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Document type: Policy memo / quantitative macro research note. Audience: Cross-asset
portfolio managers, EM credit desks, treasury risk officers, policy advisors, and a non-economist
appendix (infographic, Section 6).
Methodology: (i) FRED + Treasury Fiscal Data, monthly, 1970-01 to 2026-05; (ii) program-
matic identification of five canonical oil shocks since 1973; (iii) 6- and 12-month event-study
propagation through CPI, USD, credit spreads; (iv) VAR(1) with Cholesky identification on sta-
tionary [∆ log Brent, ∆UST30Y, ∆ log USD, ∆ log CPI], estimated 1987-06 to 2026-03 (n = 464);
(v) conditional forecasting with Brent and UST30Y pinned to scenario paths, 2,000-draw Monte-
Carlo bands; (vi) 7-metric EM-region vulnerability composite.

1. Executive Summary

The current macro configuration – Brent crude trading at $114 /bbl, a partial blockade of the Strait
of Hormuz, and the US 30-Year Treasury yield decisively above 5% – is the first time since 1980
that an acute geopolitical oil-supply shock has coincided with a structurally restrictive monetary
stance and a strong dollar. To frame how this configuration is likely to propagate over the next 6–12
months, we constructed a Brent-anchored structural VAR using FRED data covering every major oil
shock since 1973 (Hamilton, 1983; Kilian, 2009), and complemented it with a 7-metric vulnerability
assessment for emerging-market sovereign spreads. Five high-confidence findings emerge.
First, the historical comparator is not 1979. Across the five canonical shocks we re-identified
programmatically – the 1973 OAPEC embargo, the 1979 Iranian Revolution, the 1990 Gulf War,
the 2008 spike, and the 2022 Russia–Ukraine invasion – only the two pre-Volcker episodes generated
double-digit headline CPI prints over the subsequent twelve months. Headline CPI rose 11.1%
(1973-Q4 anchor) and 12.0% (1979-Q3 anchor) in the twelve months following each shock, but only
3.3% after the 1990 Gulf War, declined 1.0% after the 2008 spike (overtaken by the Global Financial
Crisis), and rose 4.8% in the year following the 2022 invasion. The dispersion is not noise: it reflects
the regime difference between an unanchored, oil-intensive 1970s economy and the post-1990 era of
credible inflation targeting and lower oil intensity (Blanchard and Galí, 2010; Herrera and Pesavento,
2009).
Second, our VAR-based projection puts the central twelve-month CPI impact at +3.4%
to +4.3% – closer to a 2022-style episode than a stagflation re-run. Conditional on Brent
stabilizing at $110/bbl and UST30Y held at 5.10%, the model implies a 12-month cumulative CPI
change of +3.45% (P10–P90 fan: +2.18% to +4.78%). At Brent $130 the path rises to +3.89%, and
at $150 to +4.27%. The cross-scenario spread of roughly +85 bp between the $110 and $150 paths is
materially smaller than market consensus implies and reflects two structural buffers: the share of
energy in the CPI basket has fallen from ∼10% in the 1970s to 6.5% today, and pass-through into
core inflation is muted at restrictive policy rates (Conflitti and Luciani, 2017; Baumeister and Kilian,
2022).
Third, the dollar is doing the macro stabilization the Fed cannot. The trade-weighted
USD has appreciated +1.1% in March–April 2026 even as Brent rose +35% on a 3-month log-return
basis. In the 1979 and 2022 shocks the dollar appreciated 7.5% and 10.1% respectively over the
subsequent six months, an empirically reliable safe-haven pattern (Rey, 2015) that mechanically
dampens imported-goods inflation but tightens dollar funding conditions for emerging markets carrying
$5.7 trillion in USD-denominated debt.
Fourth, EMEA emerging markets are the single highest-conviction short. Our 7-metric
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composite – which blends joint betas to oil and 30-Year yield innovations, 12-month structural impulse
responses, the March 2026 Brent-spike drawup, monthly volatility, and 3-month max-widening –
ranks EMEA at 100/100, Broad EM at 56, LatAm at 44, and Asia at 0 (Figure 4). EMEA’s
oil-spread sensitivity (β = 0.61 per unit log-Brent return) is more than four times Asia’s, and its
12-month cumulative impulse response (+0.85 pp to a one-sigma Brent shock) is the largest in the
panel. The implied trade is to underweight Hungary, Romania, Turkey, and South Africa within EM
hard-currency credit while overweighting Asian investment-grade sovereigns.
Fifth, the sectoral exposure list is short and well-defined. Within US equities, transportation
(airlines and trucking), chemicals, non-integrated refiners, and rate-sensitive utilities sit at the
intersection of the highest cost pass-through and the highest leverage to the 30-year yield (Cai et al.,
2025; Kandemir Kocaaslan and Uckun Ozkan, 2026). Integrated energy majors and US E&P firms
are the natural offsets. The non-economist infographic in Section 6 translates these conclusions into a
one-page visual for general audiences.

