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Box 2.1

Recent Developments in Final Domestic Demand

Monitoring final domestic demand, which is an indicator of demand conditions, in a timely manner is
crucial for assessing inflationary pressures. As GDP figures are released approximately two months
after the end of the reference quarter, it becomes difficult to track final domestic demand promptly.
Therefore, various data sources—primarily short-term business statistics—are utilized to monitor final
domestic demand. However, these indicators may sometimes convey differing signals across periods,
and final domestic demand may diverge from what short-term indicators imply. This box introduces a
composite index derived from a broad dataset that can serve as an indicator of final domestic
demand.

Data and Methodology

To closely monitor the course of final domestic demand, a comprehensive set of indicators was
established, consisting of two main blocks. The first block includes the industrial production index,
turnover indices, retail sales volume index, other components of the trade sales volume index, card
expenditures, import quantity indices, and automobile and white-goods sales. The scope was further
expanded by incorporating the subcomponents of these indicators, resulting in an economic activity
block that covers a total of 127 different time series.

In addition, to mitigate the impact of potential divergences stemming from deflation processes, a
price block was formed, consisting of the basket exchange rate, CPI, and the import unit value index.

When constructing the composite index, the components of both data blocks were extracted, and
regression models were estimated with final domestic demand as the dependent variable. Several
specification decisions were made during this modeling process: (i) whether to use Principal
Component Analysis (PCA) or Partial Least Squares (PLS) for decomposing the data blocks; (ii) whether
to select the top 20, 30, or 40 series in the first block based on their correlation with final domestic
demand; (iii) whether to include only the first, the first two, or the first three components from the
first block in the regression model; (iv) whether to include the first component derived from the price
block; and (v) determining the starting points of the series included in the analysis.

Considering all possible combinations of these choices, 108 candidate models were generated. The
out-of-sample forecasting performances of these models were evaluated using a Leave-One-Out'
(LOO) cross-validation strategy, and the composite index was obtained as the average of the forecasts
from the 10 models with the lowest root mean squared error.

The modeling algorithm described above was applied separately for both annual and quarterly
changes in final domestic demand. The estimation results indicate that PCA-based models perform
better in predicting the course of final domestic demand than those based on the PLS method.
Moreover, the second and third components derived from the first block contribute only marginally to
forecasting performance, and most of the best-performing models include only the first component.

Models targeting annual growth rates as the dependent variable were found to have higher predictive
power than those focusing on quarterly changes (Charts 1 and 2). This difference has become more
evident recently, with annual models reflecting the general trend of final domestic demand more
consistently. Nonetheless, some divergences between actual and predicted values were also observed
periodically in annual models.

Finally, models incorporating the price block displayed better forecasting performance. These findings
suggest that some of the discrepancies between leading indicators of final domestic demand and its
actual realizations may stem from the deflators used in the real-term adjustment process. For the
third quarter of 2025, the index points to a slowdown in final domestic demand on both annual and
quarterly bases. This trajectory supports the assessment that demand conditions are at a
disinflationary level.
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The contributions of the series used in constructing the composite final domestic demand index
provide valuable insights into which indicators carry higher informational value for monitoring
demand conditions. As shown in Chart 3, the industrial production index, deflated domestic turnover
indices, and import quantity indices make the largest contributions. In addition, sectors linked to
construction activity are also significant.

However, the contributions of individual indicators are generally close to each other, implying that a
holistic approach is preferable when interpreting final domestic demand rather than relying on a
single indicator or group of indicators. Furthermore, considering that the principal component derived
from the price block improves forecast accuracy, it is understood that indicators solely related to
economic activity may occasionally be insufficient for assessing demand conditions.

Chart 3: Contributions to Annual Change Forecasts of Final
Domestic Demand*
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Source: Authors'’ calculations.
* Turnover indices are deflated using the relevant PPl items. DTI, IPI, and IQI denote
domestic turnover, industrial production index, and import quantity index, respectively.

" The LOO method re-estimates the model by sequentially excluding each period from the sample. This approach
enables a systematic assessment of the model's out-of-sample forecasting performance over an extended time window.
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The same analytical framework, taking final domestic demand as the target variable, was also applied
with private consumption as the dependent variable—another key indicator for assessing demand-
driven inflationary pressures. The results show that the industrial production index and deflated
domestic turnover indices again play leading roles in explaining private consumption, while the retail
sales volume index (excluding gold) and the services production index also contribute to forecasting
performance. Furthermore, the subcomponents of industrial production and turnover indices related
to consumer goods also play a role.

In sum, when examining the recent trajectory of final domestic demand, annual forecasts outperform
quarterly forecasts, although some short-term deviations are also observed in annual predictions.
Therefore, caution is warranted when drawing inferences about final domestic demand using short-
term business statistics.

Moreover, the better performance of models including the price block indicates that discrepancies
between leading indicators of final domestic demand and the deflators used in its real-term
calculation may increase forecast errors. The industrial production index, deflated domestic turnover
indices, and import quantity indices appear to possess the strongest signaling power regarding final
domestic demand. Lastly, the latest short-term statistics for the third quarter suggest a slowdown in
the growth of final domestic demand.



