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1. Overview

Despite having eased somewhat due to bilateral agreements, uncertainties surrounding global trade
policies are still high. Compared to the end of the last year, higher tariff rates indicate a significant increase
in protectionism in foreign trade. The slight decrease in uncertainty over the previous reporting period led
to a limited improvement in the global growth outlook. However, Turkiye's foreign demand appears to be
weaker than in the first reporting period of the year. While weak global demand and increased production
continue to suppress crude oil prices, energy commodity prices fluctuate in response to geopolitical
developments. Agricultural commodity prices are on a moderate track, but tariff actions prompted an
increase in industrial metal prices. Inflation remains close to but above targets in many countries. Despite
differences in monetary policies among countries, the rate cut cycles of central banks remain in place.
Although global uncertainty is still elevated, volatility in financial markets has remained close to historical
averages, and there have been inflows to emerging economies’ equity markets.

As global risk appetite has improved compared to the previous reporting period amid progress made in
trade agreements and easing geopolitical risks, interest in TRY-denominated assets has increased. Against
this background, Turkiye's CDS premium tracked emerging economies’ risk premiums and declined by 21
basis points on August 8 to 277 basis points, compared to the previous reporting period. The implied
volatility of the Turkish lira maintained its downtrend due to the improvement in global and domestic risk
sentiment. The CBRT's gross international reserves saw a recovery of USD 23.3 billion, reaching USD 168.9
billion as of August 1. On account of improved risk sentiment and stronger expectations of a policy rate cut,
bond yields also declined across all maturities, more visibly in short maturities.

Financial conditions have remained tight during the current reporting period. Due to the measures taken
by the CBRT to strengthen the tight monetary policy stance since mid-March when volatility in financial
markets became apparent, deposit rates increased until early June. Markets pricing a rate cut before the
Monetary Policy Committee’s (MPC) meeting of July 24, coupled with an official cut of 300 basis points, led
deposit and loan rates to decline. In line with the steps taken to phase out FX-protected deposits (KKM) and
the tight monetary policy stance, KKM accounts continued to decline. Loans are on a balanced track
compared to the previous reporting period. FX loan growth, which decelerated previously due to loan
growth limits and the financial market volatility, has remained flat in the current reporting period. Having
accelerated in the previous period due to the substitution effect resulting from restrictions in FX loans, the
growth rate of TRY commercial loans declined slightly in the current reporting period. Despite the credit
card-driven increase in retail loan growth, the FX-adjusted 13-week annualized total loan growth decreased
by 1 point compared to the previous reporting period, standing at 30.3% in the week ending August 1.

In the first quarter of 2025, domestic demand weakened, and the external bhalance improved. In this
quarter, GDP increased by 2.0% year-on-year and 1.0% quarter-on-quarter, thereby leading to a decline in
both annual and quarterly growth rates. In the first quarter, final domestic demand continued to be the
driver of annual growth, albeit to a lesser extent. On a quarterly basis, net exports made a positive
contribution to growth, while the contribution of private consumption turned negative. Thus, the demand
composition remained balanced. On the production side, the services sector continued to be the main
driver of annual growth, while the industrial sector, after a positive contribution in the last quarter of 2024,
made a negative contribution in this quarter, restraining annual growth.

Leading indicators point to a slowdown in domestic demand in the second quarter and an increase in the
disinflationary impact of demand conditions. During this period, the retail sales volume index increased on
a monthly and quarterly basis, while the retail sales volume index excluding gold, which is considered to be
more closely related to demand, recorded a more moderate increase on both a monthly and quarterly
basis and remained below its trend. Automobile sales declined in the second quarter of the year, while
white good sales increased. Card spending rose on a quarterly basis in this period. Card spending data as of
July implies a modest increase on a monthly basis. On the other hand, when adjusted for the recent
increase in the card usage rate due to the shifts in consumer payment preferences, consumption
expenditures have been more moderate. In fact, card spending remained below its long-term trend in the
third quarter. The findings from interviews with firms regarding consumption expenditures also confirm the
weak course of domestic demand. On the production side, industrial production fluctuated in April and May
due to the bridge days and the volatility in the production of the typically volatile sectors but increased in
the second quarter. Excluding the typically volatile sectors, industrial production declined slightly on a
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quarterly basis. Survey-based indicators such as the Business Tendency Survey (BTS) and PMI imply that the
weak course of industrial production continued in the third quarter of the year as of July. Following the
strong performance in the first quarter, the services and construction production indices declined in the
second quarter as of May.

The labor market is less tight than implied by the headline unemployment rate. In the second quarter, the
seasonally adjusted employment was down by 0.1% (around 41,000 people) on a quarterly basis. The
unemployment rate increased by 0.3 percentage points quarter-on-quarter, while the labor force
participation rate remained unchanged. The labor underutilization rate remained high, rising by 3.5
percentage points on a quarterly basis, suggesting that the labor market may not be as tight as implied by
the main indicators. An analysis of wage developments shows that in the first quarter of 2025, real unit
wages in the non-farm sector increased, with the increase in real per capita wages exceeding the increase
in partial labor productivity.