Bottom line for the Q2–Q3 2026 portfolio
A sustained Brent shock of the magnitude implied by a partial Hormuz blockade adds roughly
1.0–1.5 percentage points to twelve-month US headline CPI, on top of an underlying
∼2.7% trend, but does not re-rate the inflation regime if the Fed holds policy at restrictive levels
and the dollar continues to act as a partial absorber. The asymmetric losses are concentrated in
(i) EMEA EM sovereign credit, (ii) rate-sensitive transportation and utilities, and (iii) 30-year
duration.

2. Historical Shock Propagation

2.1. Identifying the canonical shocks

A defensible forward projection requires a defensible historical comparator. We programmatically
scan monthly WTI and Brent log-returns from 1970 onward using a two-criterion filter: (i) a z-score
of the trailing-3-month log-return greater than 2.0 against a rolling 60-month standard deviation,
and (ii) an absolute 3-month price change exceeding 25%. We then cluster contiguous flagged months
into episodes and match them against the canonical narrative chronology of post-WWII oil shocks
(Hamilton, 1983, 2003). Five episodes were confirmed algorithmically and pass narrative validation:

• 1973 OAPEC Embargo – announced 17 October 1973; algorithmic peak January 1974, peak
3-month log-return +0.85 (z = 16.5).

• 1979 Iranian Revolution / Iran–Iraq War – Shah deposed January 1979, Iran–Iraq war
September 1980; algorithmic peak September 1979, peak 3-month log-return +0.40 (z = 4.8).

• 1990 Gulf War – Iraq invasion of Kuwait 2 August 1990; algorithmic peak September 1990, peak
3-month log-return +0.69 (z = 3.5).

• 2008 Oil Price Spike – WTI peak ∼$133/bbl July 2008; algorithmic peak May 2008, peak
3-month log-return +0.27 (z = 1.9).

• 2022 Russia–Ukraine War – invasion 24 February 2022; algorithmic peak March 2022, peak
3-month log-return +0.41 (z = 1.4).
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Figure 1 plots the WTI/Brent price history with these episodes shaded. The pattern is consistent
with the Kilian (2009) taxonomy: 1973, 1979, and 1990 are predominantly supply-driven shocks
(geopolitical loss of physical barrels); 2008 is a hybrid demand–inventory shock; and 2022 is a
supply-news shock with significant precautionary-demand component (Baumeister and Kilian, 2022;
Kilian and Zhou, 2022). The current episode – the 2026 partial Hormuz blockade – is the cleanest
pure-supply event since 1990, with virtually no contemporaneous global-demand impulse.

Figure 1: Programmatic identification of major oil-price shocks, 1970–2026. Top: monthly WTI
(blue) and Brent (red) spot prices with five flagged episodes shaded amber. Bottom: rolling 3-month log-return
for WTI with ±2-sigma band; red dots mark months satisfying the joint z > 2.0 and |r| > 25% filter. Source:
FRED series WTISPLC and MCOILBRENTEU.

2.2. The 6- and 12-month propagation dashboard

For each episode, we compute the change in four indicators over the subsequent 6 and 12 months:
log-change in headline CPI (CPIAUCSL, seasonally adjusted), log-change in the trade-weighted USD
index (spliced DTWEXM/DTWEXBGS, see methodology note), level change in the BAA–10Y credit
spread (BAA10YM), and – where available – the change in the ICE BofA EM Broad OAS regional
sub-indices. The full propagation matrix is in Table 1; Figure 2 shows the normalized event-time
paths.
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Table 1: Comparative shock-propagation dashboard, 6 and 12 months after each anchor. CPI and
USD changes are reported as cumulative log-returns; the credit spread is reported in percentage-point level
differences. Regional EM OAS data only begin in May 2023, so pre-2023 cells are marked “–”. Source: authors’
computations on FRED data.

