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Operations

For the quarter and year ended December 31, 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 yeaded December 31, 2009. These
financial statements, management’s discussion aalysis and other documents filed with
regulatory authorities can be found on SEDARvatv.sedar.com Results are reported in
Canadian dollars unless otherwise stated and heste firepared in accordance with
Canadian generally accepted accounting princig@8AP”). Certain dollar amounts

have been rounded to the nearest thousand dallailg, other amounts have been rounded
to the nearest hundred thousand dollars. Refesdnagotes are to the notes to the
Financial Statements of the Fund unless othervtaded

This MD&A is dated March 23, 2010.

Readers are referred to the advisories regardingafal-looking information and non-
GAAP measures in the “Forward Looking Statementsd &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 open<etrdst established under the laws of
the Province of Alberta. The Fund invests in thaeglfine closeout retail business, through
an indirect controlling interest in XS Cargo Lindt®artnership (“XS Cargo LP”) and its
general partner (“GP”) (collectively “XS Cargo”nésuch 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 XSg@arP and XS Cargo LP acquired the
net assets (the “Acquired Business”) of Famous @sgBdmonton) Inc. (the “Vendor”).

The Fund Units trade on the TSX Venture Exchangkeuthe symbol XSC.UN.
The Business of the Fund

XS Cargo LP operates 41 closeout retail storedlierta, British Columbia, Manitoba,
Saskatchewan, Ontario, Nova Scotia, NewfoundlamdNsew Brunswick.



Operating Highlights

The fourth quarter featured a marked improvemenbperating results. Earnings from
operations increased by 172.3% to $5.9 million carag to $2.2 million in the fourth
quarter of 2008. Fourth quarter sales increased 88llion or 8.4% compared to 2008.
Same store sales increased 5.6%.

Annual sales declined by $4.1 million or 3.7 % camgal to the prior year. Earnings from
operations for the year were $5.8 million a deaeak $0.2 million from 2008. Gross
margins as a percentage of sales for the year 3veB86 versus 36.9% in 2008.

Annual results were negatively impacted by econoragession, particularly in the first
half of the year. First half sales were down 12.#%m the prior year. As economic
conditions improved, sales and inventory trendediards. Sales for the second half of
2009 increased 2.8% over 2008.



SELECTED FINANCIAL INFORMATION AND RESULTS FROM OPRATIONS

Fourth Quarter and Annual Operating Results

The following tables show the unaudited resultthefFund for the quarter and the audited
results of the Fund for the year ended Decembe2@19 compared to the quarter and year
ended December 31, 2008. The results of operatioribese periods are not necessarily

indicative of the results of operations to be exgeédn any given period.

Fourth Quarter Operating Results
(unaudited)

Sales
Cost of Goods Sold
Gross Margin

Administrative and Operating Expenses*
Earnings from Operations, as defined*

Net Earnings (Loss)

Annual Operating Results

Sales

Cost of Goods Sold

Gross Margin

Administrative and Operating Expenses*

Earnings from Operations, as defined*

Net Loss

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

described under “Non-GAAP Measures”.

Three Months Three Months
Ended Ended
December 31, 2009 December 31, 2008

Change Q4 2009
from Q4 2008

41,964,691 38,713,064 3,251,627
25,514,284 26,789,605 (1,279,32
16,450,407 11,923,459 4,526,948

39.2% 30.8% 8.4%
10,585,420 9,769,879 815,541
5,864,987 152,580 3,711,407
2,106,827 (18,203,917) 20,3140,
Year Ended Year Ended Change 2009
December 31, 2009 December 31, 2008 from 2008
106,035,278 110,085,560 (4,050,282)
66,306,372 69,442,097 (3,13,72
39,728,906 40,643,463 (914,557)
37.5% 36.9% 0.5%
33,900,385 34,642,682 (742,297)
5,828,521 00®,781 (172,260)
(195,320) (18,625,173) 18,429,853




Sales
Fourth Quarter

The following table compares sales for the threattmoended December 31, 2009 to the
three months ended December 31, 2008:

Sales
2009 2008 Change % change

Sales 41,964,691 38,713,064 3,251,627 8.4%

For the fourth quarter, sales increased by $3.Bamjlfrom $38.7 million to $42.0 million,
an increase of 8.4% compared to the same perid@dB. The increase in sales was
primarily the result of improved economic condisoend expanded product mix.

