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The Study of Agricultural Price
Stabilization in a Target Zone Policy

Chung-Rou Fang” and Meng-Fu Chen”

This paper tries to analyze the agricultural price control issue from
the view point of target zones. We extend Frankel (1986) and Lai * Hu
and Wang (1996) models, where using target zone policy and
simultaneous stochastic differential equation methods, to investigate
whether the honeymoon effect proposed by Krugman (1991) is present
when the government adopts a target zone policy on agricultural prices.
Preciously, we want to know how authorities’ commitment to defending
an agricultural price target zone will affect the public’'s agricultural price
expectation, and in turn reduce actual agricultural price.

With the plausible parameter values, the conclusion of this paper is
as follows. Firstly, the public’'s expectation will affect the economic
stability when the government announced a target zone policy, and this
effect is relates to the degree of asset substitutability between agricultural
products and bonds. In general, the volatility of agricultural and non-
agricultural product prices will reduce if this asset substitutability degree
is small; the reverse is true. Secondly, the more narrow target zone
bands does not smaller the volatility of agricultural and non-agricultural
product prices, and it's closed relate with the degree of asset
substitutability between agricultural products and bonds as well.

Keywords: Simultaneous Stochastic Differential Equation, Target Zone
Policy, Agricultural Price Target Zones.
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