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Inflation: Key Measures to Understand 

Inflation and the Economy  

Inflation is one of the most important and frequently discussed economic topics. Economists, 
policymakers, and the public care about inflation because it leads to the same amount of money in your 
pocket being worth less over time. If wages don’t keep up with rising inflation, then it can lead to a 
decrease in purchasing power. And when inflation becomes volatile and unpredictable, it can make 
everyday activities like budgeting, lending, and borrowing more challenging. Policies to address inflation 
are often imperfect and can be difficult to apply.  

While it has become a salient issue in recent years, the concept of inflation is not always clearly 
understood. To better understand inflation, it is important to know the ways it’s measured, what drives it, 
its history, and how policymakers try to keep it at bay. 

What Is Inflation? 

Inflation is the general increase in the prices of goods or services over time and has a significant effect on 
both consumers and businesses.  

For consumers, inflation increases the price of products and services, making them more expensive to 
purchase. If their wages don’t rise to keep up with increasing prices, consumers’ purchasing power 
declines, reducing their standard of living.  

For businesses, inflation can increase the cost of inputs, including paying workers higher wages. If 
businesses absorb these higher costs, their profits may decrease. If they pass the higher costs on to 
consumers, it can lead to lower demand and lower business profits. Businesses prefer low, steady 
inflation because it is predictable, making it easier to forecast input costs and consumer demand. 
Businesses and investors face a harder time making decisions in periods when inflation is rising or volatile.  
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Measuring Inflation 

Overall inflation at the consumer level is measured by calculating the average price for a basket of goods 
and services across the whole economy. Two main surveys measure the price level: the consumer price 
index (CPI), and the personal consumption expenditures (PCE) price index. (See Figure 1.) 

The CPI measures the dollar cost over time of a specific list of goods and services that an urban 
consumer would purchase.1 This index is the ratio between the price of a basket of goods and services in 
the current year and the price of the same basket in the previous year. The year-over-year percentage 
change is the inflation rate.  

The PCE is similar to the CPI but differs in a few key ways. First, the PCE includes certain indirect 
purchases that are not in the CPI, such as medical care paid for by insurance. The PCE also covers rural 
and urban consumers, nonprofits, and items bought on behalf of consumers such as fringe benefits. 
Second, and most importantly, the PCE’s formula reflects the fact that consumers react to rising prices 
by changing their buying habits, substituting lower-cost goods or services for those that cost more. While 
the PCE formula captures this substitution effect on an ongoing basis,2 the CPI only updates its basket of 
goods and services every two years.3 

 

 

  

Understanding How Disinflation and Deflation Differ from Inflation 
In addressing inflation, there is often confusion between the aim of lowering the rate of price increases versus 
lowering prices.  

• Disinflation is when the rate of inflation is reduced, with the goal of achieving price stability at a lower 
rate of inflation. In the current environment, the Federal Reserve aims to reduce the inflation rate to its 
established goal of 2 percent.a Price stability is important because it provides certainty in the economy 
and allows consumers and businesses to confidently engage in economic activity. 

• Deflation is when there is a sustained decrease in the price level. Deflation can be extremely 
dangerous for the economy. If consumers think prices could decline in the future, they could put off 
purchasing goods and services in pursuit of lower prices, causing a drop in demand. Shrinking demand 
could ultimately slow economic growth and cause a recession. 

a  The Federal Reserve, “FAQs: Why does the Federal Reserve aim for inflation of 2 percent over the longer run?” updated 
August 22, 2025, https://www.federalreserve.gov/faqs/economy_14400.htm.  

https://www.federalreserve.gov/faqs/economy_14400.htm
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FIGURE 1 

 
 

The headline CPI and the PCE inflation numbers reflect the entire basket of goods and services covered 
by these indexes, but both also report a “core” version that excludes food and energy prices, which can 
be volatile. Economists sometimes look at core inflation because sharp changes in food or energy prices 
may not be related to the inflation trend of the broader economy.4 Changes in food and energy prices are 
often related to temporary factors unrelated to the underlying economy, such as poor weather 
conditions or political upheaval.5 

There are other broad measures of inflation, including the Producer Price Index, which measures 
changes in prices that producers receive for selling their output, as well as inflation measures that look at 
smaller sets of goods and services, such as food prices. 

