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Management’s Discussion of Financial Condition anéResults of
Operations

For the three and six months ended June 30, 2009



MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL C ONDITION
AND RESULTS OF OPERATIONS

This management’s discussion and analysis (“MD&#ipuld be read in conjunction with
the consolidated financial statements and accomipgmptes (the “Financial Statements”)
of XS Cargo Income Fund (the “Fund”) for the per@dled June 30, 2009 and the year
ended December 31, 2008. These financial stateyn@ainagement’s discussion and
analysis and other documents filed with regulatarghorities can be found on SEDAR at
www.sedar.com Results are reported in Canadian dollars urddsswise stated and
have been prepared in accordance with Canadiamajlgreccepted accounting principles
(“GAAP”). Certain dollar amounts have been rounttethe nearest thousand dollars,
while other amounts have been rounded to the ridawesred thousand dollars.
References to notes are to the notes to the Fala®tatements of the Fund unless
otherwise stated.

This MD&A is dated August 13, 20009.

Readers are referred to the advisories regardingafal-looking information and non-
GAAP measures in the “Forward Looking Statementsd d&Non-GAAP Measures”
sections of this MD&A.

OVERVIEW OF THE FUND
Issuance of Fund Units and Acquisition

XS Cargo Income Fund is an unincorporated openektrdst established under the laws of
the Province of Alberta. The Fund invests in theallline closeout retail business, through
an indirect controlling interest in XS Cargo Lindteartnership (“XS Cargo LP”) and its
general partner (“GP”) (collectively “XS Cargo”yné such other investments as the
Trustees may determine.

The Fund commenced business operations on MayoDB, #vhen it completed an initial
public offering (the “IPO”) of 6,106,000 trust usif‘Fund Units”), at a price of $10 per
unit, for aggregate gross proceeds of $61,060,@hcurrent with the closing of the IPO,
the Fund acquired a 51% indirect interest in XSg8dP and XS Cargo LP acquired the
net assets (the “Acquired Business”) of Famous @sg&dmonton) Inc. (the “Vendor”).

The Fund Units currently trade on the Toronto Stegkhange (“TSX”) under the symbol
XSC.UN, however the Fund has received notificatiwat the Fund Units will be delisted
from the TSX at the close of market on August T2 The Fund has made an
application to have its Units listed for tradingttve TSX Venture Exchange and
anticipates that such listing will be approved omefore August 19, 2009; however,
listing of the Fund’s trust units on the TSX VemtlExchange or another stock exchange
will be dependent on the Fund satisfying the mimmlisting requirements of such
exchange and such other conditions to listing i neguire.



The Business of the Fund

XS Cargo LP operates 40 closeout retail storedlierta, British Columbia, Manitoba,
Saskatchewan, Ontario, Nova Scotia, NewfoundlamdNsew Brunswick.

Operating Highlights

Sales from continuing operations in the secondtqudeclined by $3.5 million or 13.9%
compared to the same quarter in 2008. Gross Madgnreased by $2.4 million or 22.9%.
Several factors contributed to the declines. Saksg affected by lower inventory levels
resulting from financing constraints. Inventorydane 30, 2009 was $12.8 million
compared to $20 million at June 30, 2008. Thers a0 an unanticipated temporary
decrease in the opportunity buys that make up tyenity of the Fund’s inventory. Sales
trended upward throughout the quarter from minu8%3n April to minus 6% in June
(compared to 2008 sales). The decline in grosgimamwas due to a reduction in sales, a
decline in the value of the Canadian dollar andaiteelerated write off of warranty
returns. Eighty percent of the Fund’s inventorpuschased in US dollars. The acquisition
cost of that inventory was approximately 13% higihan the second quarter of 2008.

Earnings from operations in the second quarter %@rg million compared to a loss of
$2.2 million in the first quarter of 2009. Secaquhrter earnings decreased $1.6 million
from the second quarter of 2008.

The fund undertook a management restructuringarséitcond quarter in an effort to
improve store operations. The Vice President stribiution and Logistics was promoted
to Vice President of Operations, assuming respdigifor store operations. The National
Sales Manager position was eliminated in favoumaf regional sales managers.

A new store was opened in May in Vaughan, Ontario.



SELECTED FINANCIAL INFORMATION AND RESULTS FROM OPRATIONS

Second Quarter and Year-to-date Operating Results

The following tables show the unaudited resultthefFund for the three and six month
periods ended June 30, 2009 compared to the theesizamonth periods ended June 30,
2008. The results of operations for these perioesiat necessarily indicative of the results
of operations to be expected in any given period.

