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3. Medium-Term Projections

3.1 Current State, Short-Term Outlook and Assumptions

Changes in Key Forecast Variables

In the second quarter of 2025, growth was above projections. Following the release of the second quarter
data, TURKSTAT conducted a comprehensive revision of its national income statistics. According to the
revised data, growth was above projections in the second quarter, while final domestic demand remained
weak. Accordingly, the output gap forecast for the second quarter of 2025 was revised upward by -0.2
points. Indicators for the recent period suggest that the output gap hovered in negative territory in the third
quarter. Card spending and the retail sales volume index remained below their historical trends. As of
August, industrial production edged down on a quarterly basis, when the typically volatile sectors were
excluded, while services production remained flat, and construction production index strengthened.
Moreover, survey-based indicators such as Business Tendency Survey and PMI point to weak industrial
production in the third quarter of the year. The labor market continues to be less tight than implied by the
headline unemployment rates. The output gap forecasts for the third quarter were revised upwards, largely
due to the revision made to the second quarter (Table 3.1.1). In the upcoming period, demand conditions
are assessed to contribute further to the disinflation process on the back of continued tight financial
conditions and the curbing effect of global developments.

Consumer inflation was 32.9% in October, above the upper bound of the forecast range presented in the
previous Inflation Report. The disinflation process that started in June 2024 continues, albeit with a
slowdown in the third quarter of 2025. During the current reporting period, price increases accelerated in
the food and non-alcoholic beverages group, which was the primary factor limiting the decline in consumer
inflation. During this period, the supportive trend that had been ongoing for some time in the unprocessed
food group reversed, while price increases in processed foods also strengthened. In the services group, the
back-to-school effect was particularly noticeable in the third quarter, and price adjustments stood out in
items with time-dependent price-setting behavior and strong backward-indexation tendency. Core goods
inflation has maintained its mild trend in the current reporting period as well. Despite rising in recent
periods, producer inflation still hovers below annual consumer inflation.

The downward trend in annual core inflation indicators lost steam. The underlying inflation, which
remained flat in August, rose temporarily in September but declined in October. However, the underlying
trend indicators imply a slowdown in the disinflation process, following a relatively flat trajectory on a
three-month average basis.

Table 3.1.1: Changes in Key Forecast Variables*

2025-11 2025-111
Output Gap -0.2 -0.6
(%) (-1.1) (-2.0)
Consumer Inflation** 33.5 32.9
(Annual % Change) (33.5) (30.0)
B Index Inflation** 33.8 32.5
(Annual % Change) (33.8) (29.5)

* Figures in parentheses denote values presented in the previous Inflation Report.
** Denotes inflation in July for 2025-11 and October for 2025-Il1.

Assumptions for Exogenous Variables

Uncertainties surrounding global trade policies persist, and the outlook for global growth remains weak.
Bilateral agreements have somewhat limited the increase in tariff rates; however, tariff rates remain higher
than before, and protectionism in global trade has increased compared to the start of the year. Moreover,
ongoing US-China negotiations and the current legal processes in the US lead to high levels of uncertainty
in trade policies. The effects of protectionist measures are expected to continue with greater intensity in
2026. Accordingly, the assumption for the annual rate of increase in the global growth index based on
Turkiye's export weights was maintained at 2.0% for 2025 and revised slightly downward to 2.2% for 2026
from the previous Inflation Report (Table 3.1.2).
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Portfolio flows to emerging economies have been volatile due to global uncertainties. In addition to the
current trade tensions and geopolitical developments, the government crisis in the US has led to
fluctuations in the risk appetite. Although there have been some differences due to country-specific factors,
central banks have continued to cut interest rates. In the current reporting period, rate cuts continued in
advanced economies, while some central banks paused their rate cuts. Futures-implied policy rates indicate
that, as in the previous reporting period, the central banks of emerging economies maintain monetary
tightness and continue to set their policy rates above the inflation rates. Volatility indicators increased in
this period compared to the previous reporting period, and there were fluctuations in the global risk
appetite. These developments resulted in fluctuations in the inflows to and outflows from emerging
economies’ stock and bond markets. On the other hand, lingering uncertainties regarding the global
economic and trade policies and the geopolitical risks that have persisted in recent times remain as
important risk factors for portfolio inflows to emerging economies.