Inflation Drivers 

The overall price level for consumers depends on the supply of 
and demand for goods and services available in the economy. 
Demand reflects the total amount of goods and services 
consumers are willing and able to purchase at a given price. Supply 
reflects the total amount of goods and services that businesses are 
willing and able to supply at a given price. 

 
 
 

Demand-pull inflation and cost-
push inflation are the two most 
common types of inflation. 



 4 

The most common type of inflation is demand-pull inflation, which occurs when demand for goods and 
services rises relative to their supply in an economy. This can occur during periods of high economic 
growth, when unemployment and interest rates are low and people have more money to spend on goods 
and services, but production of those goods and services have not caught up to the increased demand.   

Another type of inflation is cost-push inflation, which occurs when businesses raise prices due to an 
increase in their input costs, such as wages or raw materials.6 Consumer prices rise because input prices 
have risen, generally because the availability of inputs is constrained or interrupted. 

A wage-price spiral occurs when rising wages and prices become mutually reinforcing, generating even 
higher prices. For instance, if workers demand higher wages in reaction to higher prices, then higher 
wages can increase production costs for businesses. In turn, businesses may further raise the price of 
their goods and services.  

Inflation expectations can also be a driver of current inflation.7 Inflation expectations refer to the 
inflation rate that consumers, businesses, and investors believe they will face in the future. If they think 
that inflation will be higher in the future, they may act now to try to counter it. For instance, if consumers 
think the cost of goods will be significantly higher in the future, they may purchase more of them now in 
advance of the price hike. But that boosts demand and puts upward pressure on prices, effectively 
helping fuel the expected higher level of inflation. In contrast, if inflation expectations are “anchored” at a 
lower level, it can help dampen reactions to price increases, leaving time for producers to adjust supply 
and for policymakers to address inflation through changes in monetary policy.  

Inflation Over Time 

The United States has seen some notable periods of high inflation in the past, specifically during the 
1970s and the early 2020s. (See Figure 2.) In 1974, the CPI inflation rate reached 12 percent, and then 
dropped to around 5 percent by 1976. After subsiding largely by itself,8 inflation rose again in 1980 to 
almost 15 percent. This volatility was driven by a number of factors including two oil shocks, the first being 
the 1973 oil crisis, which created an oil shortage and pushed up oil prices for consumers and businesses. 
The second one was the oil shock of 1978-79, which was caused by the Iranian Revolution and the 
subsequent collapse of Iranian oil production.  

The most recent spike in inflation was in 2021-23, when the CPI inflation rate reached 9.1 percent.9 There 
has been a lot of speculation about the drivers of inflation over this period, but recent analyses show that 
higher commodity prices (particularly energy) and tight global supply chains along with shifts in the 
composition of consumer spending were the major causes of this inflation spike.10 Pent-up consumer 
demand after the pandemic as well as fiscal stimulus from multiple COVID-relief packages helped boost 
aggregate demand. Energy prices rose in response to higher demand as well as the effects of the Russian 
invasion of Ukraine. Moreover, consumer spending shifted from services to durable goods. With tight 
global supply chains, not enough goods were available to meet the higher demand, so goods prices rose 
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sharply. As supply chains became unsnarled and energy markets stabilized, the inflation rate started 
decreasing.   