Second Quarter Operating Results Three Months Three Months Change Q2
(unaudited) Ended Ended 2009 from Q2
June 30, 2009 June 30, 2008 2008
Sales 21,605,018 25,080,819 (3,475,801)
Cost of Goods Sold 13,480,803 14,564,138 (1,083,33
Gross Margin 8,124,215 10,516,681 (2,392,466)
37.6% 41.9% -4.3%
Administrative and Operating Expenses* 7,581,895 408,979 (820,084)
(Loss) Earnings from Operations, as defined* 52Q2,3 2,114,702 (1,572,382)
Net Loss (472,939) 248,174 (721,113)
Year-to-date Operating Results Six Months Six Months
(unaudited) Ended Ended Change 2009
June 30, 2009 June 30, 2008 from 2008
Sales 41,036,541 46,846,666 (5,810,125)
Cost of Goods Sold 27,158,760 27,562,178 (403,418)
Gross Margin 13,877,781 19,284,488 (5,406,707)
33.8% 41.2% -7.4%
Administrative and Operating Expenses* 15,527,616 16,733,607 (1,205,991)
(Loss) Earnings from Operations, as defined* (9,885) 2,550,881 (4,200,716)
Net Loss (2,386,162) (400,878) (1,985,284)

* Earnings from operations have been calculatedieasribed under “Non-GAAP Measures”. For purpagdhis table,
administrative and operating expenses excludexpenses outlined in the calculation of Earningsnfl©perations as
described under “Non-GAAP Measures”.



Sales
Second Quarter

The following table compares sales for the threattm®ended June 30, 2009 to the three
months ended June 30, 2008:

Sales
2009 2008 Change % change

Sales 21,605,018 25,080,819  (3,475,801) -13.9%

Second quarter sales decreased by $3.5 milliom $25.1 million to $21.6 million, a
decrease of 13.9%. The decrease in sales wasdhk of lower inventory levels ( $12.8
million at June 30, 2009 versus $20 million at JAAe2008) and a temporary decrease in
opportunity buys that make up the majority of theé's inventory.

The following table outlines the number of storad percentage of store sales by
geographical region:

June 30, June 30,
2009 2008

Number of  Percentage of Number of Percentage of

stores, end  sales during stores, end  sales during

of quarter the quarter of quarter the quarter
Region
Ontario 19 47.0% 18 46.5%
Alberta ** 7 18.7% 8 19.5%
British Columbia 8 20.0% 8 19.5%
Saskatchewan and Manitoba 3 9.2% 3 8.7%
Atlantic Canada 3 5.1% 3 5.8%
Total 40 100.0% 40 100.0%

*The Red Deer store was closed permanently on Mag; 2009. The table above excludes Red Deer stdes for
three month period ended June 30, 2009.

Year-to-Date

The following table compares sales for the six memnded June 30, 2009 to the six
months ended June 30, 2008:

Sales
2009 2008 Change % change

Sales 41,036,541 46,846,666  (5,810,125) -12.4%

For the year-to-date, sales decreased by $5.8&milliom $46.8 million to $41.0 million, a
decrease of 12.4%. The decrease in sales wasshk of reduced traffic due to economic
conditions and lower store inventories due to go@nmary decrease in opportunity buys that
make up the majority of the Fund’s inventory.



The following table outlines the number of storad percentage of store sales by
geographical region:

June 30, June 30,
2009 2008
Number of Percentag_e of Number of Percentag_e of
sales during sales during
stores, end stores, end
the 6 month the 6 month
of quarter . of quarter .
period period
Region
Ontario 19 46.3% 18 46.5%
Alberta ** 7 18.8% 8 19.5%
British Columbia 8 20.3% 8 19.5%
Saskatchewan and Manitoba 3 9.4% 3 8.7%
Atlantic Canada 3 5.2% 3 5.8%
Total 40 100.0% 40 100.0%

*The Red Deer store was closed permanently on Mag; 2009. The table above excludes Red Deer stdes for
three month period ended June 30, 2009.

Cost of Goods Sold and Gross Margin
Second Quarter

Cost of goods sold for the quarter decreased hy iillion from $14.6 million to $13.5
million, a decrease of 7.5% compared to the samega 2008.

Gross margin for the quarter decreased by $2.4amjlfrom $10.5 million to $8.1 million,
a decrease of 22.9%. This decrease resulted frdecr@ase in sales, a decline in the value
of the Canadian dollar and accelerated write-dffwarranty returns.

Year-to-Date

Cost of goods sold for the year-to-date decreagekDht million from $27.6 million to
$27.2 million, a decrease of 1.4% compared to #meesperiod in 2008.

