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3. Medium-Term Projections

3.1 Current State, Short-Term Outlook and Assumptions

Changes in Key Forecast Variables

In the first quarter of 2025, economic activity continued to lose pace on an annual basis. While the
quarterly growth was close to its potential, domestic demand declined quarter-on-quarter due to private
consumption and investments. Having increased in the last quarter of 2024 due in part to demand brought
forward by campaigns and forthcoming wage adjustments, private consumption decreased in the first
quarter of 2025. Accordingly, the output gap forecast for the first quarter of 2025 was revised slightly down
by 0.1 points. Leading indicators for the recent period suggest that domestic demand continued to weaken
in the second quarter. Card expenditures and the retail sales volume index excluding gold rose at a more
limited rate than they usually do, indicating that the disinflationary impact of demand conditions has
strengthened. The rate of increase in industrial production decelerated in the second quarter, while
indicators of services and construction production assumed a downward course as of May. Moreover, BTS
and PMI data imply a continued weak course in industrial activity in the third quarter as of July. Against this
background, the output gap forecast for the second quarter of 2025 was revised slightly downwards
compared to the previous reporting period (Table 3.1.1). In the remainder of the year, 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 33.5% in July, somewhat below the upper bound of the forecast range presented
in the previous Inflation Report. The disinflation process that started in June 2024 continued across all sub-
items in the second quarter of 2025. Core goods inflation, which had posted some increase in April due to
the rise in the exchange rate, decreased again in the following period. On the services front, inflation
remains elevated, led by education and rent items that display strong backward-indexation tendency. On
the other hand, inflation is milder in demand-sensitive services items. In July, monthly inflation rose
somewhat, driven by oil prices that surged as a result of geopolitical developments as well as by
administered price and tax adjustments. The disinflation process is expected to continue on the back of the
waning effects of these factors and the weak course of demand conditions. Although producer inflation has
posted an energy-driven rise in the recent period, it remains below annual consumer inflation.

The annual rate of increase in core inflation indicators continued to decelerate. Having slowed
significantly in February and March, underlying inflation rose in April due to the depreciation of the Turkish
lira but followed a mild course in the subsequent period. In July, underlying inflation posted a moderate
and temporary rise due to month-specific factors. However, the deceleration in underlying inflation
continues in terms of three-month averages.

Table 3.1.1: Changes in Key Forecast Variables*

2025-1 2025-11
Output Gap -0.1 -1.1
(%) (0.0) (-0.9)
Consumer Inflation** 38.1 335
(Annual % Change) (38.1) (32.1)
B Index Inflation** 37.0 33.8
(Annual % Change) (37.0) (32.5)

* Figures in parentheses denote values presented in the previous Inflation Report.
** Denotes inflation in March for 2025-1 and July for 2025-11.

Assumptions for Exogenous Variables

Though not ending, uncertainties surrounding global trade policies have eased somewhat due to bilateral
agreements, which has had a favorable, albeit limited, effect on the global growth outlook. The tariff
package announced by the US in April led to a surge in uncertainties regarding international trade policies.
In the following period, the US signed bilateral agreements with Japan, the European Union, and the United
Kingdom that introduced lower tariff rates than previously announced, while negotiations continue with
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Canada, Mexico, and China. These developments somewhat eased the uncertainties regarding trade
policies, leading to a mild increase in global growth expectations. Accordingly, the assumption for the
annual rate of increase in the global growth index based on Tirkiye's export weights was revised upward
from the previous Inflation Report to 2.0% for 2025 and 2.3% for 2026 (Table 3.1.2).

Despite heightened global uncertainty, there have been inflows into EME equity markets. Notwithstanding
differences among countries, central banks continued their rate cuts. In the current reporting period, the
pace of rate cuts has slowed in advanced economies, while some central banks paused rate cuts. Futures-
implied policy rates indicate that the central banks of EMEs will maintain monetary tightness and continue
to set their policy rates above the inflation rates. Having increased in the previous reporting period,
volatility indicators declined in this period. Against this backdrop, global equity markets performed well in
general. On the other hand, lingering uncertainties regarding the global economic and trade policies, and
the recently escalating geopolitical risks remain as important risk factors for portfolio flows to EMEs.

