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Rare Air 
 
The S&P 500 rose 1.4% in January 2026. A positive January is historically a good sign - when January is positive, the 
S&P 500 has historically averaged full-year returns around 12-15%. 
 
However, the magnitude of recent gains presents a meaningful challenge going forward. 2025 was the third straight 
double-digit year for stocks, and there have only been two examples in 100 years where we get a fourth year: 
 
• 1957 (post-war boom & record expansion, streak continued for 6yrs) 
• 1999 (tech bubble, followed by 3yrs of losses) 
 
While 1957's expansion continued, it occurred with debt/GDP at 60% vs today's 125% and started from much more 
modest valuations. The 1999 parallel, which shared today's extreme valuations, ended in a 50% decline.  
 
This is clearly Rare Air. The key question facing investors: Are we in the early stages of an AI-driven expansion that, 
combined with pro-growth fiscal policy, can sustain elevated valuations? There is some fundamental support for this. 
Corporate profit margins are near record highs and changes at the Fed could lead to even more market accommoda-
tion. Additionally, demographic trends have turned favorable for the first time in decades, The Millennial generation 
is now bigger than the Boomer generation that drove the economic expansion of the 1980s & 1990s.  
 
However, several factors warrant caution. Market valuations are at all-time highs (market cap/GDP is at 2.3x), and 
Debt/GDP is at 125% (compared to 50-60% for both periods above). Elevated debt service constrains fiscal flexibility 
and may limit the economy's growth potential. 
 
Market Sentiment at Extremes 
 
According to Bank of America’s Bull/Bear indicator, which dates back to 2002, we are in “Extreme Bull” territory. In 
fact, it is the second highest reading since before the 2008 market crash.  
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Executive Summary: After three consecutive years of double-digit returns, the S&P 500 begins 2026 from 

historically elevated levels. While fundamental support exists for continued gains, extreme sentiment 

readings, stretched valuations, and midterm year seasonality suggest a choppier path ahead. This envi-

ronment favors strategies that balance equity participation with downside protection. 
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It bears noting that this analysis tracks the percentage of newsletter writers who have a bullish long-term view. This 

differs from shorter-term indicators like the Fear & Greed Index, which, after a choppy start to February, currently shows 

a Neutral reading of 50.  

This environment warrants careful consideration of market cycle dynamics and the emotions that typically accompany 

them. We are clearly somewhere in the green section. But have we seen Euphoria yet? Perhaps in some of the AI stocks 

we have. But many companies are still trading at average multiples. Regardless of the precise stage, the preponderance of 

evidence suggests late-cycle conditions warrant a more defensive posture. This environment favors capital preservation 

over aggressive risk-taking. 
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 Midterm Year 
 
Additionally, 2026 is a midterm election year—historically the most challenging year in the presidential cycle. It’s im-

portant to know that midterm years are typically choppy and sideways moving. See the blue line below, which show 

the average pattern of the stock market during midterm years since 1946. It’s traditionally been the most challenging 

year of the four year cycle. Notably, midterm years since 2002 have averaged returns of just 4.2%, compared to 

11.5% for the full 4-year cycle. Given we're already starting from elevated levels, 2026 may test investors' patience. 

The Case For Hedged Equity  
 
While equities remain the cornerstone of long-term wealth creation, risk management becomes paramount during 

extended periods of strong performance. There are times it makes sense to hedge that equity exposure. Our cov-

ered call strategy has a 24+ year track record of delivering 82% of the S&P’s annual return at 40% less risk. There 

have been seven significant market selloffs over this timeframe (presented individually below). For every $100 lost 

in the S&P during these drawdowns, our clients typically lost only $58 (42% protection). And they stayed invested 

through the recovery rather than capitulating at the bottom.  
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Upside participation 
 
Downside protection is only valuable if accompanied by meaningful participation in subsequent recoveries. By preserv-

ing capital during drawdowns, the strategy reached new highs in 6 of 7 recovery periods—typically in roughly half the 

time required by the S&P 500. The 2008-09 crash and recovery is a great example. 
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Of course, in strong bull markets like 2023-2025, our strategy captured less upside due to the call premiums we collect. 
However, this is precisely the trade-off that provides the downside protection shown above.  
 

2026 Outlook: Choppy Road Ahead, Stay Invested but Hedge Your Bets 
 
Our 2026 outlook reflects cautious optimism tempered by late-cycle realities. The backdrop remains constructive: inflation 
has moderated meaningfully from its peak, central banks are closer to the end of their tightening cycles, and earnings 
growth expectations remain positive. Following three consecutive years of double-digit returns, risk-reward dynamics 
have become less favorable. Valuations are stretched in segments of the market and policy uncertainty persists.  
 
In this environment, risk management becomes increasingly important. Quality, diversification, income, and downside 

resilience are as important as ever as markets transition from recovery-driven gains to more normalized returns. Going 

forward, equity returns will depend more on earnings growth and capital discipline than on valuation expansion. 

Against that backdrop, hedged equity strategies appear particularly well-positioned for the next several years. Three con-

secutive years of double-digit returns have meaningfully shifted the risk-reward calculus. Hedged equity offers a way to 

remain invested in stocks while dampening volatility, managing drawdowns, and potentially smoothing returns through 

different market regimes. These strategies have historically performed best during periods of elevated volatility, sideways 

markets, or modest positive returns—conditions we believe are increasingly likely. 

In summary, In summary: equity markets can continue to advance, but the path forward will likely prove choppier and 

more selective than recent years. A disciplined approach balancing participation with protection—particularly through 

allocations to hedged equity—appears well-suited to navigate the next phase of this market cycle. 
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The foregoing content reflects the opinions of Van Hulzen Asset Management and is subject to change at any time without notice. Content provided herein is for informational purposes 

only and should not be used or construed as investment advice or a recommendation regarding the purchase or sale of any security. There is no guarantee that these statements, opin-

ions or forecasts provided herein will prove to be correct. Past performance is not a guarantee of future results. Indices are not available for direct investment. Any investor who attempts 

to mimic the performance of an index would incur fees and expenses which would reduce returns. All investing involves risk including the potential for loss of principal. There is no guar-

antee that any strategy will be successful. The CBOE S&P 500 BuyWrite Index (BXM) is a benchmark index designed to track the performance of a hypothetical buy-write strategy on the 

S&P 500 Index. The BXM is a passive total return index based on (1) buying an S&P 500 stock index portfolio, and (2) "writing" (or selling) the near-term S&P 500 Index (SPXSM) "covered" 

call option, generally on the third Friday of each month. The S&P 500 Index consists of 500 stocks chosen for market size, liquidity, and industry group representation. It is a market-value 

weighted index (stock price times number of shares outstanding), with each stock's weight in the Index proportionate to its market value. It is widely used as a benchmark of U.S. equity 

performance. It is not possible to invest directly in an index.  All numbers presented are sourced through Bloomberg and Tamarac. 

Van Hulzen Covered Call Strategy  

The Van Hulzen Covered Call strategy invests in US companies that we consider to have high shareholder yield (dividends 

and share repurchases) and uses call options with the goal of reducing portfolio volatility and creating incremental in-

come. The goal is a portfolio that has equity exposure while seeking higher than average annual income (target of 6-8% 

annual), although there is no guarantee that the strategy will achieve its objective, generate profits or avoid losses. Below 

you will find the graph of the Van Hulzen Covered Call Strategy and the Covered Call Index BXM. 