There has been a significant divergence among commodity price sub-items during the reporting period.
Crude oil prices posted short-term increases during this period but declined due to weak global demand
and increased oil supply. In parallel, the average oil price assumption for 2025 was established at USD 69.0,
while the assumption for 2026 was set at USD 62.4 (Chart 3.1.1). Energy commaodity prices, similar to oil
prices, declined during the current reporting period but fluctuated throughout the period due to
geopolitical developments. In contrast, non-energy commodity prices rose, led by precious and industrial
metals. Central banks' reserve diversification strategies and growing safe-haven demand supported gold
prices. Agricultural commodity prices, however, remained relatively flat, curbing the rise in the overall
index. Against this backdrop, import price assumptions have been revised upwards, with a 0.8% increase
for 2025 and a 0.6% decrease for 2026 (Chart 3.1.2 and Table 3.1.2).

Chart 3.1.1: Revisions in Oil Price Chart 3.1.2: Revisions in Import Price
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The food price assumption for 2025 and 2026 has been revised upward. During the current reporting
period, the supportive trend that had been ongoing for some time in the unprocessed food group has
reversed, and price increases in processed foods have also strengthened. Adverse weather conditions
(frost, drought), certain agricultural purchase prices, supply-side issues (such as foot-and-mouth disease),
and the effects of seasonal demand increases have stood out, and price increases have gained momentum
in the last three months. Accordingly, the food inflation assumption for 2025 was revised to 32.3%. The
assumption for 2026 was revised to 18%, taking recent trends and the effects of supply conditions into
account (Table 3.1.2).
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Table 3.1.2: Revisions in Assumptions*

2025 2026
Export-Weighted Global Growth Index 2.0 2.2
(Annual Average % Change) (2.0) (2.3)
Oil Prices 69.0 62.4
(Average, USD) (69.8) (64.4)
Import Prices 0.8 -0.6
(USD, Annual Average % Change) (0.3) (-1.3)
Food Price Inflation 32.3 18.0
(Year-End % Change) (26.5) (17.0)

* Figures in parentheses denote values presented in the previous Inflation Report.

The forecasts are based on an outlook in which macroeconomic policies are determined in a coordinated
manner focused on disinflation by adopting a medium-term perspective. Accordingly, medium-term
forecasts are based on the assumption that the coordination of fiscal policy will contribute significantly to
the disinflation process, and that the government policies regarding administered prices, borrowing, tax,
and income will be determined so as to support the disinflation process. Indeed, the MTP for the 2026-
2028 period indicates that fiscal policy will be supportive of the disinflation process, as it builds on a
framework in which the projected improvement in budget balances over the coming period will be achieved
through a decrease in primary expenditures.

3.2 Medium-Term Outlook

With 70% probability, inflation is projected to be between 31% and 33% at end-2025 and between 13%
and 19% at end-2026. It is projected that inflation will decline to single-digit levels by end-2027 before
stabilizing at the medium-term inflation target of 5% (Chart 3.2.1). In its previous Inflation Report, the CBRT
stated that it had revised its framework for medium-term forecast communication, introducing, alongside
the forecast path, interim targets for 2025, 2026, and 2027 at 24%, 16%, and 9%, respectively. Taking into
account inflation realizations, underlying trend and expectations, the CBRT will maintain the monetary
tightness required for disinflation in line with these interim targets.