Commodity prices, excluding agricultural commodity prices, have increased compared to the previous
reporting period, while energy commodity prices follow a fluctuating course due to geopolitical
developments. Precious commodity prices continue to go up due to uncertainties regarding trade policies
and central banks' rising demand for gold. Industrial metal prices also increased in this period., whereas the
fall in agricultural commodity prices limited the rise in the commodity index. Meanwhile, crude oil prices
picked up again in June due to the geopolitical developments. However, the upward pressure on oil prices
was alleviated as the OPEC+ member states increased their oil production more than expected, the global
demand outlook remained weak, and the geopolitical tensions decreased to some extent. Accordingly, the
average oil price assumption for 2025 based on futures prices was revised to USD 69.8 in the current
reporting period from USD 65.8 in the previous reporting period (Chart 3.1.1). For 2026, the oil price
assumption was set at USD 64.4. Assumptions for the general level of import prices point to an uptick of
0.3% in 2025. However, the forthcoming normalization of precious metal prices, which rose due to trade
and geopolitical risks, and the projected decline in oil prices based on expectations of excess supply in the
upcoming period are estimated to contribute to the fall in import prices in 2026. Therefore, the general
level of import prices has been assumed to decrease by 1.3% in 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 was kept unchanged. Annual food and non-alcoholic beverages
inflation dropped by 8.1 points in the current reporting period to 28.0% as of July. Unprocessed and
processed food inflation both declined in this period. The frost in February and April had an adverse effect
on prices of fresh fruits, which was partially offset by the favorable course of vegetable prices. Accordingly,
the food inflation assumption for 2025 was kept unchanged at 26.5%, whereas the assumption for 2026
was revised to 17.0%, taking agricultural purchasing price developments also into account (Table 3.1.2).

Table 3.1.2: Revisions in Assumptions*

2025 2026
Export-Weighted Global Growth Index 2.0 2.3
(Annual Average % Change) (1.9) (2.1)
Qil Prices 69.8 64.4
(Average, USD) (65.8) (60.6)
Import Prices 0.3 -1.3
(USD, Annual Average % Change) (-1.1) (-1.3)
Food Price Inflation 26.5 17.0
(Year-End % Change) (26.5) (13.5)

* 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.

3.2 Medium-Term Outlook

With 70 percent probability, inflation is projected to be between 25% and 29% at end-2025, and between
13% and 19% at end-2026. Inflation is forecasted to decline to single-digit levels at end-2027, and then
stabilize at the medium-term target of 5% (Chart 3.2.1). 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 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. Between report periods,
the CBRT may revise its forecasts in consideration of changes in inflation realizations and assumptions.
However, the interim targets, functioning as a commitment and an anchor, will remain unchanged unless
there is an extraordinary revision to the assumption set. These interim targets will serve as a reference in
determining the endogenous monetary policy path.
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Chart 3.2.1: Inflation Forecasts* (%)
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Source: CBRT, TURKSTAT.
* Shaded area denotes the 70% confidence interval for the forecast.

The revision in the forecast path was driven by the limited-than-expected improvement in underlying
inflation and inflation inertia, as well as by the increases in TRY-denominated import prices. Recent data
indicated that aggregate demand weakened and made a higher contribution to the disinflation process, as
projected. Underlying inflation followed a mild course during the reporting period, with a slight uptick in
July due to month-specific factors. Adjustments in certain administered prices and taxes were somewhat
higher than projected, leading to a limited impact on the forecast revision for 2025. In this period, the
improvement in expectations was slower than expected, while the increase in the exchange rate basket
remained limited. The producer price index strengthened somewhat due to geopolitical developments and
international energy prices, though its annual rate of increase remained below that of consumer inflation.
Food inflation made the most significant contribution to the fall in consumer inflation in the second quarter,
while the services group also showed some moderation. However, items with strong backward-indexation
tendency, particularly rents and education, caused the inertia in inflation to continue. Rent inflation, in
particular, remains more persistent than expected. In core goods, the depreciation of the Turkish lira
exerted a limited upward pressure on prices. All these developments caused the inflation forecast range to
remain above the interim target for end-2025.

