The amount printed on a paycheck can increase while the life it supports becomes harder
to afford. A business can raise its prices and still earn less on each sale. A news report
can announce that inflation has fallen while groceries remain noticeably more expensive
than they were several years earlier. These experiences become understandable when we
distinguish the number of dollars from their purchasing power—the goods and services
those dollars can buy. Inflation is an increase in the general price level over time. It
describes a broad movement across prices, although individual prices can rise, remain
unchanged, or fall within that movement. Its importance reaches beyond shopping.
Inflation affects wages, business decisions, savings, debt, and the ability to make plans
with reasonable confidence about future costs.

A higher price for one product does not, by itself, establish that the entire economy is
experiencing inflation. Suppose unusually cold weather damages a particular fruit crop.
That fruit may become more expensive because less is available, while prices for
furniture, internet service, and other products remain stable. This is a change in a relative
price: the price of one thing compared with others. Broad inflation involves increases
across a sufficiently important portion of overall spending. The distinction matters
because different problems require different explanations. A temporary shortage of one
ingredient differs from widespread price pressure affecting many industries. Economists
therefore examine both individual categories and the combined picture, looking at how
widely price increases have spread, how large they are, and whether they persist.

The difference between a price level and an inflation rate is especially useful. The price
level describes how expensive a collection of goods and services is. The inflation rate
describes how quickly that level changes. Consider a fictional collection of purchases
costing $100. If its cost rises 10 percent, it reaches $110. If inflation then slows to 3
percent over the following year, the collection costs $113.30. Prices are still rising, but
more slowly. That slowdown is called disinflation. Deflation means a decline in the
general price level. Returning from $110 to $100 would require a decrease of about 9.1
percent, rather than simply a lower positive inflation rate. This arithmetic explains why
news of improving inflation does not necessarily bring back the prices people remember.

To measure these changes, statisticians construct a price index, which summarizes price
movements relative to a reference period. The Consumer Price Index, or CPI, tracks
prices paid by urban consumers for a representative collection of goods and services.
That collection is often called a market basket, though it includes services such as rent
and medical care alongside physical products. Categories receive weights reflecting their
importance in consumer spending. Housing therefore influences the overall measure
more than an item on which households spend relatively little. An index rising from 200
to 210 has increased 5 percent: the ten-point change divided by the starting value of 200.

The Bureau of Labor Statistics explains how CPl is constructed, including why it
represents an average rather than the exact experience of every household.


https://www.bls.gov/cpi/questions-and-answers.htm

Two households can consequently encounter different financial pressures during the
same period. One might rent an apartment, commute a long distance, and pay for
childcare. Another might own a home without a mortgage, drive infrequently, and have
substantial medical expenses. Changes in rent, fuel, childcare, and healthcare will affect
them differently. Consider a simplified budget with $2,000 in monthly spending, including
$500 on food. If food prices rise 10 percent while everything else stays unchanged,
maintaining those purchases costs an additional $50. The total budget rises 2.5 percent.
A household spending a larger share on food would experience a larger overall increase
under those same assumptions. This is why the national rate and a household’s
experience can differ without either being imaginary. Their spending patterns are
different.

Economists also use the Personal Consumption Expenditures price index, called the
PCE price index. It differs from CPI in its coverage, weights, and calculation methods,
including broader coverage of spending made on households’ behalf. Both measures
help researchers examine consumer prices. Reports sometimes distinguish headline
inflation, which includes all categories in the measure, from core inflation, which
excludes food and energy. Those categories are excluded from core measures because
their prices can move sharply and obscure other trends. Food and energy remain
included in headline measures and remain essential household expenses. The Bureau of
Economic Analysis explains these price indexes. Reading both headline and core figures
can help separate an immediate change in living expenses from evidence about broader,
more persistent price pressures.

