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Lipstick On A Pig

A Commentary on High Yield Bonds

We have never fully understood the value proposition of high yield bonds. As covered call managers who specialize in
alternative sources of income, you might call us a little biased — but we believe the category is called “junk” for a reason.
In addition to their well-known inflation and interest rate risks, high yield bonds have significant credit risk. And the vola-
tility of this category is 2-3x its investment grade counterpart. Yields on junk bonds are tempting at 8-9%, but you rarely
actually get the full yield because a number of them end up defaulting. And although defaults were a paltry 1.3% in 2022,
Fitch estimates that they will rise to 4.8% by September of this year. The 20 year average default rate is about 3.5%, by
the way, so we are projected to trend considerably higher in the coming months.

Defaults help explain how high yield bonds have an average annual total return of only 5.2% over 20+ years despite an
average yield of more than 8%. Buyer beware.
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Equity-like drawdowns
The drawdown in junk bonds was a whopping -32% during the 2008 financial crisis. This is because the elevated credit
risk leads to widespread defaults whenever markets hit turmoil, relying on diversification to (hopefully) protect you from

losing your money. But during crisis times, even diversification isn’t enough.

In 2022, high yield bonds returned -11.2%, versus -7.3% for our covered call strategy.
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Fixed Income Volatility: End of an Era

During the record 40-year bull market in bonds, which ended in late 2021, investors became accustomed to bonds
providing stability to their portfolios. But that has changed. See the chart below, which shows fixed income vol
approaching their 2008 financial crisis highs, despite equity volatility below its long-term average of 20. And with the Fed
committing itself to a “higher for longer” interest rate policy, most economists expect this uncertainty/volatility to
continue. Investors need solid fixed income alternatives.

Equity and Fixed Income Volatility!
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The Walking Dead

There is no denying we are in a banking crisis. But the damage thus far has been related to interest rate and duration risk,
not credit risk. It will come. Zombie companies have become a hot topic lately, as rates have increased significantly over
the past year and more and more companies are stretched. An impending recession will not help.

Most define a zombie as a company that doesn’t produce enough profit to service its debts. There are a bunch of
companies that fit that description...about 3x the number that existed just 15 years ago (see chart below). You can use
interest coverage and other metrics to find them. Notable names are Bed Bath & beyond, Carvana, Gamestop and AMC.
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These zombie companies rely on high yield debt as a critical source of financing. Luckily, most of these loans were locked
in at very low rates over the past few years and have not begun to mature yet (see below). But the vast majority will
mature over the next 2-5 years and will have to be refinanced at higher rates. This is going to cause pain for a great many
companies. Many of these issuers are regional banks.
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The high yield bond market has had the backing of the US .
government in recent years. Statements that the Fed -
would step in and buy these bonds to support prices X
stabilized a freefalling market in 2020. : Y
The credit risk in this category is higher than its been in / ‘

decades. And while the Federal Reserve has instilled
some confidence in this category over the past few years,
society’s appetite for bail outs will likely wane. And this
does not change the fact that many of these companies
will not be able to meet their obligations. To us, the Fed'’s
commitment is tantamount to putting lipstick on a pig.
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A Better Risk-Return Profile

We believe covered calls are an ideal alternative to junk bonds. Our strategy, which has a 21+ year track record, actually
has a slightly lower standard deviation than the IBOX high yield bond index (9.3% versus 9.4% over the same time period).

And our strategy has out-performed the IBOX by 2.2% per year! We have done this by investing in high quality companies
with fortress balance sheets and using call options to increase yield and reduce risk.

We have charted our cumulative performance below, relative to a broad group of benchmarks, including the IBOX high

yield index. On a cumulative basis, investing $100 into our strategy would have resulted in $460 compared to $292 for
high yield bonds over the same period.
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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
income. 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.

Covered Call Strategy Performance (gross as of 04/30/2023)
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Returns (annualized)* Apr 2023 M 1Year 3Years SYears 7Years 10Years Inception
Van Hulzen (Gross) 1.2% 2.5% 6.9% 5.0% 3.9% 7.0% 4.8% 5.4% 6.0% 7.5%
Van Hulzen (Net) 1.1% 2.4% 6.7% 4.8% 3.3% 6.5% 4.2% 4.8% 5.4% 6.6%
BXM 1.2% 2.9% 7.8% 7.2% -1.1% 11.0%  4.2% 5.8% 5.8% 5.2%
Difference (Gross-BXM) 0.0% -0.4% 0.9% -2.2% 5.0% -3.9%  0.5% 0.4% 0.3% 2.2%

*Inception date : 12/31/2001. Figures greater than one year are annualized. Van Hulzen returns represent actual returns from
composite of accounts

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, opinions 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 guarantee 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: FPAC-
0133-22
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