Chart 3.2.1: Inflation Forecasts* (%)
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The inflation forecast range for 2025 has been revised upward, while the range for 2026 has been left
unchanged based on an outlook in which the projected monetary policy path remains higher compared to
the previous reporting period. The upward revision in the forecast range was primarily driven by the
underlying trend exceeding expectations and the increase in the food price assumption. The food group
has recently recorded significant price increases, curbing the pace of the decline in annual inflation.
Meanwhile, items with strong backward-indexation patterns, led by rents and education services, cause
inflation inertia to persist. Against this background, the decline in underlying inflation and expectations has
been more limited than anticipated. Despite the decline in oil and energy price assumptions, the revision in
the Turkish lira import price assumption due to higher non-energy commodity prices has exerted upward
pressure on inflation forecasts. Additionally, the output gap has recently been above projected levels, which
also had an upward impact on the forecasts (Charts 3.2.2 and 3.2.3). The revisions to food and import price
assumptions for 2026 push the year-end inflation forecast upward. However, under an outlook in which the
projected monetary policy path is higher than the previous reporting period, the impact of the monetary
policy stance on demand conditions is becoming more pronounced, and inflation expectations are
improving, which place downward pressure on the year-end inflation forecast. Since these upward and
downward effects offset each other, the forecast range for end-2026 inflation has been kept unchanged.

Chart 3.2.2: Inflation Forecast (Quarter-End, Chart 3.2.3: Output Gap Forecast (%)
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Forecasts rely on an outlook marked by weak global growth and a stable sovereign risk. Uncertainty
surrounding the global growth and inflation outlook persists. Geopolitical risks and uncertainties in global
trade policies keep downside risks to portfolio flows toward emerging economies alive. The tight monetary
policy stance and the current level of the CBRT's international reserves will help contain the potential
adverse effects of global financial market volatility on Tdrkiye's risk premium.

Medium-term forecasts are based on an outlook in which the tight monetary policy stance will be
maintained decisively until price stability is achieved, and the coordination among economic policies will
strengthen. The convergence of inflation expectations to targets is critical to ensuring the stabilization of
inflation at low levels. Inflation expectations rose in September as monthly inflation came out above
projections. Taking into account the risks resulting from this to pricing behavior, the CBRT delivered a
limited rate cut in October. Throughout the forecast period, the continued and strengthened coordination
of other economic policies with monetary policy will support the decline in inflation through demand, cost,
and expectation channels.

The tight monetary policy stance, which will be maintained until price stability is achieved, will
strengthen the disinflation process through demand, exchange rate, and expectation channels. It is
estimated that the output gap declined in the third quarter of the year due to tight financial conditions and
the weak course of external demand, thereby increasing its support to the disinflation process (Chart 3.2.3).
In the recent period, the underlying trend of inflation has flattened. Under a tight monetary policy stance,
these effects are projected to be temporary, and the underlying trend is projected to decline further in the
period ahead. It is expected that the dampening impact of the tight monetary stance on domestic demand
will become more evident over time, and inflation expectations will improve in line with the targets.
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3.3. Key Risks to Inflation Forecasts and Possible Impact Channels

The outlook underlying the medium-term forecasts presented in the previous section is shaped by the
assessments and assumptions of the MPC. However, the inflation outlook may be subject to various risks
associated with assumptions, leading to a divergence from the monetary policy stance projected in the
baseline scenario. The risks that have the potential to change the inflation outlook are listed below and
summarized in Table 3.3.1.

The uncertainties over global economic activity and inflation posed by protectionism in global trade
policies are closely monitored. While there have been partial improvements in uncertainty indicators with
bilateral trade agreements, protectionism in global trade remains high. This has led to continued risks for
global growth and inflation. While the weak trend in global demand exerts downward pressure on
commodity prices, tariff measures keep upside risks to global inflation alive through the cost channel.
Accordingly, uncertainties surrounding the trajectory of protectionist trade policies continue to present an
upside risk to domestic inflation forecasts through risk sentiment and cost channels, though to a lesser
extent relative to the previous reporting period.