Gross margin for the year-to-date decreased byr@flidn, from $19.2 million to $13.8
million, a decrease of 28.1% compared to the sanegin 2008. This decrease resulted
from a decrease in sales, a decline in the valtleeo€anadian dollar and accelerated
write-offs of warranty returns.

Combined Administrative and Operating Expenses

Second Quarter

For the quarter, administrative and operating egpsmlecreased by approximately $0.8
million from $8.4 million to $7.6 million as compe to the same period in 2008. This

decrease is primarily the result of decreases mewd$0.2 million) primarily from
efficiencies in distribution, rent ($0.1 millionud to closing of the service centre in



Burlington, advertising ($0.1 million), professidriees ($0.3 million) because of a project
in 2008 to evaluate the Fund's strategic opticarsd, travel ($0.1 million).

Year-to-Date

For the year-to-date, administrative and operagixgenses decreased by approximately
$1.2 million from $16.7 million to $15.5 million aompared to the same period in 2008.
This decrease is primarily the result of decreasesmges ($0.4 million) primarily from
efficiencies in distribution, rent ($0.2 millionud to closing of the service centre in
Burlington, advertising ($0.1 million), professidriees ($0.3 million) because of a one
time evaluation of the Fund'’s strategic option2008, customs brokerage fees ($0.1
million) due to a decrease in purchasing, and trgd@1 million).

Earnings from Operations

Second Quarter

For the quarter, earnings from operations decrebg&d.6 million, from earnings of $2.1
million to $0.5 million, a decrease of 76.2% as paned to the same period in 2008, as a
result of the factors discussed previously.

Year-to-Date

For the year-to-date, earnings from operationsedsad by $4.2 million, from earnings of
$2.6 million to a loss of $1.6 million, a decrea$d.61.5% as compared to the same period
in 2008, as a result of the factors discussed pusly.

Fund Net Earnings

For the quarter, the Fund had a net loss of $0llsombr $0.08 per unit on a basic and
diluted basis. This compares with the prior yeagsearnings of $0.2 million or $0.04 per
unit on a basic and diluted basis.

For the year-to-date, the Fund had a net loss df ®@lion or $0.39 per unit on a basic and

diluted basis. This compares with the prior yeagsloss of $0.4 million or $0.07 per unit
on a basic and diluted basis.



Financial Position
The following are the significant assets, liab#i#tiand equity of the Fund as at the specified
dates:

June 30, 2009 March 31,2009 December 31, 2008

Cash and cash equivalents - - -

Inventory 12,837,212 13,580,942 17,677,390
Total current assets 16,357,330 16,439,742 19,681,3
Total assets 22,881,280 23,421,230 27,248,471
Total current liabilities excluding 10,397,693 10,424,517 10,892,858
term loan and subordinated loan

Term loan 6,750,000 6,728,861 6,665,444
Subordinated loan 14,154,264 13,669,200 13,199,409
Non-controlling interest (1,436,184) (974,918) 8RB
Unitholders’ equity (8,123,269) (7,619,420) (5, 8R)

Distributable Cash and Cash Distributions

On December 17, 2007, the Fund announced that & swspending monthly cash
distributions on Fund Units and Exchangeable LRdJmeginning with the December 2007
distribution.

Deferred revenue and deferred charges relatingaduet Replace Plans (“PRPs”), net of
revenue or costs recognized, are adjusted as\tbaue and direct costs related to the
PRPs are deferred and recognized over the terhed®RPs. The amounts will be included
in net earnings once they are recognized.

Lease inducements received, net of amortizatidaasfe inducements is also adjusted as
the inducements received from landlords are dedearel recognized over the course of the
leases. The amounts will be included in net egsonce they are amortized.

No distributions were paid on Fund Units, Exchamie&P Units or Subordinated LP
Units during 2008 nor during the first 6 month2609.

As of June 30, 2009 the following number of uniergvoutstanding:

Fund Units (Note 5) 6,051,000
XS Cargo LP Exchangeable LP Units (Note 6) 3,492,802
XS Cargo LP Subordinated LP Units (Note 6) 2,408,847

11,952,649




Distributable Cash per Unit (Fund Units, XS Cargo LP Exchangeable LP Units, XS
Cargo LP Subordinated LP Units)

Three months ended Six months ended
June 30, June 30, June 30, June 30,
2009 2008 2009 2008

(unaudited) (unaudited) (unaudited) (unaudited)

Cash used for operating activities 505,663 (953,462) (2,236,392)  (8,339,951)
Less: Net change in non-cash

working capital (568,549) 2,270,428  (716,075) 9,562,365
Less: Deferred charges, net of
costs recognized (13,002) (19,299) (37,130) (90,980)
Less: Deferred revenue, net of
revenue recognized 195,737 171,411 415,160 137,408