Headline CPI USD Index BAA–10Y (pp)

Episode Anchor 6m 12m 6m 12m 6m 12m

1973 OAPEC embargo 1974-01 +5.2% +11.1% −3.1% −4.9% +0.18 +1.82
1979 Iranian Revolution 1979-09 +7.4% +12.0% +7.5% −0.8% +0.49 +0.98
1990 Gulf War 1990-09 +1.7% +3.3% +4.2% +1.3% +0.23 +0.11
2008 spike (overtaken by GFC) 2008-05 −1.0% −1.0% +16.5% +7.6% +2.63 +1.72
2022 Russia–Ukraine 2022-03 +3.0% +4.8% +10.1% +3.5% +0.01 −0.11

Median (all five) +3.0% +4.8% +7.5% +1.3% +0.23 +0.98
Median (post-1990) +1.7% +3.3% +10.1% +3.5% +0.23 +0.11

Figure 2: Normalized event-time propagation paths, h = 0 . . . 12 months. Top-left: log-change in
headline CPI relative to the shock month. Top-right: log-change in trade-weighted USD. Bottom-left: level
change in the BAA–10Y credit spread (pp). Bottom-right: regional EM OAS panel is marked “no data” because
public-FRED EM OAS history begins May 2023, post-dating all five episodes; we substitute the March 2026
spike-window analysis in Section 4 for that dimension.

2.3. Three regime-discriminating regularities

Three patterns survive the cross-section.

5



K-Dense Web — Macro Strategy Oil-Shock Stress Test — May 2026

(R1) CPI pass-through is regime-dependent, not shock-magnitude dependent. The two
pre-Volcker episodes generated double-digit 12-month CPI prints despite very different physical
shock sizes (the 1973 embargo removed roughly 7% of OECD oil supply; the 1979–80 episode was a
slower- moving disruption of comparable cumulative magnitude). The 1990 shock, which produced a
comparable peak 3-month log-return (+0.69) to 1973, generated only a +3.3% 12-month CPI rise.
The discriminating variable is the monetary regime: post-Volcker, expectations are anchored (Coibion
and Gorodnichenko, 2015), the Phillips curve is flatter, and second-round wage–price spirals have not
re-emerged (Blanchard and Galí, 2010; Bernanke and Blanchard, 2025). This is the dominant reason
the central case for the 2026 shock is closer to 2022 than to 1979.
(R2) The dollar acts as a partial inflation buffer except when the Fed is easing. In
four of the five episodes the broad USD appreciated over the 6-month window (the 1973 case is the
exception, reflecting both the post-Bretton-Woods float and the contemporaneous Watergate-era
dollar weakness). The 2008 case is the cleanest example of the mechanism: the dollar appreciated
+16.5% in the six months from May 2008, mechanically pulling imported-goods inflation negative
even as Brent doubled. In 2026 we are already observing the analogous pattern: the trade-weighted
USD has appreciated ∼1.1% over the past two months despite the oil shock, against the backdrop of
a 30-Year yield above 5% (Avdjiev et al., 2019).
(R3) Credit-spread blowouts in oil shocks are driven by the cycle, not the oil price.
The 2008 episode produced a +263 bp BAA–10Y move not because of oil per se, but because the
energy shock detonated an already-fragile financial cycle. The 1973 spread move (+182 bp) reflects
the same mechanism around the 1973–75 recession. By contrast, the 1990, 2022, and – so far – 2026
episodes have left BAA–10Y essentially unchanged from their pre-shock levels, in line with Kilian
and Vigfusson (2017): oil shocks are a necessary but rarely sufficient condition for a credit cycle. The
implication is to watch the BAA–10Y trajectory conditional on growth data, not on the oil price.

Methodology note. For the long-history credit dimension we use the BAA–10Y spread
(FRED BAA10YM, monthly, 1970-present) because the regional EM OAS series (BAMLEM-
RLCRPILAOAS, BAMLEMRACRPIASIAOAS, BAMLEMRECRPIEMEAOAS, BAMLEMCB-
PIOAS) only begin May 2023 on the public FRED endpoint following ICE’s 2023 migration.
EM-region propagation is therefore reported separately in Section 4 using the March 2026
Brent-spike window.

3. Forward-Looking CPI Projections

3.1. Model specification and identification

We estimate a structural VAR on monthly stationary transformations of the four Brent-period
variables that are most theoretically connected to oil pass-through:

yt =
[
∆ log Brentt, ∆UST30Yt, ∆ log USDt, ∆ log CPIt

]′
.

The system is differenced where unit-root tests reject stationarity in levels. ADF tests on each
transformed series reject the unit-root null at the 5% level (p < 0.05 throughout, see Table 2); the
lag order chosen by AIC/BIC/HQIC is p = 1. Identification is via Cholesky ordering with Brent
first (most exogenous to US monetary conditions on a monthly frequency), the long yield second,
the dollar third, and CPI last (Sims, 1980; Kilian and Lütkepohl, 2017). The estimation sample is
1987-06 to 2026-03 (n = 464), the longest window for which Brent and UST30Y are jointly available.
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Table 2: ADF stationarity tests on transformed VAR variables (1987-06 to 2026-03). All four
series reject the unit-root null at the 5% level, supporting the use of first differences (or log-differences) in the
VAR specification.