Both downside and upside risks to global commodity prices are still alive. Energy prices have significantly
declined compared to the previous reporting period. The weak global demand and OPEC+ member
countries’ decision to continue to increase oil production put downward pressure on crude oil prices. On
the non-energy commodities front, price increases continued, led by precious and industrial metals. This
poses an upside risk to non-energy commodity prices. The downside and upside risks to global commodity
prices also keep uncertainties surrounding the global inflation outlook alive.

The recent trend in food prices poses an upside risk to inflation forecasts. Supply-side factors had a
noticeable impact on food prices in the third quarter of the year. Losses in yields have increased due to
frost and rising temperatures. These developments have reversed the supportive trend that had been
ongoing for some time in the unprocessed food group, while also strengthening price increases in
processed foods. These factors have increased the upside risks to food prices in general. This outlook is
reinforced by seasonal demand increases and the rise in certain agricultural purchase prices. Accordingly,
should supply-side factors persist, the adverse trajectory in food prices may continue for a while longer.

Risks posed by recent price developments, particularly in food, to the disinflation process through
inflation expectations and pricing behavior channels have become evident. Inflation expectations among
consumers, firms, and market participants remain elevated, and this may delay the disinflation process
through portfolio choices, consumption tendency, loan demand, and pricing behavior channels. During the
current reporting period, the downward trend in inflation expectations has been interrupted. End-2025 and
end-2026 inflation expectations hovering above the interim targets pose a risk to the inflation outlook. In
addition, expectations tend to respond relatively weakly to positive data surprises and strongly to negative
ones (Box 3.1). This asymmetry suggests that expectations have not yet been adequately anchored, posing
a risk to the disinflation process.

The tendency for backward indexation in pricing behavior remains strong. Despite the decline in annual
inflation and the improving trend in inflation expectations, the continuation of the backward-indexed
pricing behavior, particularly in the services group, adds to the stickiness in inflation and constrains the
effectiveness of monetary policy. While weakening contract renewal rates in the rent sub-group marks a
positive development, annual rent inflation has proven more resilient than anticipated. As for education
services, private university tuition fees updated as of September, school bus and dormitory fees, as well as
increases in daycare services strengthened the inertia in services inflation. These developments curb the
expected slowdown in the underlying trend of services inflation and increase risks to the disinflation
process.

Maintaining coordination between monetary and fiscal policies during the disinflation process is of
utmost importance. Fiscal, tax, spending, and incomes policies may affect inflation and expectations
through the production cost and demand channels. Taking interim targets into account while setting the
revaluation rate and the lump-sum SCT increase in early 2026, which are expected to have an impact on
administered prices and tax items, will contribute to mitigating the backward-indexed pricing behavior.
These adjustments may indirectly affect the disinflation path via expectations as well. Additionally,
achieving the budget balance targets envisaged in the MTP by prioritizing expenditure reduction over tax
rate increases will underpin macroeconomic rebalancing and the disinflation process. The budget and cash
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deficit may affect public borrowing, loans to be utilized by public subsidiaries, liquidity, and money supply,
and can impact the inflation outlook.

Table 3.3.1: Key Risks to Inflation Forecasts and Possible Impact Channels*

Evaluation of Risks Compared to the Baseline

Risks Scenario and Possible Effects on Inflation Indicators Monitored
tlell
Global e Protectionism in trade policies poses both ¢ Global inflation and
uncertainties and upside and downside risks to inflation. o growth indicators and
the course of e Weak global demand and OPEC+ member forecasts
commodity prices countries' decision to continue raising oil * Glo.bf"‘l economy and trade
production had a downward effect on oil L policies
prices. e Global uncertainty index
e Global risk appetite

e Ongoing price increases in precious and
industrial metals pose an upside risk to
non-energy commodity prices.

indicators
T e Export-weighted global

economic activity index

e Crude oil prices and
supply-demand balance

e OPEC+ decisions

e Indicators for domestic
energy market

e Administered prices

e Import unit value index

Inflation e The asymmetric response of inflation e Sectoral inflation
expectations expectations to data surprises and expectations

expectations remaining above interim 1 o Distribution of inflation

targets keep upside risks alive. expectations

o The effects of recent price developments * Inflation uncertainty

on the disinflation process through 1 indicators

inflation expectations and pricing behavior * Alignment of inflation

are closely monitored. expectations with Inflation

Report forecasts

e Survey- and market
pricing-based inflation and
exchange rate
expectations

Strong tendency e The ongoing stickiness in services inflation, P Key inflation indicators
for backward in particular, may pose an upside risk to e Inertia in services inflation
indexation in inflation.