Less: Lease inducements
received, net of amortization of

lease inducements (22,322) 35,298 11,620 68,010
Less: Maintenance capital

expenditures (1,490) (18,553) (9,800) (175,955)
Distributable cash 96,037 1,485,823 (2,572,617) 1,160,897
Average Units outstanding during

the period 11,952,649 12,004,649 11,952,649 12,004,649
Distributable cash per Unit 0.01 0.12 (0.22) 0.10

Distributions declared - - - -
Distributions declared per Unit - - - -

Ratio of distributions declared to - - - -
distributable cash (payout ratio)

! Maintenance capital expenditures refer to acqaisstof property and equipment to replace or upgrad
equipment and information systems at existing starel distribution centres. See discussion undapital
Expenditures” below.

Z See discussion under “Non-GAAP Measures” below.



EBITDA
Management believes that EBITD# a useful measure in evaluating the performaifice
the Fund.

Three months ended Six months ended

June 30, June 30, June 30, June 30,
2009 2008 2009 2008
(unaudited) (unaudited) (unaudited) (unaudited)

Net (loss) for the period (472,939) 248,174  (2,386,162) (400,878)
Add: non-controlling interest (461,265) 239,987  (2,327,266) (387,652)
Add: Interest expense and foreign

exchange 950,996 946,000 1,978,757 1,879,473
Add: Amortization of property and

equipment 366,683 355,123 726,861 711,657
Add: Amortization of intangible

assets 189,755 322,293 379,510 745,156
EBITDA 573,230 2,111,577 (1,628,300) 2,547,756

Unitholders’ Equity and Non-controlling Interest
The following table outlines the Fund Units and foamtrolling interest outstanding as of
June 30, 2009.

Non-
Unitholders’  controlling
Units Issue Costs Equity Interest
# $ $ $
Fund Units 6,051,000 4,928,124 56,110,332 -
Special Voting Units 5,901,649 - - -
Non-controlling Interest 5,901,649 - - (1,436,183)

On December 31, 2008 the Fund acquired 52,000 Buitd under its unit-based
compensation. There have been no changes in thearwhSpecial Voting Units from
December 31, 2008 to June 30, 2009. During thetayuarter of 2008 the Fund issued 1
million warrants as part of its renewal of the siébt credit facility.

The Fund has also established an option plandatiiectors at its annual general meeting
in June 2009. The Fund has awarded 300,000 optiamsvill vest over the period to
January 2, 2012.

3 EBITDA refers to earnings before interest, taxtgreciation and amortization. See discussionmunde
“Non-GAAP Measures” below.



LIQUIDITY AND CAPITAL RESOURCES
Distributable Cash and Cash Distributions

On December 17, 2007, the Fund announced thatsiswspending monthly cash
distributions on Fund Units and Exchangeable LRdJmeginning with the December 2007
distribution.

The Fund declared no distributions in 2008 normythe six months ended June 30, 2009.
Credit Facilities

On September 30, 2008, the Fund re-negotiatedréutt ¢acility agreement covering its
operating and term loans. The Fund has availaldenits amended credit facilities
agreement a $12,500,000 ($20,000,000 available Aogust to December annually each
year) demand revolving loan. Under the terms ofctiedit facility agreement, the
operating loan is collateralized by a first chaogeall present and after required personal
property and an assignment of inventory. Intereghe operating loan sharged at the
lender’s prime rate plus 2.50%. If funds are witdwin in U.S. dollars, interest will be
charged at the lender’'s U.S. base rate plus 2.50% Fund is also required to pay a
standby charge of 0.50% based on the amount egjtia¢ toperating facility commitment
amount less the aggregate principal amount un@eoplrating facility.

Under the amended credit facility agreement, tha tean was extended to April 30, 2009
and consists of a committed non-revolving term Itzanility. The maximum available on
the term loan facility was $21,250,000 until July 2007, at which time it was reduced to
$11,250,000. The term loan was permanently redbgek#t, 500,000 on December 31,
2008 and was to be further permanently reduced arcivi31, 2009 by an amount equal to
75% multiplied by 2008 excess cash flow as defindtie agreement. Excess cash flow is
defined as cash in excess of EBITDA less pringgagiments, cash interest, cash taxes,
permitted distributions to unit holders and unfushdapital expendituredlanagement has
determined that the Fund did not generate 2008ssxzash flow, as defined, such that no
payment will be required. The term loan is collalized along with the operating loan as
described above. Under the agreement interesteotetm loan facility is charged at the
lender’'s Canadian prime rate plus 2.50%. Managémemrrently attempting to negotiate
a renewal satisfactory to both parties.