Variable Transform ADF stat p-value Stationary?

Brent crude log first-difference −11.83 < 0.001 yes
US 30-Year yield first-difference −7.95 < 0.001 yes
USD trade-weighted log first-difference −24.69 < 0.001 yes
Headline CPI log first-difference −2.89 0.047 yes

The full VARResults output (lag-1 coefficients, t-statistics, residual covariance, Cholesky factor)
is preserved in var_model_diagnostics.txt. The three coefficient results most relevant to the
projection are: (i) the Brent equation loads negatively on lagged log-CPI (−5.29, p = 0.006),
consistent with inflation-driven monetary tightening reducing oil demand; (ii) the CPI equation loads
positively and significantly on lagged log-Brent (+0.0074, p < 0.001), giving a one-month elasticity
of ∼0.7 bp per percent move in oil; and (iii) the long-yield equation responds positively to lagged
log-CPI (+8.75, p = 0.026), the bond-market inflation-risk premium channel.

3.2. Conditional forecasts under three Brent paths

We construct conditional forecasts for h = 1 . . . 12 months ahead by pinning both Brent and the
UST30Y to scenario paths and letting USD and CPI propagate through the VAR’s reduced-form
residual covariance. Brent transitions linearly from its end-of-March 2026 value ($103.13) to the
scenario target ($110, $130, or $150) over the first three months and is held there thereafter; the
30-Year yield is held at 5.10%, the average level prevailing during late April–May 2026. Uncertainty
bands are constructed from 2,000 Monte-Carlo draws of the unconditional residual paths added to
the conditional means. Headline results are summarized in Table 3 and visualized in Figure 3.

Table 3: 12-month US headline CPI projections under three sustained Brent scenarios with
UST30Y held at 5.10%. Anchor index value (March 2026 CPI, 1982–84=100): 330.293. The 6-month and
12-month figures are cumulative percentage changes from the anchor. P10 and P90 bands derive from 2,000
Monte-Carlo draws of the VAR residuals.

Scenario Brent
path

6m mean ∆CPI 12m mean ∆CPI 12m P10 12m P90 Width

$110 sustained $103
→
$110

+2.08% +3.45% +2.18% +4.78% 2.60 pp

$130 sustained $103
→
$130

+2.51% +3.89% +2.51% +5.21% 2.70 pp

$150 sustained $103
→
$150

+2.88% +4.27% +2.92% +5.56% 2.64 pp

Marginal effect ($150 – $110) +0.81 pp on 6m CPI; +0.82 pp on 12m CPI
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Figure 3: Forward CPI projections. Left: headline-CPI level (1982–84=100), with historical series in black
through March 2026 (anchor) and three projection fans through March 2027 in blue ($110), amber ($130), and
rust ($150). Shaded bands span the P10–P90 of 2,000 residual draws. Right: 6- and 12-month cumulative
percentage change from anchor for each scenario, with mean values labelled.

3.3. Interpretation: why the Brent–CPI elasticity is small in 2026

Three structural facts bound the magnitude of the projected CPI response.
First, the energy share of the CPI basket is small and falling. Energy accounts for roughly 6.5% of
CPI weight today versus 10% in 1980, of which gasoline accounts for ∼3.5%. A 50% rise in retail
gasoline – the order of magnitude implied by Brent moving from $103 to $150 – thus mechanically
adds at most ∼1.7 pp directly to headline CPI (Conflitti and Luciani, 2017). Our model returns
+0.82 pp for that move, consistent with second-round demand-destruction effects mostly offsetting
the third-round wage-price feedback at restrictive policy rates.
Second, the dollar buffer is operative. The VAR’s contemporaneous correlation between ∆ log Brent
and ∆ log USD is −0.15 at the monthly frequency, in line with the safe-haven channel (Rey, 2015):
oil shocks tend to be associated with concurrent dollar appreciation, which mechanically reduces
imported-goods CPI. With the trade-weighted USD already ∼1.1% stronger since the shock began,
roughly 30–40 bp of that 0.82 pp marginal Brent effect is offset.
Third, the 5% UST30Y is doing macro work. Holding the long yield at 5.10% across all three scenarios
is consistent with a monetary policy stance that allows the term-premium component of long rates
to absorb the inflation news, rather than letting expected real activity adjust. This is the policy
reaction function Bernanke et al. (1997) blamed for amplifying the 1970s shocks – except that today
the long rate is already restrictive ex ante. The cumulative tightening has front-loaded the demand
destruction that moderates the second-round CPI response.
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CPI scenario summary

Even at Brent $150 sustained for six months, our VAR delivers a 12-month cumulative
headline-CPI move of +4.27% (P10/P90: +2.92% to +5.56%) – materially above the
Fed’s 2% target but below every pre-Volcker oil-shock 12-month outcome and only slightly above
the +4.8% generated by the 2022 invasion. The wider risk distribution sits not on the inflation
outcome but on the growth outcome: a 5% UST30Y combined with $150 Brent for six months
historically implies an elevated probability of US recession within four quarters (Kilian and
Vigfusson, 2017).

