High inflation reduces economic growth
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Although it might only seem like the trend impacts your budget, inflation often has far-reaching impacts across the economy. Let’s explore the most prevalent effects of rising inflation rates. Lost Purchasing Power The most obvious impact of inflation is the loss of purchasing power. As purchasing power erodes, many feel the impacts on their budget. But those on a low income or fixed income often feel the pinch the most. As inflation takes hold, it’s important to monitor how well your income keeps pace with the changes. If it’s within your power, negotiate for a raise or switch up your income streams to keep up with rising costs. Higher Interest Rates The Federal Reserve has a relatively limited toolkit to tame inflation. And the option they turn to first is usually raising interest rates. As the Fed pushes interest rates higher, it gets more expensive to borrow money. Since the average consumer takes advantage of borrowing to make major purchases, like a home or vehicle, a reality, this has a big impact on households across the country. If you have any debt with a variable interest rate, you’ll face higher costs tied to the higher interest rates. Higher Prices For Everything When everything is more expensive, wallets are pinched. After all, it’s impossible to go without the basics such as food or electricity. But with rising costs, it can become more difficult to make ends meet. The older and lower income wage earners are the first to feel the bite of higher prices. But eventually, it works its way up the income chain and begins to threaten companies or even entire industries. Economic Growth Slows As inflation runs rampant, the Fed tightens its monetary policy. With the money supply drying up, credit becomes more expensive and credit requirements tighten. Again, consumers looking to make major purchases find this a challenge. Since most need credit to make a major purchase, this slows down the economy. Anti-Inflationary Measures Can Cause A Recession Inflation is a major threat to the economy. But as the Fed tries to adjust the market with monetary policy and interest rate hikes, sometimes it overcorrects. If the market isn’t ready for the Fed’s actions, that can mean lower economic growth for the country. When this happens for one quarter, it is usually referred to as a contraction. But if this happens for two quarters in a row, it is generally considered the start of a recession. During a recessionary environment, the Fed often lowers interest rates to encourage economic activity. But as the cycle continues, it can be a painful ride for everyone.
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