On August 20, 2007, the Fund entered into a subated loan agreement for $12,000,000,
funded 50% by an independent third party and 50% bgmpany owned by the President
and CEO of the Fund. The subordinated loan is teoliéized by a second charge on all of
the present and future undertakings and propectydmg an acknowledged assignment of
leases and material contracts. The principal balavas due on August 20, 2008; however
the subordinated loan was renegotiated on NoveB#008. The maturity date of the
subordinated loan agreements was extended to Dr2039. Interest on the subordinated
loan has increased from 16% to 18% effective Selpeerd6, 2008, with the Fund’s option
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to capitalize up to 10.0% per annum. As part ofakiension, the Fund also issued
1,000,000 fund unit purchase warrants, exercisatf$®.60 at any time within 36 months
of issuance, with a cashless exercise featuresaifgtion of subordinated lenders

The cashless exercise feature allows the suboetinanhders the option of exercising the
warrants to acquire units of the fund, without alcpayment, by netting out the difference
between the trading price of units at the datexef@se of the warrant and the warrant
exercise price of $0.60 per unit then issuing ttopgprtionately reduced number of fully
paid units to the warrant holder.

Financial Covenants

The bank indebtedness, term loan and subordinasedrequire the Fund to maintain
certain financial covenants, including a maximumigedebt to adjusted EBITDA ratio of
2.5:1.0; a minimum current ratio of 1.4:1.0, anghiaimum adjusted trailing twelve

months EBITDA value of $8,000,000 as at October2BD8 and thereafter. Additionally,
the covenants limit the Fund’s ability to undertakergers, acquisitions, new indebtedness,
declare distributions and other changes in thenlessi without approval of the lenders.

The subordinated loan agreement also requiresuhd #© maintain a total funded debt to
adjusted EBITDA ratio of less than 3.5:1.0.

As at March 31, 2009, the Fund was not in compganith its minimum twelve-month
EBITDA, senior debt to EBITDA, and total debt to HBA covenants. The Fund has
received waivers for the periods ending DecembePB@8, January 31, 2009, February
28, 2009, and is working with its lenders to resdlve default of certain covenants as of
June 30, 2009. The term loan was due on April B092and the subordinated loan was due
on June 30, 2009. Repayment has not been demanuedé.und is working with its lenders
to negotiate mutually acceptable financial covesastpart of its credit renewals.

The Fund continues to manage its liquidity risknignitoring actual and projected cash
flows taking into consideration the seasonalityt®business. Further, the Fund has
implemented certain operational measures that nesnent believes will return the Fund
to profitability for fiscal 2009.

There can be no assurance that these initiativébevsuccessful and these circumstances
lend significant doubt as to the ability of the Buo continue as a going concern.
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Capital Expenditures

During the second quarter, the Fund acquired $BB78 property and equipment at the
stores and warehouses. Of this, $9,801 relatéaaintenance capital expenditures” at
existing stores and warehouses and $95,368 relatgrowth capital expenditures” for the
new Vaughan, Ontario store opened in the secondegual he remaining $12,664 related
to capital expenditures at distribution infrasturetand head office capacity (“maintenance
capital expenditures”).

Stores and Infrastructure

Warehouses and Head Office Total
Maintenance Expenses 9,801 12,664 22,465
Growth Expenses 95,368 95,368
Total 105,169 12,664 117,833

Interest Rate Risk and Sensitivity

The Fund’s term and operating loans bear interébtfimating rates based on the bank’s
prime rate, thus exposing the Fund to interestfratéuations. A 1.0% change in interest
rates would have an impact of $119,110 annuallglistributable cash and interest expense
based on $11.91 million of debt outstanding at BHhe2009.

XS Cargo LP Subordinated LP Units

The Subordinated LP Units will be automatically leseged for Exchangeable LP Units on
a one-for-one basis and the subordination proveswiti apply until the end of any fiscal
year ending on or after December 31, 2006 if, hat fiscal year the Fund has earned
EBITDA (earnings before interest, taxes, depreciatind amortization) of at least $14.432
million and the Fund has paid distributions ofestdt $1.125 per Fund Unit for such fiscal
year. For the year ended December 31, 2008 anguigméer ended June 30, 2009, the
criteria were not met for the automatic exchangeciur.
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Contractual Obligations

The table below sets forth the contractual oblayatiof the Fund as of June 30, 2009, due
in the years indicated which relate to various psesioperating leases, the term loan that

matured on April 30, 2009, and the subordinated khae on June 30, 2009.