L . e Rents
pricing behavior e Backward-indexation behavior, evident in

1t e Prices of education

the rent and education subgroups, .
services

heightens the risks.
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e Prices of fresh fruits and
vegetables, and processed
T food, notably bread and
cereals
e International agricultural
commodity prices

Food prices e The ongoing drought, driven by frost,
extreme temperatures, and low
precipitation, may adversely affect
agricultural production, posing supply-
driven upside risks to food prices.

e Meteorological and
climate statistics such as
temperature and
precipitation

Risks to the * Any disruption to the coordination  Adjustments in
effectiveness of the between monetary and fiscal policies may administered prices and
coordination pose risks to inflation and the rebalancing taxes

between monetary process in domestic demand. e Developments in tax

revenues and public
expenditure

e MTP and fiscal policy
measures

e Budget and public debt
stock indicators

e Structural budget
balance forecasts

e Share of direct taxes in
total taxes

and fiscal policies

e Minimum wage and
public wage increases

* Each risk row in the table indicates the possible channel and the direction for the change in inflation forecasts in case
the mentioned risk materializes. The signs 1, | indicate that the risk to the inflation forecast is upside and downside,
respectively. The « sign is used when the net impact on the inflation forecast is not completely clear. The indicators
through which the risk is monitored are also listed in the right column.
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Box 3.1
Inflation Expectations, Forecast Errors, and Pessimistic Bias

How different economic agents form their inflation expectations is crucial for the effectiveness of
monetary policy. In the theoretical literature based on the rational expectations theory, rational
agents consider all available information when forming their expectations, and therefore, systematic
forecast errors do not occur, meaning they are unpredictable. The empirical literature, however,
shows that particularly the expectations of households and firms often systematically deviate from
realized inflation and react slowly to new information. One way to explain these deviations is to use
“information rigidity” mechanisms, which assume that economic agents face costs in collecting and
processing macroeconomic signals (Mankiw and Reis, 2002; Sims, 2003). Such information frictions,
which make the acquisition of information more difficult, can weaken the transmission channels of
monetary policy and delay the re-anchoring of expectations after large shocks. This box presents
micro-level analysis of the persistence of forecast errors using panel data from the Survey of Market
Participants for the period of January 2009-October 2025. Additionally, the final section of the study
examines the effects of forecast errors in different directions on expectation formation.

Recent survey-based studies provide insights into the existence of such rigidities. Coibion and
Gorodnichenko (2015) show that household inflation expectations in the US are extremely volatile and
backward-looking, and are more affected by salient price changes. D’Acunto et al. (2021) found that
exposure to frequently purchased products with volatile prices (such as food and energy) leads to
systematically high inflation expectations, especially in high-inflation environments. On the firm side,
Coibion et al. (2018) show that US firms often lack access to accurate macroeconomic forecasts and
rarely update their expectations, leading to persistent forecast errors.

Expectation formation under information rigidities can theoretically be analyzed through a Calvo-style
information friction mechanism (Mankiw and Reis, 2002; Sims, 2003). Under Calvo-style information
rigidity, in each period, a proportion of economic agents A € (0.1] update their forecasts based on new
information, while the remaining (1 — 1) proportion continue to use their forecasts from the previous
period. In notation, F* represents the forecast for the h-period ahead generated at time t for the
variable y, and F;"* = E,[y,,,1Q.] represents the rational (full information) forecast. In this framework,
under Calvo information rigidity, F/* is formed according to equation (1):