The seasonally and calendar-adjusted current account deficit increased in the second quarter. During this
period, the energy trade deficit declined, while the balance of payments-defined trade deficit widened, led
by the increases in the gold trade deficit and the foreign trade deficit excluding gold and energy. Provisional
data for July points to an improvement in the foreign trade balance, driven by a rise in exports and a fall in
imports. In the second quarter, foreign trade volume indices implied a flat course in exports and an
increase in imports. Uncertainty stemming from global trade policies does not appear to have had a
significant negative effect on TUrkiye's total exports to date. However, the brought-forward demand driven
by this uncertainty was partly influential in the increase in imports, particularly in April. The rise in imports
was widespread across all subgroups, with consumption and capital goods standing out. The services
balance surplus remained flat in the second quarter. In this period, the seasonally and calendar-adjusted
total number of visitors rose, and the travel revenue balance improved. In the second quarter, net capital
inflows were observed from foreign direct investments and deposits of non-residents, while net capital
outflows were observed through portfolio investments and loans. With positive net errors and omissions
and a declining unadjusted current account deficit, the financing need decreased. As net capital outflows
occurred, external financing in the second quarter was primarily met through official reserves. In contrast,
data for July shows a strong recovery in reserves, accompanied by net inflows from both equity and debt
securities markets.

The disinflation process that started in June 2024 continued in the current reporting period. Annual
consumer inflation was 33.5% in July, somewhat below the upper bound of the forecast range presented
in the previous Report. Global commodity prices, which had been on a downward course since March,
posted an energy prices-led increase in June due to geopolitical tensions, before registering a limited
decline in July. Over the last three-month period, the rate of increase in the nominal currency basket
decelerated compared to the previous period. Domestic producer inflation strengthened somewhat due to
the energy group, but annual producer inflation maintained its course below annual consumer inflation
and stood at 24.2% as of July. Aggregate demand conditions are estimated to have weakened in the second
quarter and made a higher contribution to the disinflation process. Inflation expectations and firms’ pricing
behavior continued to pose a risk to the disinflation process despite having improved slightly. Annual
inflation remained on the decline both in the B and C indices. Recent exchange rate developments
continued to have their impact on goods inflation, albeit to a lesser extent. In the services group, price
movements were milder in demand-sensitive items, while items displaying strong backward indexation and
time-dependent price-setting behavior played an important role in the course of services inflation. The
inertia in rent inflation continued, causing services inflation to be more persistent. An analysis of the
developments over the last three months by sub-items reveals that the most significant contribution to the
fall in annual consumer inflation came from the food group, followed by the services group. In the current
reporting period, regulations in energy tariffs and the lump-sum tax revisions in July were the major tax and
administered price developments. After having increased in April, underlying inflation followed a more
moderate course in the following months. In July, underlying inflation posted a temporary rise due to
month-specific factors but maintained its gradual decline in terms of three-month averages.

With 70% probability, inflation is projected to be between 25% and 29% at end-2025 and between 13%
and 19% at end-2026. Inflation is projected to decline to single-digit levels at end-2027 and then stabilize at
the medium-term inflation target of 5%. The forecast range has been narrowed compared to the previous
Report, reflecting the easing in global uncertainties and lower inflation levels. Additionally, as explained in
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Zoom-in 3.1, the CBRT has revised its framework for medium-term forecast communication, introducing
interim targets for each year-end, alongside the Inflation Report forecast path. The interim targets for 2025,
2026 and 2027 have been set at 24%, 16% and 9%, respectively.

Medium-term forecasts are based on an outlook in which the tight monetary policy stance will be
maintained until price stability is achieved and the coordination among economic policies will continue.
The convergence of inflation expectations to interim targets in the short term and to the 5% target in the
medium term is critical for ensuring a permanent decline in inflation. While inflation expectations have
improved compared to the previous reporting period, they continue to be above the forecasted disinflation
path. This necessitates the tight monetary policy stance to be sustained. The forecasts are based on a
framework where monetary policy is determined prudently with a focus on the inflation outlook,
considering interim targets. The tight monetary policy stance supports the disinflation process through
demand, real exchange rate and expectations channels. It is expected that on the back of macroprudential
policies that support the monetary transmission mechanism, the demand outlook is projected to contribute
further to the disinflation process. Lastly, in the forecast period, the continuation of a coordination among
monetary and other economic policies will contribute to the disinflation through demand, cost and
expectation channels.