2014 and
Total 2009 2010 2011 2012 2013 thereafter

Operating 21,520,930 3,825309 4,175,996420,897 2,703,999 2,261,614 5,133,026
Leases

Subordinated 6,750,000 6,750,000

Loan

Term loan 14,154,264 14,154,264

Total 42,425,194 24,729,573 4,175,995420,987 2,703,999 2,261,614 5,133,026

As noted above, the Fund’s term and subordinateaslare now due..

Summary of Quarterly Results (unaudited)

2009
Q1

2008

Q2 Q4 Qs Q2 Q1

2007
Q4 Qs

Sales 21,605,018 19,431,523 38,713,064 24,525,830 25,080,819 21,765,847

Net
(loss)
earnings

(472,939) (1,913,223) (18,203,917)  (20,378) 248,17 (649,052)

Basic
and
diluted
(loss)
earnings

per unit (0.08) (0.32) (2.98) 0.00 0.04 (0.11)

42,653,087 29,250,232

(36,283,954) 415,980

(5.95) 0.07

Due to seasonal shopping trends, the fourth quasrtgpically the strongest quarter for XS

Cargo and the first quarter is weakest.
Off-Balance Sheet Arrangements

The Fund has not entered into any off-balance sireabgements.
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Critical Accounting Estimates
Inventory Valuation

Inventory is valued at the lower of cost and estadanet realizable value. Inventory cost
includes freight charges, which are allocated te@iriory based on a percentage of freight
paid during a period compared to the total purchasade during the period. Management
believes that the estimates, assumptions and tidacaethods are reasonable in the
circumstances. It is possible that materiallyetignt results would be reported using
different assumptions or allocation methods.

Changes in Accounting Policies Including Initial Adbptions

Effective January 1, 2009, the Fund adopted Canddstitute of Chartered Accountants
(“CICA”) Handbook section as follows:

Section 3064: Goodwill and intangible assets

This section replaced section 3062, “Goodwill anded Intangible Assets,” and 3450,
“Research and Development Costs.” The new starefadlishes standards for
recognition, measurement, presentation and dis@asugoodwill and intangible assets.
The adoption of this standard did not result ilnange in the recognition of the Fund's
goodwill and intangible assets. However, the Fuasl fetroactively reclassified
intangible assets relating to software with a reetkovalue of $1,845,254 as at June 30,
2009 (December 31, 2008 - $2,125,631) from “Prgpand equipment” to “Software
and other intangible assets” on the consolidatémhiba sheet. The Fund also
retroactively reclassified amortization of softwafe$142,203 and $284,406 during the
three and six months ended June 30, 2009 (Jur088,- $137,273 and $268,866)
from “Amortization of property and equipment” to fortization of software and other
intangible assets.”
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Future accounting changes

The CICA has issued the following new accountirandards applicable to the Fund in
future years:

International Financial Reporting Sandards (IFRS)

The use of IFRS for financial reporting in Canadt lvecome applicable for the year
beginning January 1, 2011. To date, the Fund hdsrpeed a high-level diagnostic that
has identified pertinent differences between IFR& @irrent accounting policies and
procedures that conform to Canadian GAAP. The Rsimithe process of developing a
plan for IFRS conversion and the related transifiom current standards. Activities
under this plan will include, among other thinde tdentification and documentation of
pertinent accounting and reporting differences ketwlFRS and Canadian GAAP; the
choice of IFRS accounting policies, including caiesation of elections available under
IFRS 1,First-time Adoption of International Financial Reporting Sandards; determination
of the impact of conversion on internal controls;@unting systems and other business
solutions and processes; and the developmentinirtgato assist appropriate employees in
the transition to and ongoing compliance with IFR&tivities in connection with our
IFRS implementation plan will continue througho002, and the Fund will provide the
required disclosures regarding the status of thais.p

Transactions with Related Parties

On August 20, 2007, the Fund entered into a subateld loan agreement for $12,000,000,
funded 50% by an independent third party and 50%algompany owned by Michael
McKenna, the President, CEO and a director of X8 €&P Inc., the administrator of the
Fund. The subordinated loan was renegotiated orefdber 5, 2008 and the maturity date
of the subordinated loan agreements has been @ddaondlJune 30, 2009. As part of the
extension, the Fund issued 1,000,000 Fund Unithase warrants, exercisable at $0.60 at
any time within 36 months of issuance, with a castlexercise feature at the option of
subordinated lenders. See “Credit Facilities” abdoe further details regarding this
agreement.

