only real driving force.3 In particu-lar,
output always rises in the face of a
productivity increase, with the size

Jordi Gali CREI and UPF August 2007
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As shown in the appendix, the solution to
that problem yields the set of demand
equations C t(i) = P t(i) Pt C t (1) for all
i2[0;1], where PthR1O0OPt(i)1diillis
an aggregate price index. Furthermore,
and conditional on such optimal
behavior, we have Z 1 0 P t(i) C t(i) di= P
t Cti.e., we can write total consumption
expenditures as the product of the price



