
5 Conclusion

First, the thesis derived a reduced-form solution for the nominal rate of interest out of

a three-equation New Keynesian model with persistent stochastic shocks. Since these

shocks behave like an AR(1) process and the central bank’s standard targeting rule is

applied, this equation describes the equilibrium behavior of the nominal interest rate under

optimal discretion. Secondly, this equilibrium was simulated with the focus on persistence

parameters. In a next step, the extended model with a quadratically approximated IS

curve (therefore with uncertainty) was examined in the same way and compared to the

model containing the certainty equivalence. The results give important insights into how

the equilibrium behaves when confronted with a wide range of parameter values including

possible boom and crisis scenarios:

(i) Interest rates take realistic values and can be interpreted even with a wide range of

parameter values. (ii) Interest rates are generally lower when accounting for uncertainty.

(iii) This difference increases with higher persistencies and higher cost shocks (positive

or negative). (iv) The results are the same with strict inflation targeting in terms of

differences but the persistence hardly has any impact on the interest rate behavior. (v) A

steeper NKPC decreases the effect of uncertainty. (vi) Finally, and most importantly, the

essential result of Bauer and Neuenkirch (2015) can be confirmed from a theoretical point

of view. Under sensible assumptions, accounting for uncertainty leads to lower interest

rates of roughly 25 basis points. Nevertheless, the outcomes of the numerical simulations

are rather indeterminate since no actual interest setting behavior of the central bank was

considered.

In an environment with low persistence, uncertainty hardly plays a role because the

central bank is assumed to counteract all shocks instantly. Therefore, a targeting rule

derived under commitment should be taken into account in order to be further built upon.

Due to the negative interest rate in the equilibrium and because of the more prominent

role of unconventional monetary policy in recent years, the model could include a zero

lower bound while incorporating this kind of policy. Calibrating the shock variance and

the underlying distribution, which is essential for the resulting uncertainty, can also be

considered as a topic for further research.
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