Interest expense totaling $377,923 and $755,389re@sded on the portion of the loan
outstanding to the related party during the threg €ix month period ended June 30, 2009
respectively.

Mr. William Gray, a director of the XS Cargo GP )€ a partner of Fleming LLP, a law
firm which provides legal services to the Fund. dl€figes totaling approximately $41,000

and $77,000 were charged to the fund by Fleming tliLfng the three and six month
period ended June 30, 2009 respectively.

Outlook
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Gross Margins recovered significantly from thetfggarter, increasing from 29.6% to
37.6% . Management expects continued improvemesgdon recent strength in the
Canadian dollar.

Management expects a substantial build up in irorgnh the third quarter resulting in
higher sales. Contributing to the inventory buifglis an improved import program. A
portion of the third quarter purchases have beelgéato reduce currency risk.

We expect significant improvements in store operetidue to the management
restructuring. This should result in higher sdtesn improved merchandising and
customer service, and reduced labour costs andiproeturns.

A new store will open in the third quarter in Missauga, Ontario and additional locations
are under review.
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Additional Information

Additional information relating to the Fund, inclagd the Fund’s AlF, is available on
SEDAR (www.sedar.comand on the Fund’s websitewaivw.xscargo.com

Non-GAAP Measures

References to “EBITDA” are to earnings before iestrand foreign exchange, income
taxes, depreciation and amortization and referetectdistributable cash” are to cash
available for distribution to Unitholders in accartte with the distribution policies of the
Fund. Management believes that, in addition tonme or loss, EBITDA is a useful
supplemental measure of performance and cash blfta distribution before debt
service, changes in working capital, capital expteinels and income taxes. Distributable
cash of the Fund is a measure generally used hyepeed trusts as an indicator of
financial performance. As one of the factors thaly be considered relevant by
prospective investors is the cash distributed leyRhind relative to the price of the Units,
management believes that distributable cash oftimel is a useful supplemental measure
that may assist prospective investors in assessingvestment in the Fund.

Earnings from operations disclosure under “Firsa@er Operating Results” has been
calculated as described below. Earnings from dipmiahave been derived by adding
interest expense, amortization of property andmygent and intangible assets, unit-based
compensation, impairment of intangible assets audiwill, future income taxes and non-
controlling interest to net earnings for the peridde following table details the
reconciliation from net earnings:

Second Quarter &

Year-to-date Three Months  Three Months Six Months Six Months
(unaudited) Ended June Ended June 30, Ended June Ended June 30,
30, 2009 2008 30, 2009 2008
Net Loss (472,939) 248,174 (2,386,162) (400,878)
Add:
Non-controlling interest (461,265) 239,987 (2,3BBP (387,652)
Foreign exchange loss (gain) 4,643 (31,939) (1,823) 45,128
Interest on term and
subordinated loans 863,973 845,881 1,808,731 11,637,
Interest on operating loan 82,380 132,058 171,849 07,220

Amortization of intangible

assets 189,755 322,293 379,510 745,156

Amortization of property and

equipment 366,683 355,123 726,861 711,657

Unit based compensation
expense (30,910) 3,125 (21,535)

(Loss) earnings from

Operations, as defined 542,320 2,114,702 (1,649,835) 2,550,881
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Gross margin before non-recurring expenses hasdaenlated as outlined in the selected
financial information and results from operatiossggaoss margin plus non-recurring
expenses included in cost of goods sold.

EBITDA, distributable cash, earnings from operagi@amd gross margin before non-
recurring expenses are not earnings measures liegeddgry GAAP and do not have
standardized meanings prescribed by GAAP. Investar cautioned that EBITDA,
distributable cash, earnings from operations andgmargin before non-recurring
expenses should not replace net income or losgeasmined in accordance with GAAP)
as an indicator of the Fund’s performance, ofétshcflows from operating, investing and
financing activities or as a measure of its liqyidind cash flows. The Fund’s methods of
calculating EBITDA, distributable cash, earningsnfroperations and gross margin before
non-recurring expenses may differ from the methegsd by other issuers and may not be
comparable to similar measures presented by aibeers.