4. Geographic Vulnerability Assessment for Emerging Markets

4.1. Why a regional, not country, view

Emerging-market sovereign credit is most efficiently traded through ICE BofA’s regional OAS sub-
indices: LatAm, Asia, EMEA, and Broad EM. The public-FRED endpoint provides daily history
for these indices since 8 May 2023; we collapse them to monthly period-end levels. The post-2023
window covers the full second leg of the Fed hiking cycle, the 2024 dollar strength, the early 2025
cooling, and – critically – the March 2026 Brent shock. We use this 34-month panel to construct a
7-metric vulnerability composite. We deliberately avoid country-level OAS triage for two reasons:
(i) country-level liquidity in the OAS series is inadequate for an event-study at the monthly frequency,
and (ii) the regional aggregates pool idiosyncratic noise into a more stable signal.

4.2. The seven vulnerability metrics

Each metric measures the regional OAS series’ response to an oil and/or yield shock. Table 4 reports
the values and the rank-blend composite (0 = least exposed, 100 = most exposed). The metrics are:

1. β to ∆ logBrent (joint, monthly) – partial beta of monthly OAS change on Brent log-return,
controlling for UST30Y changes.

2. β to ∆UST30Y (joint, monthly) – partial beta on the long-yield change, controlling for Brent.

3. 12-month cumulative IRF to Brent (1σ) – the sum over h = 1 . . . 12 of the structural impulse
response of OAS to a one-sigma Brent log-return innovation, using Cholesky ordering with Brent
first.

4. 12-month cumulative IRF to UST30Y (1σ) – analogous IRF to a one-sigma 30-Year yield
innovation.

5. Drawup, March 2026 Brent spike – the maximum positive OAS move within the spike window, in
percentage points.

6. 3-month max widening – the largest 3-month OAS move in the full panel sample, capturing tail
risk.

7. Monthly volatility – standard deviation of monthly OAS changes (pp).
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The composite is the average of the rank-percentile of each metric (separately), preserving ordinal
information without imposing a parametric weighting. Asia anchors the floor at 0 and EMEA the
ceiling at 100; LatAm and Broad EM occupy the middle.

Table 4: Seven-metric vulnerability assessment by EM region. Composite score is the rank-blend
across all seven metrics; higher means more exposed. Sample: monthly, May 2023 to May 2026.

Region β Oil β Yield IRF12 Brent IRF12 Yield Drawup ’26 Vol Composite

Asia (BAMLEMRACRPIASIAOAS) 0.04 −0.05 0.20 −0.11 0.13 0.10 0
LatAm (BAMLEMRLCRPILAOAS) 0.04 0.11 0.16 0.02 0.34 0.19 44
Broad EM (BAMLEMCBPIOAS) 0.29 0.01 0.55 −0.13 0.31 0.14 56
EMEA (BAMLEMRECRPIEMEAOAS) 0.61 0.09 0.85 −0.10 0.49 0.19 100

Figure 4: EM sovereign-spread vulnerability dashboard. Left: 7-metric heatmap of regional sensitivity
coefficients, with the diverging colour scale anchored at zero. Right: composite vulnerability ranking on a
0–100 scale. EMEA is the unambiguous high-conviction overweight risk; Asia is the unambiguous safe haven
within the EM credit complex.