Table 3.2.1: Revision in Interim Target for 2026 Year-End Inflation and Sources

of Revision

2026
Inflation Report 2025-11 Forecast (%) 12.0
Inflation Report 2025-1Il Interim Target for 16.0
Year End (%)
Revision Compared to Inflation Report 4.0
2025-11 (% Points)
Sources of Revision (% Points)
Food Prices 0.9
TRY-Denominated Import Prices 1.2
Underlying Inflation and Inflation Inertia 1.9

Source: CBRT.
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The 12% year-end inflation forecast for 2026 has been revised as the interim target of 16% (Chart 3.2.2).
The slower-than-expected improvement in inflation inertia accounted for 1.9 percentage points of the 4-
percentage-point upward revision. In addition, revisions in TRY-denominated import prices, particularly oil
prices, and in food prices added 1.2 and 0.9 percentage points to the year-end interim target for 2026,
respectively.

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 some degree of diminishing uncertainties about global trade
policies and absence of an additional increase in the country risk premium stemming from global or
domestic developments. Although uncertainties regarding global trade policies have decreased due to
recent bilateral agreements, they still persist. Accordingly, while the global growth outlook has improved
slightly, the uncertainty regarding the inflation outlook continues on a global scale. Despite high global
uncertainty, portfolio inflows into emerging economies continue. The forecasts are based on a framework
in which global trade uncertainties will decline in the upcoming period and hence will not lead to further
fluctuation in global financial markets. The tight monetary policy stance that will be maintained until price
stability is achieved will help contain potential adverse effects of the volatility in global financial markets on
the country risk premium.

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. Although inflation expectations have
improved compared to the previous Report period, they have remained above the projected disinflation
path. This necessitates the tight monetary policy stance to be sustained. The forecasts have been produced
in a framework in which the monetary policy is determined with a prudent and inflation-focused approach,
taking interim targets into account. The tight monetary policy stance continues to support the disinflation
process through the demand, real exchange rate, and expectations channels. It is expected that the credit
growth will remain consistent with the projected disinflation path on the back of macroprudential policies
that support the monetary transmission mechanism. Lastly, continuation of the coordination between
monetary policy and other economic policies in the forecast period will contribute to disinflation through
the demand, cost, and expectations channels.

The disinflation process is projected to gain strength through moderation in domestic demand, real
appreciation in the Turkish lira, and improvement in inflation expectations. The output gap is estimated
to have been close to the neutral level in the first quarter of the year and to have shifted into negative
territory in the second quarter due to the tightening measures and global uncertainties, thus increasing its
contribution to the disinflation process (Chart 3.2.3). The contribution of demand conditions to the decline
in inflation will become more pronounced in the second half of the year on the back of the cumulative
effects of the tight monetary stance and the continuation of tight financial conditions. Accordingly, the
downward course in inflation is projected to continue in items that are highly sensitive to demand
conditions. Although price increases strengthened somewhat in certain core goods items with high
sensitivity to exchange rate developments in the second quarter, inflation in this group is expected to
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remain moderate in the upcoming period due to the stabilization in exchange rates. In July, underlying
inflation rose temporarily due to month-specific factors. Yet, underlying inflation is expected to decrease in
the upcoming period, with the decline in real unit costs becoming more pronounced, the rigidity in services
inflation easing, and the tight monetary policy being preserved.

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 these factors, leading to a divergence from the monetary policy stance projected in the
baseline scenario. The risks identified in the baseline scenario that have the potential to change the 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. Although the new customs tariffs have reduced volatility and uncertainty
indicators compared to the previous reporting period, there remain considerable risks to global demand
and commodity prices. While easing uncertainties have led to a modest improvement in global growth
expectations, protectionist tariff policies keep risks to both global inflation and growth alive. This is also
expected to heighten upside risks to domestic inflation forecasts through risk sentiment and cost channels.

There are downside and upside risks to commodity prices. Energy commodity prices have exhibited
volatility amid recent geopolitical developments. While weak global demand has exerted downward
pressure on crude oil prices, geopolitical tensions have driven them higher in recent months. On the other
hand, increased oil supply by OPEC+ member countries has somewhat contained the upside risks to oil
prices stemming from geopolitical developments. Accordingly, both downside and upside risks prevail in
commodity prices, keeping uncertainties surrounding the global inflation outlook alive.

