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Core inflation is considered to be an important 
indicator when planning monetary policy. Technically, 
it is a consumer price infl ation index from which such 
components as food, alcohol, tobacco and energy 
have been excluded.

The reason lies not just in the past experience that 
the prices of these goods have a tendency to fl uctuate 
much. For instance, if the price of an important 
component, e.g. food, within the CPI basket rises one 
year because of unfavourable weather conditions, it 
is not regarded to be a good argument for changing 
the monetary policy since next year the weather 
conditions might improve again. Likewise, we do not 
respond to unexpected rises in the price of oil and 
related energy prices since no central bank has the 
power to affect oil prices in the world market through 
its policy. The exclusion of alcohol and tobacco 
products is related to the fact that excise duties 
account for a major part of the prices of such products 
and the rise in these prices is largely related to the 
tax policy applied by the government. The indicator 
without the above-mentioned components better 
refl ects domestic price pressures.

The average level of Estonia’s consumer prices stood 
at 52% of the euro area average in 2003, according 
to Eurostat. Since convergence of price levels is 
inevitable upon the integration of two economic areas, 
faster growth in Estonia’s consumer prices can be 
expected. A common perception is that Estonia’s 
core infl ation could be around 2.0–2.5 percentage 
points above the respective euro area indicator. 
Approximately for the last year and a half the core 
infl ation in Estonia has been the same as within the 
euro area, or lower. In 2004, the core infl ation in the 
euro area remained at previous levels while declining 
from 2.3% in 2003 to 1.3% in Estonia. 

Interestingly enough, of the new European Union 
Member States with a similar price level the 
slowdown in the core infl ation was characteristic to 
just Estonia and Slovakia in 2004. Meanwhile it rose 
in the Czech Republic, Latvia, Lithuania, Hungary and 
Poland (though in Lithuania it was rather refl ected in 
a slowdown in the infl ation rate; see Table a).

Estonia is a small and open economy where all goods 
can, with certain reservations, be categorised as 
competing with imports. The core infl ation dynamics 
shows that in Estonia several price developments 
characteristic to the whole European Union have 
manifested themselves more intensely. For example, 
the annual rise in the prices of clothing, footwear and 
headgear that slowed down to 0.2% within the euro 
area in 2004, saw a decline in Estonia instead. 
The slowdown in Estonia’s core infl ation can also 
be explained by the steady decline in the prices of 
furniture and home furnishings, which in 2004 reached 
the -0.7% level, year-on-year, while the trend in the 
euro area ended with the price rise slowing down from 
1.3% in 2003 to 0.8% in 2004.

The prices of services have a greater impact than 
the price developments of goods. Due to differences 
in average income levels, the list of services and 
their weight in the CPI basket serving as a basis for 
measuring core infl ation is smaller in Estonia than 
within the euro area on average. Hence several 
changes in the prices of services identifi ed in the euro 
area are not refl ected in the Estonian core infl ation 
indicator at all.

In the euro area the growth rates of the prices of 
services stayed at the previous year’s level, while 
in the new Member States the rise in service prices 
generally slowed down. In Estonia the growth in the 
prices of services slowed down by 1.2 percentage 
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Table a. Annual growth in core infl ation in new 
European Union Member States (%)

2003 2004 01/05

Euroala 1.8 1.8 1.6

Czech Republic 0.6 1.9 1.3

Estonia 2.3 1.4 1.3

Latvia 3.0 4.8 5.2

Lithuania -0.7 -0.3 1.4

Hungary 4.8 5.7 3.6

Poland 1.0 1.9 2.2

Slovakia 7.0 5.9 4.3
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points. Moreover, the rise in the prices of services 
related to health care and education held back 
while communication services became cheaper. It 
is also important that nearly 15% of the services 
included in the CPI basket used for measuring the 
core infl ation are subject to price control because of 

market regulation. Yet the rise in administered prices 
remained modest in Estonia in 2004.

In conclusion, one can say that the unusually low core 
infl ation in Estonia in 2004 is an idiosyncrasy of just 
one year rather than a long-term phenomenon.