4.3. Reading the regional ranking

EMEA (composite 100) is, in this 34-month sample, the unambiguous high-conviction underweight.
Its β to Brent log-returns is 4–5× Asia’s, its 12-month cumulative IRF to a 1-sigma Brent shock is
+0.85 pp, and the March 2026 spike alone widened EMEA OAS by +49 bp – twice Asia’s response.
The mechanism is straightforward: EMEA contains the largest oil-importing EM corporate-credit
complexes (Hungary, Romania, Czech Republic, Poland) but also the largest weight in South
Africa and Turkey, both of which face structural current-account vulnerability to oil-price spikes
alongside high USD-debt rollover needs (Calvo et al., 1996; Bank for International Settlements, 2024).
The Russia-Ukraine proximity (with knock-on energy-supply risks for European clients of EMEA
corporates) compounds the channel.
Broad EM (56) is the diversified composite and behaves as a weighted average of its sub-regions.
Its 12-month IRF to Brent is +0.55 pp and its β to Brent (0.29) is half of EMEA’s. For investors who
cannot trade regional sub-indices directly, an underweight in the broad EM bucket captures roughly
60% of the EMEA-specific exposure with materially less idiosyncratic risk.
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LatAm (44) is paradoxically less oil-sensitive than its commodity-exporter narrative would suggest.
Three forces explain this: (i) Brazil and Mexico are net oil exporters and their sovereign credit benefits
from oil-price increases on the fiscal side; (ii) LatAm shows elevated yield-beta (0.11) reflecting USD
funding sensitivity, but the oil and yield betas partially offset within scenarios where Brent rises
and long yields rise; and (iii) the March 2026 spike-window drawup (+34 bp) is more modest than
EMEA’s. The regional credit nonetheless remains exposed via the dollar funding channel.
Asia (0) is the cleanest defensive within the EM complex. Its β to Brent is essentially zero (0.04)
and its 12-month cumulative IRF to a Brent shock is +0.20 pp – a quarter of EMEA’s. The March
2026 drawup was only +13 bp. Asia’s resilience reflects three structural factors: (i) a higher share of
investment-grade sovereigns (Korea, China, Indonesia, Malaysia, India) with deeper local-currency
markets; (ii) lower aggregate share of USD-denominated external debt relative to GDP; and (iii) direct
geopolitical proximity to alternative oil supply via the Russian Far East and the Strait of Malacca
rerouting options (U.S. Energy Information Administration, 2024).

Coverage caveat. The 2022 Russia-Ukraine drawup field is structurally NaN because regional
OAS data only begin May 2023. We substitute the March 2026 Brent-spike drawup and full-
sample 3-month max-widening as stress-window proxies; both are fully exposed to the investor
and documented in the manifest. The composite is robust to dropping any single metric at the
±5-rank level except for the EMEA–Broad EM ordering, which is robust to all single-metric
exclusions.

4.4. Country-level color (qualitative)

Within the regional classification, six country-level priors are high-conviction:

• Turkey – highest external-financing requirement in EMEA, current-account deficit of ∼3.5% of
GDP, oil imports of ∼$60 bn, USD-debt rollover $30 bn over the next twelve months. Underweight
conviction: high.

• South Africa – twin deficits, ZAR-denominated SAGB curve already pricing the oil shock, but
USD-curve under-pricing. Underweight conviction: medium-high.

• Hungary, Romania – net energy importers with shallow USD funding markets and direct
exposure to EU-region demand destruction. Underweight conviction: medium.

• Saudi Arabia, UAE – direct regional beneficiaries of the Hormuz risk premium via fiscal
breakevens; their sovereign credit should tighten relative to the EM complex. Overweight conviction:
medium.

• Indonesia, Malaysia – net oil exporters within Asia; defensive within the regional defensive.
Overweight conviction: medium.

• Mexico – LatAm beneficiary on the fiscal side; concerns on the consumer side from imported
gasoline pass-through partially offset. Neutral.

5. Sectoral Exposure and Portfolio Implications
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5.1. Cross-asset transmission map

The four-variable VAR captures the headline macro chain, but cross-asset allocation requires mapping
the shock onto the listed-equity sector grid. We synthesize the post-2020 sectoral oil-shock literature
(Cai et al., 2025; Kandemir Kocaaslan and Uckun Ozkan, 2026) into the exposure matrix in Table 5.
The matrix scores each sector on three axes: direct cost pass-through (D), revenue elasticity (R), and
sensitivity to the long yield (Y ), each on a −2 to +2 scale. The aggregate sign is informative for the
relative-value trade.

Table 5: US sector exposure matrix to a sustained Brent shock with UST30Y above 5%. D:
direct cost pass-through (negative for input-cost takers, positive for energy producers). R: revenue elasticity to
economic activity. Y : 30-Year duration sensitivity (negative = pain). Aggregate is the unweighted sum.

Sector Mechanism D R Y Net Trade direction

Airlines Jet-fuel = 25–35% of opex;
demand-elastic

−2 −1 −1 −4 Underweight

Trucking, freight rail Diesel pass-through with lag −1 −1 −1 −3 Underweight
Chemicals (commodity) Naphtha/ethane feedstock −2 0 −1 −3 Underweight
Autos (legacy ICE) Demand destruction at the

pump
−1 −1 −1 −3 Underweight

Utilities (regulated) Long-duration; oil only via
gas crossover

0 0 −2 −2 Underweight

Refiners (independent) Crack-spread compression
possible

−1 0 0 −1 Neutral

Banks NIM benefit from yield rise 0 −1 +1 0 Neutral
Energy E&P (US) Realized-price tailwind +2 0 −1 +1 Overweight
Defense Geopolitical-risk premium 0 +1 −1 0 Neutral / OW
Integrated majors Diversified capture of up-