The drought observed nationwide during the summer poses upward risks to food prices. The drought risk
stemming from temperatures above seasonal averages and low precipitation in the second quarter of the
year have heightened pressures on agricultural production. If these conditions continue in the months
ahead, they may pose upward risks to food prices across the board.

Inflation expectations and pricing behavior continue to pose risks to the disinflation process. High
inflation expectations among consumers, firms, and market participants affect the disinflation process
through portfolio choices, consumption tendency, loan demand and pricing behavior. Alignment of inflation
expectations with the Inflation Report forecasts will help contain risks stemming from pricing behavior.
Moreover, expectations showing low sensitivity to favorable inflation data surprises but high sensitivity to
unfavorable ones pose an additional risk to the anchoring of expectations.

The strong tendency for backward indexation in pricing behavior dampens the disinflation process.
Although this tendency has weakened in parallel with the decline in annual inflation, it remains a risk factor.
The ongoing upward trend in the rent subgroup, together with the continuation of time-dependent and
backward-indexed pricing behavior in certain services items, adds to the stickiness in services inflation and
constrains the effectiveness of monetary policy on these items (Box 3.1). Rent inflation has been more
persistent than anticipated. The upcoming adjustment of private university tuition fees in September poses
a risk to the prices of education services. The backward-indexed pricing of private education causes inertia
in the services group to persist.

Maintaining coordination between monetary and fiscal policies during the disinflation process is of
utmost importance. The incomes policy may affect inflation and expectations through the production cost
and demand channels. Adjustments in taxes and administered prices in line with interim targets will
contribute to curbing backward indexation behavior. These adjustments may indirectly affect the
disinflation path via expectations. Additionally, achieving the budget balance targets envisaged in the MTP
by prioritizing expenditure reduction over revenue increase will underpin macroeconomic rebalancing and
the disinflation process. The budget and cash deficit may affect public borrowing, loans to be utilized by
public subsidiaries, liquidity and monetary supply, and also may change the inflation outlook.
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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 (1 | < | Indicators Monitored
()
Global e Protectionism in trade policies poses both e Globalinflation and
uncertainties and upside and downside risks to inflation. o growth indicators and
the course of e Weak global demand puts downward forecasts
commodity prices pressure on oil prices, while geopolitical * Glo.bf-"l economy and trade
risks exert upward pressure on them. o policies o
e World uncertainty index
e Global risk appetite
indicators
e Export-weighted global
economic activity index
e Crude oil prices and
demand-supply balance
e OPEC+ decisions
e Indicators for domestic
energy market
e Administered prices
e Import unit value index
Inflation « Inflation expectations' asymmetric * Sectoral inflation
expectations response to data surprises and expectations
expectations remaining above interim + e Distribution of inflation
targets keep upside risks alive. expectations
e Inflation uncertainty
indicators
e Alignment of inflation
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, e Key inflation indicators
for backward in particular, may pose upside risks to 1 e Inertiain services inflation
indexation in inflation. e Rents
pricing behavior e Backward indexation behavior, evident in e Prices of education
the rent and education subgroups, services
heightens the risks. 1
Food prices e The ongoing drought, driven by extreme * Prices of fresh fruits and
temperatures and low precipitation, may 1 vegetables, and processed
adversely affect agricultural production, food, notably bread and
posing supply-driven upside risks to food cereals
prices. e International agricultural

commodity prices

e Meteorological and
climate statistics such as
temperature and
precipitation
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Risks to the o 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

process in domestic demand. e Developments in tax

revenues and public
expenditure

e Medium Term Program
and fiscal policy
measures

e Budget and public debt
stock indicators

e Structural budget
balance forecasts

e Share of direct taxes in
total taxes

between monetary
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.

Zoom-In 3.1

Revised Communication Strategy for Medium-Term Forecasts
- Interim Targets

This Inflation Report represents the start of a renewed communication strategy for medium-term
forecasts. As part of the disinflation process targeting 5% in the medium term, the CBRT has
introduced year-end interim targets, to which it is committed and that can serve as a reference point
for economic agents. This Zoom-in defines the concept of interim targets and explores the
relationship between them and inflation forecasts.

