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Automatic price adjustment mechanisms, known as indexing, have mainly been a relatively
common practice in developing economies even under different macroeconomic environ-
ments. These mechanisms often arise spontaneously in agents’ private contracts as a tool
to protect themselves from high and unpredictable inflation. However, on other occasions
they are the product of regulations resulting from various institutional arrangements. The
economic effects of indexing have been a relatively active area of study and a subject of
debate. This box presents a brief review of some of the effects of indexing documented in
the specialized literature and quantifies the prevalence of its effect on consumer prices in
Colombia.

The literature analyzing the economic impact of indexing is extensive' and highlights both
the benefits and costs associated with it. As for the former, from the microeconomic point of
view, when there are high inflation rates, indexing makes it possible to reduce uncertainty
in the agents’ contractual agreements (Lefort and Schmidt-Hebbel, 2002). In the labor mar-
ket, this replaces the need for frequent wage renegotiations and reduces the transaction
costs associated with such renegotiations (Gray, 1978; Aizenman, 1984, 1987). Furthermore,
it enables a transfer of risk between workers and companies. This occurs because workers
are more risk averse and are, therefore, willing to earn nominal wages that are temporarily
lower than market wages if they know that they can count on a mechanism that will help
them keep their purchasing power unchanged in the event of future inflationary shocks
(Azariadis, 1978).

Regarding the costs of indexing, the main implications are important at the macroeconomic
level, especially in terms of its effects on price stabilization policies. First, when current
price adjustments are contingent on past variation, inflation acquires more inertia and
becomes more persistent (Edwards and Lefort, 2002). Moreover, indexing amplifies the
impact of a price increase that a particular subgroup of goods may suffer and spread it to
the other indexed goods or services (Landerretche et al., 2002). For the monetary authori-
ties, the aforementioned effects mean that indexing increases the cost of reducing inflation
in terms of output, a conclusion that numerous studies agree on (Ball, 1994; Bonomo and
Garcia, 1994; Jadresic, 1996; Herrera, 2002).

That being the case, what is the balance between the benefits and costs of indexing? The
consensus in the literature is that for a country that reaches moderate or low inflation rates,
the cost-benefit of indexing becomes unfavorable since the benefits of indexing are diluted
while its costs increase (Lefort and Schmidt-Hebbel, 2002). In the current context of the
Colombian economy, this conclusion is relevant. In Colombia, after having reached a low
inflation regime, a combination of foreign and domestic shocks of different natures along
with a rapid recovery of demand gave rise to the post-pandemic inflationary outbreak (for a
detailed discussion of its determinants see Pulido et al., 2023; or Toro, 2023). Therefore, the
process of adjusting inflation to its target that the Colombian economy is currently undergo-
ing could be longer and more costly as indexing becomes more widespread in the economy.

In order to analyze the extent of indexing in the prices of goods and services in Colombia,
the Bank's technical staff did an exploratory exercise. This consisted of selecting those items
from the consumer price index (CPI) where the prices were strongly influenced by the pre-
vious year’s inflation (especially the total year-end inflation) and/or by the change in the
legal minimum wage (LMW) for the current year which, in turn, is adjusted to at least the
total inflation for the end of the previous year by regulation. The selection was made based

1 See, for example, Landerretche’s et al summary (2002).
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on the cost structure of each item as inferred from the supply-use
matrices, the review of the regulations governing price increases for
some CPI items, different statistical analyses, the results obtained
from specialized literature (Arango et al., 2011; Gonzalez-Molano et al.,
2020) and, finally, the criteria of the technical staff.

Based on the selection of these items, a sub-basket called “indexed
CPI” was constructed.? This contains 49 of the 188 items that make up
the total CPI and account for 59.9% of that CPI. These items include 12
with prices that are adjusted by regulations and are therefore highly
rigid. These have a weighting of 13.4% in the total CPI. The high par-
ticipation of the indexed CPI sub-basket indicates that indexing has
a significant impact on Colombian inflation. The selected items were
also divided based on the main determinant of the price adjust-
ments (past inflation, the LMW or both factors). The sub-basket of
those indexed to past inflation is made up of 17 items with a 39.0%
share in the total CPI and contains items such as rent, some utilities,
school education, etc. The LMW-indexed sub-basket, in turn, is made
up of 16 items including services related to co-ownership (building
management), non-school education and personal services, such as
beauty salons, day care centers, domestic services, etc. and accounts
for 6.5% of the total CPI. Finally, the sub-basket indexed to both past
inflation and the LMW includes 16 items such as eating out, some
medical and veterinary services, public transportation, etc. and rep-
resents 14.4% of the total CPI.> Graph B2.1 shows the recent trend in
the annual inflation of these CPI sub-baskets. There it can be seen
that, as of June, they still do not show clear signs of a break like the
CPI that excludes indexed items does. Thus, higher persistence of the
first prices was evident in the post-pandemic inflationary outbreak.

That said, indexing in Colombia affects not only the goods and ser-
vices markets, but also the labor market in particular. Specifically, the
LMW in Colombia has a wide coverage in the distribution of formal
sector wages (Arango et al., 2022; Pulido et al,, 2023). As was men-
tioned, annual adjustments to the LMW cannot, by regulation, be
less than the total inflation seen at the end of the previous year and
generally also consider the growth of the previous year’s Total Fac-
tor Productivity (TFP). The literature recognizes that this type of wage
indexing rule introduces additional inefficiencies since it is based
solely on aggregates and neglects heterogeneities in productivity,
whether at the sectoral level (Duca and VanHoose, 1991) or among
specific groups of workers (Kovanen, 1992). These inefficiencies arise
because these rules raise unit labor costs to a greater extent in those
sectors or for groups with lower productivity growth. This is coun-
terproductive if, for example, the sectors with the lowest productiv-
ity growth coincide with those with the most prevalent informality
as was the case in Colombia in 2022 (Graph B2.2). This implies that
higher increases in unit labor costs in these sectors generate pres-
sure for further increases in informality.

In conclusion, the literature has documented the fact that, though
there are some benefits to indexing, they occur in contexts of high

2 This classification is for internal use at Banco de la Republica and supplements
those published by the Bank and DANE but is not intended to replace them.

3 Note that the above exercise does not indicate that the selected items are com-
pletely adjusted to the aforementioned benchmark, but rather that the benchmark
has a high share in the price formation mechanism of the respective item. Otros
factores pueden influenciar los ajustes de precios (choques de demanda, de cos-
tos, tipo de cambio, etc.).



(PTF)
6.0
5.0
40
3.0
2.0
1.0

0.0

=200
-3.0

-4.0

15.0

Transportation
and Communications

Social and

-..... Community Services
Electricity,

Gas, and Water

Construction

Financial,
real estate, and Manufacturing
services. Emp.

Trade and
Lodging

Agri-business
Mining

25.0 35.0 45.0 55.0 65.0 75.0 85.0 95.0

(rate of informality)

Note: the informality rate uses the definition of social security contribution.

Source: DANE (GEIH and national accounts), calculations by Banco de la Repiblica.

Economic Effects of Indexation and its Prevalence in Colombia

inflation and low predictability. In general, once a country has reached
a moderate or low inflation regime, the costs of indexing outweigh
the benefits. Specifically, a high prevalence of indexing increases
the risk that the process of inflation convergence towards the target
will be more prolonged and costly after inflationary shocks such as
those experienced by the Colombian economy after the pandemic. In
Colombia, evidence indicates that indexing has a significant impact
on both the goods and services markets and the labor market, so the
likelihood of such risks materializing is not negligible.
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