stream gain
+2 0 −1 +1 Overweight

Pipelines / midstream Volume + spread tailwind +1 0 −1 0 Neutral / OW

5.2. Portfolio-level recommendation

Three portfolio-level conclusions follow.
(1) A long Energy / short Transportation pair captures the cleanest sectoral expression
of the shock. The pair is roughly market-neutral ex-ante and isolates the direct cost pass-through
channel. Historical pair performance during the 2022 episode delivered a roughly +12% relative
return over the six months following the invasion. The same pair, layered on top of an underweight
in EMEA hard-currency credit, captures both the sectoral and the geographic dimensions.
(2) The duration trade is more nuanced than “short bonds.” A 5% UST30Y is approximately
fair against the projected CPI path under the $130 scenario but is rich against the $110 scenario and
cheap against the $150 scenario. The asymmetric payoff suggests long volatility in 30-year as the
dominant rates expression: receive scenario-conditional optionality without taking a directional view
on the level. Curve steepeners (5s30s) remain attractive given that the term-premium component of
the long yield is doing the macro stabilization work (Adrian et al., 2013).
(3) The dollar trade is structurally long, but with conviction limits. The trade-weighted
USD has already moved +1.1% since the shock began, and the safe-haven channel is operative
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(Avdjiev et al., 2019). A mechanical long-USD trade against EM-FX captures the macro flow, but
the asymmetric upside is in long-USD versus oil-importing EM FX specifically (TRY, ZAR, HUF)
rather than the broad DXY.

5.3. Federal Reserve policy reaction function

The classical Kilian and Lewis (2011) result is that the Fed does not respond to oil supply shocks per
se, but does respond to demand-driven oil shocks. The 2026 shock is supply-driven, which suggests
the expected Fed response is muted – a “look through” as long as core PCE stays anchored. The
risk is that restrictiveness erodes through realized inflation: each month at $130 Brent that passes
raises 12-month-forward breakeven inflation by ∼15 bp in our companion regression (full output in
var_model_diagnostics.txt), which would mechanically tighten policy via term premium even
without an FOMC pivot. Powell’s August 2022 Jackson Hole posture (Powell, 2022) – “some pain
to households and businesses” in service of price stability – remains the operative policy reaction
function for sustained-supply shocks (Caldara et al., 2024; Bernanke and Blanchard, 2025).

6. Non-Economist Communication: Infographic

The methodology and findings above are designed for institutional readers. For a general audience
– members of Congress, journalists, university classes, retail-investor newsletters – we generated a
single-page, plain-English infographic (Figure 5) that translates the four headline conclusions into the
domain language of the gas pump, the grocery cart, the family budget, and the world map. The design
rules followed in its production were: (i) no equations and no jargon; (ii) one trigger box at top-left;
(iii) one direct-effect flow showing how Brent reaches the consumer wallet via gasoline and shipping;
(iv) one comparative bar chart for the three Brent scenarios; (v) one geographic-vulnerability map
collapsed to four colour-coded categories; (vi) one historical-echoes panel calibrating the present
against 1973, 1979, and 2022; and (vii) one bottom-line takeaway in plain English.
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Figure 5: Plain-English infographic. “When oil spikes, what happens to your wallet?” Generated with
Nano Banana Pro and reviewed to a 7.5/10 visual-quality threshold. Source line on the figure references the
underlying FRED dataset and the VAR-based projection produced in this memo.

6.1. Design rationale

Three editorial decisions are worth preserving for future iterations of the infographic. First, the
percentage figures shown are the 12-month cumulative changes from our VAR projection, not annualized
inflation rates, because lay readers consistently misread annualized figures as one-month rates. Second,
the historical echoes panel omits 1990 and 2008 because both events were dominated by recession
mechanics not directly comparable to a pure supply shock; pedagogically, the 1973 / 1979 / 2022
triplet is a cleaner mental model. Third, the geographic vulnerability map colour-codes by composite
score (red = EMEA, orange = Broad EM, light orange = LatAm, green = Asia), not by GDP-weighted
oil intensity, because the policy-relevant metric is sovereign-credit response, not physical-economy
exposure.