DISCLOSURE CONTROLS AND PROCEDURES

The Fund's disclosure controls and proceduresdsed under National Instrument 52-
109 ("NI 52-109") of the Canadian Securities Adrsirators) have been designed to
provide reasonable assurance that material infeomaglating to the Fund, including its
consolidated subsidiaries, is made known to thefxecutive Officer and the Chief
Financial Officer of the GP (the “Certifying Office), the administrator of the Fund and
the general partner of XS Cargo LP, by others withbse entities, particularly during the
period in which the annual filings are being prephar

The Certifying Officers of the Fund evaluated tffeciveness of the Fund's disclosure
controls and procedures as of December 31, 20@8¢@mcluded that the design and
effectiveness of these controls and proceduresgedveasonable assurance that material
information relating to the Fund, including its sotidated subsidiaries, would be made
known to the Certifying Officers on a timely bagisensure adequate disclosure. There
have been no changes in the design of the Funsitéodure controls and procedures that
occurred during the three and six months ended 3002009 that have materially
affected, or are reasonably likely to materiallfeef, the Fund'’s disclosure controls and
procedures.
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INTERNAL CONTROLS OVER FINANCIAL REPORTING

The Certifying Officers of the Fund are responsibledesigning internal controls over
financial reporting for the Fund as defined undéb®109. The Certifying Officers
directed the assessment of the design and opeedfegiveness of the Fund’s internal
control over financial reporting as at DecemberZI0)8 and based on that assessment
determined that the Fund’s internal control oveaficial reporting was, in all material
respects, appropriately designed and operatingteféty. There have been no changes in
the design of the Fund’s internal control over ficial reporting that occurred during the
three and six months ended June 30, 2009 thatrhaterially affected, or are reasonably
likely to materially affect, the Fund’s internalrdool over financial reporting.

RISK FACTORS

The Fund’s results of operations, business prospéoancial condition, cash distributions
to unitholders and the trading price of the Funabséts are subject to a number of risks.
These risk factors include: the ability to maintairofitability and manage growth; the
ability to expand through new store openings; thiita to source products in adequate
guantities and on acceptable terms; changes irddremd consumer tastes; economic
conditions and consumer spending; the success efFtmd’s marketing efforts and
increased marketing expenditures; competitionanele on centralized distribution centres;
freight costs; ability to maintain comparable stsedes; seasonality and fluctuations in
guarterly results; reliance on management inforomaslystems; increase in the cost of, or
disruption in the flow of, imported products; susskll management of exposure to
merchandise returns; foreign exchange fluctuatimosts and availability of insurance
coverage; protection of intellectual property; aate on key personnel; labour matters,
including increased labour costs and labour shesagbsence of history as a public
company; dependence on external funding sourcespoemental regulation; uncertainties
arising from world events; property taxes; the Fsindependence on its operating
subsidiaries; the unpredictability and volatilitfy the market price of the Fund Units; the
nature of the Fund Units; the lack of certaintyameling cash distribution levels; cash on
cash yield; the structural subordination of the drudnits; leverage and restrictive
covenants; restrictions on potential growth; changancome tax legislation and other tax
related risks; future sales of Fund Units from steg; future sales of Fund Units by
insiders; the rights of the Vendor in relation t& XCargo LP; conflicts of interest;
unitholder limited liability; the distribution ofegurities on redemption or termination of
the Fund; and the restrictions on certain unithedad the liquidity of Fund Units. For a
discussion of these risks and other risks assatiatth an investment in Fund Units, see
“‘Risk Factors” detailed in the Fund’'s Annual Infation Form available at
www.sedar.com
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FORWARD LOOKING STATEMENTS

This MD&A contains forward-looking statements. Athtements other than statements of
historical fact contained in this MD&A are forwalalbking statements, including, without
limitation, statements regarding the future finahgpiosition, cash distributions, proposed
store openings, budgets, litigation, projectedsasd plans and objectives of or involving
the Fund or XS Cargo LP. You can identify manyhafse statements by looking for words
such as “believe”, “expects”, “will”, “intends”, ‘i@jects”, “anticipates”, “estimates”,
“continues” or similar words or the negative thérebhese forward-looking statements
include statements with respect to the amount iamdd of the payment of distributions of
the Fund. There can be no assurance that the, jpiéstions or expectations upon which
these forward-looking statements are based willoc&orward-looking statements are
subject to risks, uncertainties and assumptiomdyding, but not limited to, those
discussed elsewhere in the MD&A. There can bessarance that such expectations will
prove to be correct.

Some of the factors that could affect future ressaftd could cause results to differ
materially from those expressed in the forward-lnglstatements contained herein
include, but are not limited to, those discussedkuriRisk Factors”.

The information contained in this MD&A, includinge information set forth under “Risk
Factors”, identifies additional factors that coaffect the operating results and
performance of the Fund and XS Cargo LP.

The forward-looking statements contained hereireapessly qualified in their entirety by
this cautionary statement. The forward-lookindesteents included in this MD&A are
made as of the date of this MD&A and, except asired by law, the Fund assumes no
obligation to update or revise them to reflect re@nts or circumstances.
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