Fl =@ - D)FL, + A" (1)

Under rational expectations, the realization for variable y can be defined as y,,, = F;" + .., where
&4, represents the shocks that are orthogonal to the information available at time t. Under the case

where the forecast error is defined as FE}! = Vesn — F?, equation (1) transforms into equation (2):

FE} = (1 —D)FEr  + ul E[RIFEr]=0 (2)

In Equation (2), ul represents unforeseen information about the variable y and is orthogonal to FE[ ;.
Equation (2) shows that the forecast error follows an AR(1) structure with an autoregressive
coefficient. This suggests a systematic structure in forecast errors.

To assess the persistence of forecast errors in the analysis using SMP data, the empirical methodology
of Coibion and Gorodnichenko (2015), which relates forecast errors to information rigidity, is followed.
Participant-based survey data is used in the analyses. This allows us to investigate whether
participants who made forecast errors in a given period tend to make systematic errors in subsequent
periods—in a way that does not reject information rigidity. Forecast error is defined as the absolute
value of the difference between the actual inflation rate for the relevant month and the inflation rate
expected 12 months ago by participant / for that relevant month: |FE;;| = |11, — E¢[mis+12]]. Equation
(3) is estimated to measure the persistence of these errors:

|FEitl = Bo + BilFEj—1| + a; + ¢ + ;¢ 3)
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Here, the key explanatory variable is |FE;;_,|, which represents the lagged value of the participant-
level forecast error. ; are individual fixed effects capturing unobserved heterogeneity at the
participant level. 1, are time fixed effects controlling for macroeconomic shocks common to all
participants.

The coefficient f; measures the degree of persistence in forecast errors and indicates whether
participants systematically repeat forecast errors in successive periods. Therefore, the coefficient g,
indicates the extent to which past forecast errors influence current forecast errors. A positive and
statistically significant B; suggests that participants do not fully update their expectations based on
new information, providing findings consistent with sticky information models (Mankiw and Reis,
2002) or rational inattention frameworks (Sims, 2003; Woodford, 2001). On the other hand, a
coefficient estimate close to zero is consistent with rational expectations models, where forecast
errors are orthogonal to past information.

Table 1: Persistency of Forecast Errors

(1 (2) (3) (4) (5)
All 2009 Jan- 2016 Jan- 2020 Jan- 2023 June-
Sample 2015 Dec 2019 Dec 2023 May 2025 Oct
|FEj¢_4] 0.637*** 0.416*** 0.570*** 0.658*** 0.513%**
(0.038) (0.044) (0.035) (0.047) (0.039)
R-Square 0.86 0.89 0.87 0.88 0.93
Sample Size 6,662 2,291 2,452 1,221 1,216

Note: This table shows the results from regressions estimating Equation (3). In all columns, the dependent variable is
the absolute forecast error, which represents the absolute difference between the actual inflation rate and the
participant's forecast made 12 months prior. The explanatory variable is the absolute forecast error for the same
participant in the previous period. All regressions include participant and time fixed effects. Standard errors in
parentheses are clustered at the market participant level. *p<0.05; **p<0.01; ***p<0.001.

Table 1 indicates information rigidity in forecast errors regarding 12-month ahead inflation. The g,
coefficient for the entire sample is estimated as 0.637. This result indicates that corrections to
previous forecast errors are slow and that there is a strong inertia in the updating of expectations.
Analyses conducted for different periods indicate that the persistence of forecast errors is related to
macroeconomic conditions. Accordingly, the persistence of forecast errors is at its lowest level (0.416)
between 2009 and 2015, when inflation was relatively low. The B; coefficient increased to 0.570 in the
2016-2019 period and reached a peak of 0.658 in the period of high inflation and volatility between
January 2020 and May 2023. Although it decreased with the disinflation process, the persistence of
errors remains statistically significant at 0.513 in the period of June 2023 and October 2025. This is
consistent with the gradual reanchoring behavior of expectations. Previous period’s forecast errors,
combined with participant and time fixed effects, have a high explanatory power for current forecast
errors. This suggests that past forecast errors explain a significant portion of current forecast errors.’
From the perspective of information rigidity and rational inattention frameworks, a volatile
macroeconomic outlook reduces the signal-to-noise ratio, which makes infrequent information
updates optimal and creates more persistent expectations. The observed decline of the persistence of
errors during the current disinflationary period is consistent with improved information conditions
and gradual reanchoring.