This new approach uses the interim targets set for the forecast horizon (the next three years) as a
commitment and anchor. Interim targets can be defined as headline inflation levels that are
committed to being attained in a shorter term via the endogenous monetary policy path en route to
the medium-term inflation target of 5%. These targets will remain unchanged unless there are
exceptional (to be classified as outlier) revisions in the set of assumptions between reporting periods.
Thus, interim targets will function as a reference point for calibrating the degree of monetary policy
tightness in the current and near term. Forecasts for the inflation path will continue to be
communicated to the public through reports under data and model uncertainties. Nevertheless, these
forecasts may be subject to revision between reporting periods. The underlying reasons for forecast
revisions will be qualitatively addressed in the reports. In the event that the year-end inflation
realization deviates from the interim target, an explanation of the deviation will be provided in the
first Inflation Report of the subsequent year, in line with the principles of transparency and
accountability.
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Should there be any developments that might hinder the achievement of interim targets and that
fall within the reach of monetary policy, the degree of monetary policy tightness will be adjusted
accordingly. This will ensure that inflation converges toward interim targets within the control
horizon." However, if achieving this convergence proves challenging, forecasts might deviate
somewhat from interim targets. In such cases, it is important to clearly explain the reasons for these
deviations to the public for transparency and accountability. Thus, it would be useful to provide a
narrative based on concrete examples to clarify the conceptual distinction between inflation forecasts
and interim targets.

Potential Factors Causing Inflation Forecasts to Deviate from Interim Targets
Factors Relatively Beyond the Reach of Monetary Policy

Increases in food and energy prices due to temporary supply-side conditions lie relatively beyond the
reach of monetary policy. For instance, monetary policy response? alone cannot erase the primary
effects of temporary increases (temporary supply shocks) in fresh fruit and vegetable prices caused by
adverse weather conditions (drought or frost, etc.). In this scenario, no action is taken in response to
the primary effects on inflation. However, if there is a potential risk that price increases produce
secondary effects on expectations and pricing behavior, monetary policy is tightened to curb these
effects. Thus, while forecasts deviate from interim targets only to a similar degree as primary effects
do, a monetary policy response is given to prevent secondary effects from developing. Some one-time
shocks that cause volatility in monthly inflation figures fall into this category. These types of shocks
may happen more often in a high-inflation environment.

Shocks Proximate to the Control Horizon

Since the effects of monetary transmission occur with a lag, monetary policy measures implemented
in response to recent shocks outside the control horizon may not have an immediate impact. For
instance, a monetary policy action taken in response to a development in November or December
would be unlikely to reduce inflation to the year-end interim target within just a few months.
Nevertheless, such measures can enable inflation to converge toward interim targets in the following
years. Accordingly, the inflation forecast for the first year may diverge from the corresponding interim
target. Transparent communication of this deviation will sustain the confidence of market participants
in interim targets.

Uncertainties Regarding Economic Functioning and Developments

Given the dynamic and complex structure of the economy, it is not feasible to design models that
perfectly capture all of its components. In addition, structural economic transformations may
periodically take place. Moreover, the characteristics of a shock—such as whether it is temporary or
permanent—often cannot be ascertained within a short timeframe. In such cases, inflation forecasts
may be revised in line with newly available data and information. As interim targets are fixed by
definition, divergences between forecasts and targets may emerge. Effective communication of such
divergences helps manage expectations in line with the principles of transparency and accountability.

Contributions to Policy Communication and Expectation Management

Within the framework of the renewed strategy, interim targets function as a form of “commitment
technology” for monetary policy, enhancing the effectiveness of policy communication. Clearly,
delineating the distinction between inflation forecasts and interim targets will enable households,
firms and market participants to interpret policy signals more accurately. Furthermore, anchoring
expectations around interim targets will help contain the influence of temporary shocks on the
inflation outlook. In addition, clearly communicating the underlying reasons for deviations and the
rationale for policy responses will reinforce the principles of transparency, accountability and effective
communication.

' Control horizon is defined as the period when monetary policy changes have their highest impact on inflation. In
Turkiye's case, this horizon is considered to span 12 to 24 months ahead.

