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How do concerns about possible model misspecifications influence the equilibrium real interest rate?
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The failure of macroeconomists to predict the Great Recession suggests possible misspecifi-cation of existing macroeconomic

models. If agents bear in mind this misspecification, how are their optimal decisions changed and how large are the associated

welfare costs? To shed light on these questions, we develop a tractable continuous-time recursive utility (RU) version of the

Huggett (1993) model to study the effects of model uncertainty due to a preference for robust-ness (RB, or ambiguity aversion).

We show that RB reduces the equilibrium interest rate and the relative dispersion of consumption to income, making them

closer to the data, but our bench-mark model cannot match the observed relative dispersion. An extension to a RU-RB model

with a risky asset is successful at matching this dimension. Our analysis implies the welfare costs of model uncertainty are

sizable: a typical consumer in equilibrium would be willing to sacrifice about 15 percent of his initial wealth to remove the

model uncertainty he faces.
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