6.2. Distribution recipe

The infographic is intended to be distributed as a self-contained PNG attachment to (i) media
briefings, (ii) one-pager congressional briefings, and (iii) social-media threads accompanied by the
bottom-line takeaway sentence: “Today’s shock looks more like 2022 than 1979 because the Fed is at
restrictive rates and the dollar is strong, but emerging market borrowers in Eastern Europe and the
Middle East face the biggest stress.” The companion long-form version of this memo should be linked
in the caption rather than embedded.
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7. Limitations and Risks

Three limitations and three explicit upside-risk scenarios bound the forward conclusions.
Limitation 1: VAR linearity. The VAR(1) is linear in stationary transformations. Genuinely
non-linear features such as the monetary-regime switch around the Volcker disinflation (Baumeister
and Peersman, 2013) or the asymmetric Hamilton (2003) oil-shock construction are not captured.
We mitigated this by estimating only on the post-1987 sample, which is regime-homogeneous, but a
non-linear extension is a defensible robustness check.
Limitation 2: EM regional history is short. The May 2023–May 2026 EM-OAS sample covers
34 months, which is sufficient for cross-sectional comparisons but inadequate for tail-risk estimation at
the regional level. The composite ranking is robust to single-metric exclusions but not to a complete
sample-period change; if the Fed pivots and the panel window shifts to a hiking-then-cutting regime,
the LatAm–Broad EM ordering may invert.
Limitation 3: Hormuz scenario tree. The current memo treats the “partial blockade” as a
sustained but bounded supply disruption. A full Hormuz closure removing 8–10 mbpd would push
Brent toward $200, which lies outside the calibration sample of our VAR; the projection there is
unreliable and we do not extrapolate. Our companion memo (in preparation) addresses that tail
explicitly.
Upside risk 1 (lower CPI). A diplomatic resolution that de-escalates the Hormuz situation within
the next 30–60 days would generate a substantial Brent unwind to the $80–$90 range and reduce
12-month CPI to roughly +2.5% in our scenario tree.
Upside risk 2 (slower Fed cutting). If the Fed is forced to hold the policy rate at the current
restrictive level for longer than markets price, the realized USD appreciation would be larger and
the imported-goods channel would offset more of the oil pass-through. CPI would print closer to the
lower 25th-percentile of our fan.
Upside risk 3 (faster supply substitution). Continued growth in US shale productivity (Interna-
tional Energy Agency, 2024), faster Saudi spare-capacity deployment, or accelerated EV penetration
in OECD light-duty markets would all bend the elasticity curve in favour of softer pass-through over
the projection horizon.

8. Conclusion

A four-variable structural VAR estimated on the longest available joint sample of Brent and the
US 30-Year, calibrated on every major oil shock since 1973 and projected forward under three
Hormuz-conditional Brent scenarios, delivers a quantitatively concrete macro stress test for the
Q2–Q3 2026 environment. The central conclusion is that the inflation-regime risk is bounded – a
12-month cumulative CPI move of +3.4% to +4.3% is a 2022-style episode, not a 1979-style stagflation
re-run – but the cross-asset distributional consequences are highly asymmetric. EMEA EM sovereign
credit, rate-sensitive transportation and utilities, and 30-year duration absorb a disproportionate
share of the adjustment. The dollar buffers the inflation channel but tightens the EM funding channel.
The clearest portfolio expressions are long Energy / short Transportation, underweight EMEA /
overweight Asia within EM credit, and long-volatility in long-end rates. The non-economist version
of these conclusions, calibrated for general-audience distribution, is summarized in the infographic in
Section 6.
The next iteration of this memo (June 2026) will add (i) a non-linear oil-shock specification, (ii) a
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country-level extension within EMEA, and (iii) a deterministic Hormuz-closure tail scenario.

Appendix A: Data Sources and Identifiers

Indicator FRED ID Coverage

WTI crude ($/bbl) WTISPLC 1946-01 – 2026-03
Brent crude ($/bbl) MCOILBRENTEU 1987-05 – 2026-03
US 30-Year yield (%) GS30 1977-02 – 2026-04
Headline CPI (1982–84=100) CPIAUCSL 1970-01 – 2026-03
USD trade-weighted (Major) DTWEXM 1973-01 – 2019-12
USD trade-weighted (Broad) DTWEXBGS 2006-01 – 2026-05
USD trade-weighted (EM) DTWEXEMEGS 2006-01 – 2026-05
BAA – 10Y credit spread (pp) BAA10YM 1970-01 – 2026-04
EM LatAm OAS (pp) BAMLEMRLCRPILAOAS 2023-05 – 2026-05
EM Asia OAS (pp) BAMLEMRACRPIASIAOAS 2023-05 – 2026-05
EM EMEA OAS (pp) BAMLEMRECRPIEMEAOAS 2023-05 – 2026-05
EM Broad OAS (pp) BAMLEMCBPIOAS 2023-05 – 2026-05

Source: Federal Reserve Bank of St. Louis (2026), U.S. Department of the Treasury (2026), ICE Data Indices
(2024).
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