2 Monetary policy cannot alter the supply of fruits and vegetables in the short term. A policy response to the primary
effects of these items would instead lower the prices of other goods. A subsequent response given after the temporary
impact on fresh fruit and vegetable prices vanishes may induce volatility in the policy rate as well as in relative prices and
inflation rates, diminishing the effectiveness of monetary policy.
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Box 3.1

Monetary Policy Pass-Through to Prices

The tight monetary policy stance has led to a significant decline in consumer inflation from its peak
through the channels of demand, exchange rate and inflation expectations. On the other hand,
studies show that the sub-components that make up the consumer price index do not respond to
monetary policy at the same speed and magnitude (Aruoba and Drechsel, 2024; Allayioti et al., 2024;
Arnaut and Bengali, 2024). This divergent response is of critical importance in assessing the timing
and magnitude of monetary policy's impact on the general price level.

This box analyzes the effects of monetary policy on the prices of 68 goods and services items at the
four-digit level and on the processed food group, all of which make up the B price index.” To this end,
the BVAR-SVO model (BVAR Cholesky Stochastic Volatility with Outlier-Adjusted) was employed, a
model which allows for stochastic volatility and outlier. Equation (1) was estimated for each sub-item
using data from November 2008 to March 2025.2

Yie =g+ A1Yip—1+ o+ ApYir—p + Eir

Here, i denotes each sub-item. For each i, the variable y, = (y1, ...,y ) represents the following
variables respectively: the monetary policy shock?, the interest rate on three-month government
domestic debt securities (GDDS), the currency basket, total loans, card spending#, government
spending, the Business Tendency Survey (BTS) total orders index for the past three months, capacity
utilization rate (CUR), monthly real GDP, unemployment rate, private sector wages, domestic producer
price index (DPPI), B index and finally, the consumer price index for the relevant item.> The
unemployment rate, CUR and BTS data are utilized at the level, while the monthly difference of the
three-month GDDS interest rate is used. Government spending, card spending and total loans have
been standardized based on monthly differences. For other variables, the logarithmic differences at
the monthly frequency are taken. All series are seasonally adjusted. The number of variables is
represented by n. The lagged value is denoted by p and set to six months.

For each i, the error term and covariance matrix are as follows:
=il -1 =2
& ~N(0,%,), X' = ByD; Byo;

Here, By is an n x n sub-triangular matrix with ones on the diagonal. D, = diag(e™t, ... ,e™t). h, =
(R, ...,hn,t)' and each element follows an independent autoregressive process:

hie = W+ ¢ (Ryemq — 1) +ufy,
u}ft ~ N(0, GJZ),

j=1,..,n

" Processed food items are analyzed by sub-groups.

2 Prior distributions and model estimates closely follow Chan (2023).

3 The monetary policy shock was constructed using error terms obtained from regression of Bloomberg monetary policy
surprises on the changes in the variables of inflation, 12-month and 24-month inflation expectations, real growth and
growth expectations, exchange rate and exchange rate expectations, BIST100 and import prices index inflation announced
until the meeting date compared to the previous month'’s values (Checo et al., 2024). In this study, it is assumed that these
shocks are located in the first column of the B matrix. This approach is consistent with the instrumental variable literature,
which uses an instrumental variable for the structural shock and incorporates it into the model as an additional
endogenous variable (Ramey, 2011; Allayioti et al., 2024).

4 For card spending, the adjusted series constructed by Tasan-Ozel et al. (2025) is used.

5 Robustness analysis is performed by testing different specifications.



Inflation Report 2025-11l | Medium Term Projections @

The outlier parameter o, takes the value 1 with probability 1 — p, and o, is distributed U(2,40) with
probability p, (Stock and Watson, 2016; Carriero et al., 2022). The two primary flexibilities of the BVAR-
SVO model are: (i) n stochastic volatility processes, which are specific to each macroeconomic variable,
and (ii) the inclusion of the outlier variable (o;) in the model, which can affect the whole covariance
structure. This outlier component of the model acts as a common shock mechanism, simultaneously
increasing and decreasing the volatility of all endogenous variables at certain times. This capacity

enables the model to effectively capture events such as financial crises, geopolitical developments, or
pandemics.

