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To achieve the optimal monetary policy result, the policy makers must have accurate
understanding of monetary transmission mechanism. So, after considering the importance of
commercial bank foan in Thailand's economy, this study aims to examine the bank lending channel of
monetary' transmission mechanism and to investigate the effect of monetary policy on the operation of
large and small banks.  the study, the Vector Autoregressive Model (VAR) is employed and the
monetary transmission mechanism observed via Impulse Response Function and Variance
Decomposition. The VAR models which consist of four endogenous variables are estimated by using
monthly data from March 1994 to November 2001. The set of endogenous variables built into the
models includes the repurchase market rate, the bank balance sheetvariables (consisting of deposits,
loans and securities), the manufacturing production index and the consumer price index. However, the
results from Chow Test indicate that there exists a structural break in the model according to a change
inexchange rate regime after July 1997, Consequently, the model is seperated into two sub-periods,
before implementing floating exchange rate regime (March 1994 - June 1997) and after implementing
floating exchange rate regime (July 1997 - November 2001).

The results from Impulse Response Functions show that the bank balance sheet variables do
notrespond to a shock in repurchase market rate both before and after the change in exchange rate
regime. This explains thatwe can notfind the evidence of bank lending channel in both periods. Forthe
interpretation by Variance Decomposition method, the findings indicate that the explanatory power of
the repurchase market rate shock to variations in small banks loan is larger than the explanatory power
to variations in large banks loan. Although the Impulse Response Functions do not show the evidence of
bank lending channel, the Variance Decomposition explains that the lending behavior of large banks
seems to be less sensitive to monetary shocks than the lending behavior of small banks, if the bank
lending channel isworking.
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