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Box 2
Estimated effects of the minimum wage on inflation in
Colombia

Nicolas Martinez-@ortés
Sergio Restrepo-Angel

Several studies have pointed to the influence of the minimum legal wage (SM for its Spanish
acronym) on the labor market and the observed distribution of wages and prices in the eco-
nomy, among other effects. In 2022, Banco de la Republica conducted a comprehensive study
on the macroeconomic effects of the legal minimum wage in Colombia (Arango et al., 2022).
In this Box, we summarize some of their findings and other relevant results from related lite-
rature, particularly its effects on inflation.

As pointed out by Arango et al. (2022), increases in the minimum wage can affect prices via
various conduits. One is labor costs, defined as increased labor costs as a factor of production
cost that can lead to a higher sale price. Another is aggregate demand, where higher worker
income places upward pressure on prices through increased consumption. A third factor is
inflation expectations, whereby agents may expect higher price adjustments as a consequence
of the behavior of the previous conduits.

We study various methodologies to assess the impact of minimum wage increases on prices,
analyzing both aggregate and microdata. In the case of aggregate data, two methodologies
find similar results. An accounting exercise using an input-output matrix concludes that, on
average, a 100-basis point (bp) increase in the minimum wage results in a 14 bp increase in
total consumer inflation. On the other hand, an instrumental variable approach suggests that
an increase of the same magnitude in the minimum wage is associated with a 14 bp increase
in core inflation (measured as CPI excluding food or regulated items), that through its weight
on total CPI, translates into a 10 bp increase in headline inflation. However, it should be noted
that these estimates only cover a period characterized by relatively low inflation and increa-
ses in the minimum wage that do not deviate far from the total previous year's inflation and
labor productivity gains. Moreover, they do not consider possible non-linearities in the res-
ponse of prices to different magnitudes of minimum wage increases or consecutive increa-
ses above observed inflation plus some measure of productivity. Consequently, we suggest
a cautionary approach when directly applying the results of these estimates when different
conditions are present.

As for the microdata exercise, the results suggest considerable heterogeneity in the transmis-
sion of the legal minimum wage to prices across different baskets of items, with food away
from home exhibiting the strongest transference. In the aggregate, excluding some regulated
items and services, the median price increase following a 100 bp increase in the minimum
wage is 16 bp, a pass-through that primarily happens during the four months following the
minimum wage increase.

Arango et al. (2022) also analyze some macroeconomic variables’ adjustments to unanticipa-
ted minimum wage shocks using a dynamic stochastic general equilibrium model. This model
assumes price rigidities, incomplete financial markets, a segmented labor market including
formal and informal sectors, and a central bank acting to stabilize prices. In this model, an
unanticipated 100 bp increase in the minimum wage generates a rearrangement of the labor
market in favor of informal employment, as well as placing downward pressures on gross
domestic product (GDP), investment, and consumption, the latter especially for unskilled
workers. The GDP reduction is more noticeable in the short term than the long term and gene-
rates a negative output gap compared to the baseline scenario. Concerning prices, in general
equilibrium, the cost shock produced by the minimum wage increase dominates the impact
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on the output gap, increasing headline inflation by 8 bp. Table B2.1 summarizes the findings
of Arango et al. (2022) and those of two other benchmark studies.

Table B2.1
Literature results for Colombia: estimated effect on total CPI of a
100-basis point (bp) increase in the legal minimum wage

Lasso (2010) Dynamic panel 1994-2009
Posso-Suarez (2010) Input-output matrix 2006 14
Microdata and regression 2008-2019 16
Arango et al. (2022) Instrumental variable 2003-2019 10
Input-output matrix 2010-2019 14
DSGE?’ model 2008-2019 8

a/ Dynamic Stochastic General Equilibrium model.
Source: Prepared by the authors with information from various studies. The reader should reference the documents listed for additional
details.

By surveying businesses, other studies have explored some microeconomic characteristics
of the wage-setting process and its possible relationship with prices in Colombia. For exam-
ple, lregui et al. (2012) document that businesses adjust wages less frequently than prices
and generally do not reduce the former, suggesting downward wage rigidity. The authors also
mention evidence of considerable heterogeneity in the transmission of wages to prices across
different sectors, particularly in those where the share of labor cost is high! The literature also
indicates that transmission is measured by industry-level criteria, such as sectoral aggregate
labor productivity (Iregui et al., 2012) or market concentration (Heise et al., 2021). Consistent
with this finding, in a more recent study, Pulido et al. (2023) focus on examining the role of
wages during the sharp post-pandemic inflation increase in Colombia, finding that the mini-
mum wage is very binding compared to other economies, concluding that substantial increa-
ses in the real minimum wage, relative to productivity, have adverse macroeconomic effects.
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