1.1 Monetary Policy Decisions

The CBRT kept the policy rate unchanged in June and lowered it by 300 basis points in July. In view of the
decline in the underlying trend of inflation that was recorded in May and continued in June, the CBRT
decided to keep the policy rate intact at 46% at the June meeting. In July, due to a strengthened
disinflationary impact of demand conditions, the policy rate was lowered from 46% to 43%. Meanwhile, the
CBRT underlined that inflation expectations and pricing behavior continued to pose risks to the disinflation
process and also noted that potential effects of the geopolitical developments and the rising trade
protectionism on the disinflation process were closely monitored.

In order to strengthen the monetary transmission mechanism and support transition to Turkish lira, a set
of changes were made to the macroprudential framework. In a press release issued on May 24, 2025, the
reserve requirement ratio for TRY-denominated funds from repo transactions abroad and loans obtained
from abroad with maturities up to one year, which was 12%, was raised to 18% for maturities up to one
month, and to 14% for maturities up to three months. With the press release on June 21, 2025, the growth
targets for real-person TRY deposit shares were increased for banks with a share below 60%, while a
monthly growth target of 0.4 points were introduced for banks with a share between 60% and 65%. The
reserve requirement ratio for KKM accounts was raised from 33% to 40%. The minimum interest rate
applicable to these accounts was reduced from 50% to 40% of the policy rate. The target for transition of
KKM accounts to TRY was abolished, while the total target for KKM renewals and transition to TRY was
maintained. Opening of floating-rate TRY deposit accounts was facilitated with maturities longer than one
month. The reserve requirement ratios for CPI-, PPIl-, and TLREF-indexed deposits were set at 10% for all
maturities. Furthermore, the ratio for TRY-denominated required reserves that should be maintained for FX
deposits were reduced from 4% to 2.5%. As of July 5, 2025, the total target for KKM accounts’ transition to
Turkish lira and renewals was reduced from 60% to 40%.

The maximum monthly interest rates applied to credit card transactions have been reduced. Effective
from August 1, 2025, the maximum monthly interest rates applied to personal credit cards with a term debt
balance below TRY 25,000 remain the same, while other maximum monthly interest rates applied to credit
card transactions have been reduced by 25 basis points. Moreover, within the scope of the Banking
Regulation and Supervision Agency's decision dated July 10, 2025, the maximum contractual interest rate to
be applied in the restructuring of personal credit card debts that have not been paid partially or fully by the
due date was limited to the reference rate.

The CBRT underlined that the steps pertaining to the policy rate would be determined by taking into
account the underlying inflation, the realized and expected inflation, and in a way to ensure the tightness
required by the projected disinflation path. Stating that the size of steps to be taken regarding policy rates
would be reviewed prudently on a meeting-by-meeting basis with a focus on the inflation outlook, the CBRT
reiterated that all monetary policy tools would be used effectively in case a significant and persistent
deterioration in inflation was foreseen. The CBRT stated that the tight monetary policy stance, which would
be maintained until price stability was achieved, would support the disinflation process through
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moderation in domestic demand, real appreciation in the Turkish lira and improvement in inflation
expectations. Moreover, it was repeated that coordination of fiscal policy would contribute to this process.

During the current reporting period, the funding need of the system decreased, and liquidity surplus was
observed in the system by July 11, 2025. The system's funding requirement followed a volatile trend until
the end of June. In the period between May 23 and June 30, the system's funding need, which averaged TRY
336 billion, was met mainly through the CBRT's overnight funding in the first half of this period. As of June
13, the CBRT started to provide all funding through one-week repo auctions. In July, the liquidity deficit in
the market began to narrow as a result of the CBRT's FX transactions, and excess liquidity emerged in the
market on July 11. Between July 11 and 24, the excess liquidity in the market increased due to the CBRT's FX
transactions, as well as changes in the Ministry of Treasury and Finance's TRY account balances and
changes in banks' demand for free reserves. Following the July MPC meeting, the excess liquidity in the
system declined as banks significantly increased their free reserve balances (Chart 1.1.1).

During the current reporting period, the CBRT's liquidity management operations also changed in line
with liquidity developments. Between May 23 and June 5, the CBRT sterilized excess liquidity mainly
through overnight and four-week deposit buying auctions. In this period, a significant part of the excess
liquidity in the market was sterilized through overnight deposit buying auctions conducted at rates close to
the CBRT's overnight lending rate. The CBRT, which suspended deposit buying auctions between June 10
and June 30, resumed them on July 1 and has been conducting sterilization through overnight deposit
buying auctions at the CBRT's policy rate.

Due to the effect of CBRT's funding mainly in the overnight term, overnight interest rates remained close
to the CBRT's overnight lending rate until June 12 (Chart 1.1.2). As of June 13, the CBRT started to provide
all the funding through weekly repo auctions, leading to overnight interest rates’ hovering around the CBRT
policy rate.
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