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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
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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:
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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:
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" 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.
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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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