BLK & Bold provides a useful business example for examining the costs behind a
familiar purchase. Pernell Cezar and Rod Johnson founded the coffee and tea company
in 2018 and built a business that reached major retailers and formed partnerships
involving organizations such as the NBA and Marvel. In an interview published by lowa’s
economic development agency, Cezar explained how early financing helped the company
obtain commercial roasting equipment. Their achievement involved developing both a
recognizable brand and the capacity to produce. A coffee business also connects
agricultural production, transportation, roasting, packaging, and distribution. Examining
that chain helps us understand how a change occurring far from a store can eventually
affect the economics of the product on its shelves.

Imagine a coffee roaster facing a poor harvest in a major growing region. Unroasted
coffee beans become more expensive, and shipping costs rise at the same time. These
are hypothetical conditions, not claims about BLK & Bold’s accounts or pricing
decisions. The roaster may face higher costs even though customers have not suddenly
become more willing to spend. A disruption that reduces availability or raises production
costs is called a supply shock. When such pressures spread across important goods and
services, they can contribute to inflation. Fuel is a clear example of an input with broad
connections because transportation affects many industries. However, a cost increase is
not automatically passed to customers in full. Contracts, competition, existing inventory,
and customer sensitivity all influence how much reaches the final price.


https://www.bea.gov/resources/learning-center/what-to-know-prices-inflation
https://www.bea.gov/resources/learning-center/what-to-know-prices-inflation
https://opportunityiowa.gov/story/2022-12-11/global-duo-born-iowa-blk-and-bold-coffee-and-marvel
https://opportunityiowa.gov/story/2022-12-11/global-duo-born-iowa-blk-and-bold-coffee-and-marvel

Demand can also create pressure. Aggregate demand means total spending on an
economy’s goods and services. If spending grows faster than businesses can increase
production, employers, suppliers, and customers may compete for limited capacity.
Consider a fictional town where household incomes rise and many residents decide to
replace aging appliances. Local sellers can order additional appliances, but
manufacturers may already be operating near their available capacity. Deliveries take
longer, discounts disappear, and some prices rise. Across an economy, similar pressures
can contribute to demand-driven inflation. Supply and demand can also change together,
making the explanation more complicated than a single label. The Eederal Reserve Bank
of San Francisco studies both sources, using changes in prices and quantities to help
distinguish their contributions.

The money available for spending belongs in this discussion, but a slogan about
“printing money” leaves out essential steps. Money and credit can support additional
spending, while the inflationary effect depends on how spending develops relative to
production and the desire to hold money. If households retain additional funds in their
accounts, the immediate effect differs from spending those funds quickly in industries
already struggling to supply customers. If businesses can expand output, stronger
spending may support more production. If supply is constrained, more of the adjustment
may occur through prices. Fiscal policy—government decisions about spending and
taxation—and monetary policy—central-bank decisions influencing money, credit, and
interest rates—can affect these conditions. Explaining a particular inflation episode
requires examining those policies alongside production disruptions, spending patterns,
and the timing of changes.

A business facing inflation must make decisions about both costs and customers.
Melissa Butler’s development of The Lip Bar illustrates the achievement of building a
product business around a clearer understanding of who customers are and what they
want. She began making lipstick in her kitchen and expanded into a broader cosmetics
business with national retail distribution, as the company’s history describes. Her
success gives us another industry through which to examine pricing. A cosmetics
company purchases ingredients, containers, labels, shipping, and other services while
also paying for labor and product development. Customers evaluate the finished
product’s performance, shade, convenience, and price. A company must understand that
entire relationship to keep offering something people value while covering the resources
required to deliver it.

Suppose a fictional cosmetics business receives $12 per unit sold and incurs $8 in direct
product costs. Its gross profit is $4 per unit, before other expenses such as
administration and marketing. If direct costs rise to $9.50 and the selling price remains
$12, gross profit falls to $2.50. Even raising the price to $13 produces only $3.50 in gross
profit, still below the original amount. These figures are invented for teaching and do not
describe The Lip Bar. They demonstrate why a price increase alone cannot tell us
whether a company is earning more. Other businesses may be able to expand their


https://www.frbsf.org/research-and-insights/data-and-indicators/supply-and-demand-driven-pce-inflation/
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margins, depending on demand and competition. Evaluating the claim requires
comparing selling prices, costs, quantities sold, and profits over the relevant period.

