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ABSTRACT Generally, both fiscal and monetary policies seek at achieving relative macroeconomic
stability. Based on countries’ experience on the role of monetary policy in controlling economics
instability, thisstudy examinestheefficacy of monetary policy in controlling inflation rate and exchange
rateinstability. The analysis performed isbased on arational expectation framework that incorporates
thefiscal role of exchangerate. Using quarterly data spanning over 1980: 1 to 2000: 4, and applying
time seriestest on the data used, the paper showsthat the effort of monetary policy at influencing the
finance of government fiscal deficit through the determination of theinflation-tax rate affectsboth the
rate of inflation and thereal exchangerate, thereby causing volatility intheir rates. The paper reveals
that inflation affectsvolatility of itsown rate, aswell astherate of real exchange. The policy import of
the paper isthat monetary policy should be set in such away that the objectiveit isto achieveiswell

defined.