Table 1: Share of Monetary Policy Sensitive/Less Sensitive Items in CPI

Sensitive Less Sensitive Added/Removed B Index

Number of Items 31 38 6 75
CPI Weight 42.8 31.1 0.2 74.1
Core Goods 23.8 5.9 0.2 29.9
Services 5.7 25.2 0.0 31.0
Processed Food 13.3 - - 13.3

According to the results, items that responded statistically significantly to monetary policy shocks
for at least two consecutive months were classified as monetary policy-sensitive items. Other items
do not show a statistically significant effect for at least two consecutive months. Nevertheless,
monetary policy exerts an indirect influence on these items through the general inflation and the
formation of inflation expectations. Consequently, these items are referred as less sensitive to
monetary policy. The consumer basket weights for 2025 mean the weight of sensitive items in the
CPl is 42.8%, while the weight of less sensitive items is 31.1% (Table 1).6

Chart 1 demonstrates the items that are sensitive to monetary policy shocks and the magnitude of
their responses in a heat map:

Chart 1: The Heat Map of the Monetary Policy Sensitive Items*
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Source: CBRT, TURKSTAT.
* The yellow areas indicate periods without statistically significant response.

6 The items added to or removed from the basket during the period under review (November 2008 to March 2025) were
not included in the analysis.
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The group sensitive to monetary policy mainly consists of core goods items. Their sensitivity is driven
by the facts that the consumption of these items is generally financed by credit, that they are not
essential consumption items, and that they are prone to high exchange rate pass-through. In contrast,
most items that are less sensitive to monetary policy are products that exhibit either
administered/regulated or time-dependent pricing behavior, such as rent, education and health
services. The frequency of price changes for such products is mostly dependent on regulations or
routines (Ozcan-Kodaz and Yiirek, 2024). Additionally, price updates for many items exhibit backward
indexation behavior. Therefore, one of the reasons why these items are not statistically sensitive to
monetary policy is the unique dynamics of their pricing structures. On the other hand, due to the
nature of statistics, there is a risk of mis-classifying items as being monetary sensitive when they are
not (type Il error), or vice versa (type | error).

Based on the findings, the items were grouped according to their weights in the B index, and two
different price indices were constructed: sensitive and less sensitive to monetary policy. According to
the analyses conducted using these indices, the effect of the monetary policy shock on the monthly
inflation of sensitive items was found to be statistically significant and negative. On the other hand,
the impact on the monthly inflation of less sensitive items was found to be in the downward direction
yet not statistically significant (Charts 2 and 3).

Chart 2: Accumulated Response of
Sensitive Items’ Monthly Inflation to
Monetary Policy Shock*

Chart 3: Accumulated Response of Less
Sensitive Items’ Monthly Inflation to
Monetary Policy Shock*
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Source: CBRT, TURKSTAT.

* The red lines indicate the median values of the
response derived from the four-digit items
aggregated by their weights in B to the monetary
policy shock. The dashed lines represent the 68%
confidence interval.
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Source: CBRT, TURKSTAT.

* The red lines indicate the median values of the
response derived from the four-digit items aggregated
by their weights in B to the monetary policy shock. The
dashed lines represent the 68% confidence interval.

Chart 4 indicates the contribution of sensitive and less sensitive indices to the B index. The downward
effect of monetary tightening implemented since the second half of 2023 on the sensitive group
inflation became evident in the middle of 2024. Inflation continues to slow down in this group as the
tight stance is maintained. On the other hand, base effects and external shocks also play a significant
role in the inflation dynamics of both groups.
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Chart 4: Contributions to Annual B Index Inflation (% Points and %)
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Source: CBRT, TURKSTAT.

Consequently, the sub-items that comprise the consumer price index exhibit varying responses to
monetary policy, in terms of speed and magnitude. The findings show that the contribution of the
sensitive group to inflation has decreased, along with the delayed effects of monetary tightening.
Additionally, it is anticipated that this group will continue to support the disinflation process in the
upcoming period. The decline in headline inflation and inflation expectations also supports a decrease
in the contribution of the less sensitive group to inflation. The prices of these items are mostly subject
to time-dependent pricing behavior or administered in nature. Therefore, it is important that the
regulations regarding price updates are aligned with the interim targets in order to support the
disinflation process.
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