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Abstract

In previous pricing models of inflation index-linked derivatives, the stochastic process
of the inflation rate only considers the own volatility of the inflation rate, and fails to
take into account the covariance structure between inflation rate and macroeconomic
factors. Therefore, the main purpose of this paper is to fill the gap by using “multiple
regression models” to develop a dynamic process of the consumer price index with the
relationship of inflation rate and macroeconomic factors. This process can capture the
short-term and long-term changes of the inflation rate, and also satisfies the “Fisher
hypothesis” and the “New Keynesian Phillips hypothesis”. Moreover, the closed-form
formulas of inflation-linked call options and inflation-linked caps in this framework are
provided. Finally, the empirical and sensitive analyses investigate what and how the
macroeconomic factors impact significantly the valuation of inflation index-linked

derivatives.
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