Some price increases appear through quantity changes. Shrinkflation describes a
reduction in the amount of product supplied while the package price stays the same.
Suppose a household product costs $6 for 20 ounces. Its unit price—the price for a
standardized amount—is 30 cents per ounce. If the package shrinks to 16 ounces while
still costing $6, the unit price becomes 37.5 cents per ounce, an increase of 25 percent.
The package contains 20 percent less product, but the price per ounce rises 25 percent
because the calculations use different starting amounts. Neither fictional business in this
lesson is being accused of this practice. The BLS explains how product-size changes are
reflected in CPl. Comparing consistent quantities makes changes easier to recognize.

Wages require a similar distinction between the dollar amount and what it buys. A
nominal wage is the amount stated in money. A real wage adjusts that amount for prices.
Suppose someone earns $20 an hour and receives a 5 percent raise, bringing the wage to
$21. If the relevant price level rises 8 percent, purchasing power declines despite the
larger paycheck. Dividing 1.05 by 1.08 gives approximately 0.972, meaning real pay falls
about 2.8 percent. Reversing the relationship changes the outcome: pay growing faster
than prices increases purchasing power. A cost-of-living adjustment is an increase
intended to account for rising living costs, although its timing and formula may not
match a household’s exact experience. Understanding real pay helps explain why the
size of a raise must be considered alongside the prices surrounding it.

Inflation also affects agreements extending into the future. Someone holding $1,000 in
cash still has $1,000 after a year, but it buys less if prices rise. Interest earned on savings
can offset some or all of that loss, depending on the rate and taxes. For debt with fixed
dollar payments, unexpectedly high inflation can reduce the purchasing power of what
the lender eventually receives. A borrower may benefit if income rises while the payment
stays fixed, but that benefit is not guaranteed: other expenses can rise faster than
income. Variable interest rates can also increase borrowing costs. Inflation therefore
redistributes gains and burdens unevenly. The important details include whether
payments are fixed, whether income adjusts, and whether the original agreement already
anticipated the price changes that occurred.

Expectations can influence how people respond. A supplier anticipating higher future
costs may offer shorter price guarantees. Employees may seek raises based partly on
what they expect living expenses to become. Customers may bring forward purchases if
they believe waiting will make them substantially more expensive. Such decisions can
contribute to continued price pressure, although expectations are only part of the
explanation and their effects depend on circumstances. Price stability means keeping
overall inflation low and reasonably predictable, allowing contracts and plans to be made
with less uncertainty. It does not require every individual price to remain unchanged. In
the United States, the Federal Reserve states its longer-run goal as 2 percent inflation
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measured by the PCE price index. That is a policy objective, rather than a promise about
any particular purchase.

Reducing inflation involves addressing the forces sustaining it. Restored production,
improved transportation, additional productive capacity, and more reliable energy
supplies can ease supply pressures. Slower growth in spending can reduce pressure on
capacity as well. Higher interest rates can contribute by making borrowing more
expensive and influencing spending decisions, but they cannot directly produce a
missing harvest or reopen a damaged shipping route. Those limits create difficult policy
choices because slowing demand can also weaken hiring and investment. Broad,
persistent deflation brings its own risks: declining revenues can strain businesses, and
fixed debts can become harder to repay as incomes fall. Falling prices in one improving
industry, such as a technology becoming cheaper to produce, are a different situation.
The direction, cause, and reach of price changes all matter.

Price stability gives people more room to plan the work they want to accomplish. A
manufacturer can estimate whether an order will cover its costs. A worker can judge
whether an offer represents an improvement in living standards. A household can
compare quantities and prices without mistaking unchanged packaging costs for
unchanged value. The entrepreneurs behind BLK & Bold and The Lip Bar built
businesses by paying attention to products, customers, and the practical requirements
of delivering quality. That same attention helps us understand inflation. A price tag
becomes more informative when we consider the quantity offered, the costs behind it,
and the income available to pay it. With those relationships visible, we can evaluate
changes carefully and recognize the difference between more dollars passing through
our hands and greater purchasing power remaining within our reach.
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