Pessimistic Bias in Inflation Expectations

Finally, the effects of market participants' forecast errors (the difference between current-month
inflation realizations and inflation forecasts) on longer-term inflation expectations are analyzed in the
study. In this context, the effects of higher or lower-than-expected current-month inflation on 12-
month ahead inflation expectations are demonstrated using Equation (4):

" If rational expectations under full information were valid, the coefficient would be expected to be statistically
insignificant and the explanatory power (R-square) of the model would be very low.
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AE¢[mies12] = Vo + VA FE[2YS%t + Yolibay + ysFE[2Yeest x Lyay +a; + A + & 4)

Here, AE,[m;;41,] represents the revision made by participant i in his 12-month ahead inflation
expectation between months t-1 and t. FE}°y°*¢ represents the difference between the inflation rate
realized in month t-7 and the nowcast (for that period) made by participant i at t-7 (the nowcast error).
In other words, the effects of the participant's monthly inflation forecast error in the previous month
and the sign of the error on the update to the current month's 12-month ahead inflation expectation
are examined. The variable . I}, is an indicator that is 1 when the forecast error is greater than 0
(when the actual figure exceeds the previous month's forecast) and 0 otherwise. a; are participant
fixed effects that capture the heterogeneity in the revisions depending on the participant. 1, are
month fixed effects that include common information and macro shocks (e.g., policy announcements,
data releases, seasonality).

In Equation (4), the y, coefficient shows the effect of a negative error in inflation forecasts on the
revision of 12 month-ahead inflation expectations. The y, coefficient represents the difference in the
average expectation revision of those who made a positive forecast error compared to those who
made a negative one. The response when inflation turns out to be higher than expected (positive
forecast error) is y, + y, + y3. Therefore, y; represents the additional response in expectations when
inflation turns out to be higher than expected. A value of y; > 0 and its being statistically significant
indicate a pessimistic bias in inflation expectations, while the insignificance of the y; coefficient
indicates that participants reacted symmetrically to positive and negative inflation surprises.

Chart 1 shows the pessimistic bias coefficient estimates from Equation (4) using the 24-month rolling
windows method. The statistical insignificance of the y; coefficient before 2021 indicates that there is
no significant difference between the responses to positive or negative forecast errors and that there
is no pessimistic bias in expectations. By 2022, the relevant coefficient became positive and
statistically significant, and the pessimistic bias strengthened. Starting in mid-2023, a downward trend
in the coefficient is observed, due to the tightening of monetary policy. Over the following period, the
pessimistic bias coefficient decreased, reaching statistically insignificant levels in the last three
months. The results of the analysis reveal that the pessimistic bias observed in the past in market
participants' reactions to upward inflation surprises when forming inflation expectations has
weakened significantly.

Chart 1: Course of the Pessimistic Bias Coefficient
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Source: Authors’ calculations, CBRT.

Overall, the findings indicate that market participants in Turkiye have a significant information rigidity
in their inflation expectations, and that this rigidity varies cyclically. It is assessed that high volatility
and rising information costs during the 2021-2023 period may have strengthened the persistence of
expectation errors and created a significant pessimistic bias in the face of higher-than-expected
inflation surprises. While asymmetric reactions were observed in the formation of expectations in the
2018-2023 period, this gap has recently closed and the bias in expectations has decreased due to the
effect of the tight monetary stance. The results reveal that expectations in Turkiye are shaped by
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information rigidity, but the re-anchoring process has gradually strengthened thanks to reliable
monetary policy implementation and strong communication.
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