More recently, the CPI inflation rate was 2.7 percent11 for the year ending in December 2025,12 which is 
low compared to the 1970s but still elevated compared to the 2000s and 2010s. The Congressional 
Budget Office expects CPI inflation to be 2.7 percent in 2026, 2.3 percent in 2027, and 2.1 percent in 
2028.13  

FIGURE 2 

 
 

Approaches to Curbing High Inflation 
The policy responses to high inflation and price volatility available to policymakers depend on the state of 
the economy and the underlying causes of inflation. For instance, demand-pull inflation can occur when 
the economy is strong and possibly overheating. In this situation, policies would seek to slow economic 
growth without tipping the economy into recession, thereby easing inflationary pressures.  

The Federal Reserve can address demand-pull inflation by raising interest rates. The Fed’s main policy 
lever is the federal funds rate, which is the rate at which banks borrow from and lend to one another on 
overnight loans. The federal funds rate influences other interest rates that apply to households and 
businesses, like mortgage rates and credit card rates. By increasing the federal funds rate, the Fed makes 
borrowing more expensive, which in turn reduces demand for goods and services and stunts economic 
activity, slowing economic growth. The reverse is also true — when the Fed cuts the federal funds rate, 
that can result in increased economic activity. This is why the Fed cuts interest rates to counter an 
economic downturn. (Technically, the Federal Reserve sets a target for the federal funds rate and uses 
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tools primarily related to the interest rate it pays on deposits at the Fed to indirectly — and effectively — 
nudge the federal funds rate to its target.)  

The Fed’s interest rate policy is guided by its goal of holding inflation steady and close to its 2 percent 
target (as measured by the PCE) and keeping unemployment low. If inflation is high and the labor market 
is weak, the Fed faces challenging choices. It can reduce interest rates to try to increase demand in the 
economy and increase employment, but that could cause inflation to accelerate. Conversely, it can raise 
interest rates to bring down prices, but that could further weaken the labor market, leading to higher 
unemployment. 

Congress also has options to address demand-pull inflation. It could implement price controls, reduce 
government spending, or increase taxes.  

Price controls can work in the short term to hold down prices, 
but because they do not address the root causes of the 
inflation, economists generally view price controls as ineffective 
over time — they can cause shortages, as businesses are 
unwilling to supply goods and services at lower prices, and 
inflation can return when the price controls are relaxed.14  

Reducing government spending or increasing taxes can lower demand, leading to reduced prices. These 
kinds of policies typically take longer to put in place and impact the economy more than action taken by 
the Fed to raise or lower interest rates. Like the Fed, if the labor market is weak, then lowering 
government spending or raising taxes could further weaken employment and economic growth. 
Depending on what government spending is cut or whose taxes are raised, these actions can have 
significantly different impacts on households at different parts of the income distribution. 

Supply limitations drive cost-push inflation, which is harder for the Federal Reserve to address by 
changing interest rates. Executive and congressional action, such as reducing the regulatory load on 
businesses or increasing subsidies for a particular set of goods or sectors, could lower production costs, 
boost supply, and lead to lower prices over time. These can take time to implement, and so they are 
unlikely to be a quick fix to cost-push inflation. Similarly, it is difficult for governments to quickly address 
supply disruptions, due to the long-term nature of infrastructure projects as well as the global nature of 
the supply chain.15 The Fed can raise interest rates and lower demand overall, but that could lead to 
reduced employment broadly, imposing significant economic pain for what could be a temporary supply 
disruption. 
 

 
1 Drew DeSilver, “As inflation soars, a look at what’s inside the consumer price index,” Pew Research Center, January 
24, 2022, https://www.pewresearch.org/short-reads/2022/01/24/as-inflation-soars-a-look-at-whats-inside-the-
consumer-price-index/.  

 
 
 

Policy responses to high inflation 
depend on the state of the economy 
and the underlying causes of inflation. 

https://www.pewresearch.org/short-reads/2022/01/24/as-inflation-soars-a-look-at-whats-inside-the-consumer-price-index/
https://www.pewresearch.org/short-reads/2022/01/24/as-inflation-soars-a-look-at-whats-inside-the-consumer-price-index/
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