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Abstract

The large amount of theoretical research on the micro foundations of
macroeconomic behavior has made clear that a thorough understand-
ing of the extent and causes of the sluggish adjustment of nominal
prices is crucial to the design and conduct of monetary policy. In this
respect, empirical work aimed at an improved characterization of the
price-setting behavior of firms is of major interest for monetary policy
making.

Fabiani (2006) (WP)

Prices do not adjust instantly in response to changes in the economic conditions that
price-setters are exposed to, such as the size of demand, size of supply, production costs
etc. In recent decades a large number of papers have documented the rigidity of prices and
modeled its implications. In these models monetary policy is of main interest and impact of
the extent of price rigidities is examined on the dynamic behavior of some macroeconomic
variables, such as consumption and inflation.

This thesis consists of three parts which are strongly interlinked. The first part doc-
uments the rigidity of prices in Slovakia to contribute to the large pool of related research
by analyzing one of the less-documented countries. While most of the research focuses on
the U.S. and Europe economies, studies on transition countries are more scarce. During the
period examined Slovakia was preparing for integration into European Union (EU) and for
the introduction of Euro as the national currency. Therefore, analyzing this country makes
this study a valuable exercise as impacts of these factors can be examined and some lessons
can be learned.

Findings from the first part of this thesis directly motivate the second part. The general
behavior of price adjustments turns out to follow a special distribution; prices seem to adjust
upwards more often than downwards; inflation seems to affect how price-setters adjust their
prices both in the timing of adjustment as well as in the size etc. These and other factors
are examined in the second part of this thesis to establish on the causal relationship between
these and the price setting using a novel estimation approach.

The third chapter builds on the results of the second part in that it evaluates the implica-
tions of the pricing structure used in a macroeconomic model on the resulting welfare. More
importantly, though, it shows that if an economy is modeled assuming pricing structure very
different from the true one, the estimated welfare losses can be significantly under- or over-
estimated. This highlights how important role the right assumptions play in the standard

macroeconomic models which are the crucial tool in hands of the central optimizer.
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