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The aim of this study was to measure the impulse response function of
the money supply (M), income (Y), private sector consumption (C), private
sector investment (I), government expenditure (G), importation (IM), fine rate
(R), and price level (P) in relation to the demand function of money during
financial sector liberalization. Vector autoregression (VAR), stationary
cointegration causality and lagged optimal analytical techniques were used to
reduce the data and derive the impulse response functions (IRF) and variance
decomposition (VD) prior to estimation of the model.

The study found that following financial liberalization, money supply

influenced changes in the eight macro-economic variables in the model. In
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addition, due to the long January 1991 to October 2004 period from which

data was collected, the study was also able to determine that the IRR of the
eight model variables had undergone a period of fluctuation before
approximating toward former averages. Furthermore, the degree of influence
exerted by the money supply on each of the model variables remained quite
stable over the long-term.

As part of the overall study, a comparative analysis of impulse
response to the variance between data from the January 1991 to July 1997
fixed-exchange rate period and the July 1997 to October 2004 floating-
exchange rate period was also performed; the results showed clearly that the
IRF and VD figures for the two periods were distinctly different. During the
fixed-exchange rate period, changes in money supply resulted in impulse
responses to variances in the eight macro-economic variables. Those
variances had increased fluctuation while the proportionate influence of the
money supply on them continued to decrease over time. This was in marked
contrast to the floating-exchange rate period during which the impulse
responses to variances in the eight model variables occurred only in a certain
period and, even then, was adjusted to its former average value. But
regardless of period, the data showed that the influence of the money supply
remained fairly constant over the long run.

The study findings further indicated that substantial changes in the
money supply during the fixed-exchange rate period from January 1991 to

July 1997, due in part to inflows of foreign capital in excess of that which the
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economy could absorb, nevertheless had had relatively little effect in
changing economic variables. The substantial excess liquidity, though, caused
serious distortions in the economy as a whole and played a part in setting the
stage for the collapse which followed. The clear lesson to be drawn from the
experience is that the Bank of Thailand must maintain monetary policies
which balance capital inflows against the capacity of the financial system to
absorb the increase in liquidity. Only through such prudent policy
management can the Thai economy remain robust and capable of delivering

steady, sustainable growth.