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

December 31, December 31,
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 20 49.3% 18 47.1%
Alberta 7 17.4% 8 19.8%
British Columbia 8 17.9% 8 17.7%
Saskatchewan and Manitoba 3 9.5% 3 9.3%
Atlantic Canada 3 5.9% 3 6.1%
Total 41 100.0% 40 100.0%
Annual

The following table compares sales for the yeaedrdecember 31, 2009 to the year
ended December 31, 2008:

Sales
2009 2008 Change % change

Sales 106,035,278 110,085,560 (4,050,282) (3.7%)

Annual sales decreased by $4.1 million, from $110illion to $106.0 million,
representing a decrease of 3.7% compared to peen Yhe decrease in sales was
primarily the result of reduced customer trafficapending due to poor economic
conditions through the first three quarters.



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

December 31, December 31,
2009 2008

Number of  Percentage of Number of  Percentage of

stores, end  sales during stores, end  sales during

of quarter the year of quarter the year
Region
Ontario 20 47.8% 18 46.0%
Alberta 7 18.1% 8 20.1%
British Columbia 8 19.3% 8 19.0%
Saskatchewan and Manitoba 3 9.3% 3 9.0%
Atlantic Canada 3 5.5% 3 5.9%
Total 41 100.0% 40 100.0%

Cost of Goods Sold and Gross Margin
Fourth Quarter

Cost of goods sold as a percentage of sales fajuaeger decreased by 8.4%, from 69.2%
to 60.8% compared to the same period in 2008. Eoeedse is primarily due to a
reduction of inventory shrink due to stronger inwey control processes, reduced product
returns and a more favorable United States doXeinange rate.

Gross margin percentage for the quarter increag&d486, from 30.8% to 39.2%
compared to the same period in 2008. This incresadee to cost of goods sold variances
discussed above.

Annual

Cost of goods sold as a percentage of sales forefwedecreased by 0.6%, from 63.1% to
62.5% compared to 2008. The decrease is dueeaalmd in the value of the Canadian
dollar and accelerated write-offs of warranty retum the first half of the year. This is
offset in the second half of the year by a reductibinventory shrink due to stronger
inventory control processes, reduced product retand a more favorable United States
dollar exchange rate.

Gross margin percentage for the year increasedd®gs,drom 36.9% to 37.5% compared
to 2008. This increase is due to cost of goods atiances discussed above.



Combined Administrative and Operating Expenses
Fourth Quarter

For the quarter, administrative and operating egpsiincreased by approximately $0.8
million from $9.8 million to $10.6 million compared the same period in 2008. This
increase is primarily the result of increases Iesaonuses and advertising initiatives ($0.3
million) to drive fourth quarter sales; rent ($@nlllion) due to the opening of two new
stores in Ontario; consulting and professional {88s3 million); and commissions related
to third party inventory purchases ($0.1 million).

Annual

For the year, administrative and operating expedeegeased by approximately $0.7
million from $34.6 million to $33.9 million compatte¢o 2008. This decrease is primarily
the result of decreases in wages ($0.4 milliormngrily from efficiencies in distribution
and a reduction of staff in the head office; r&tt.{ million) due to closing of the service
centre in Burlington; travel ($0.1 million); anccraitment fees ($0.1 million) because of
reduced turnover.

Earnings from Operations
Fourth Quarter

For the quarter, earnings from operations increaye®B.7 million, from earnings of $2.2
million to $5.9 million, an increase of 172.3% caangd to the same period in 2008, as a
result of the factors discussed above.

Annual

For the year, earnings from operations decreas&d@/million, from earnings of $6.0
million to $5.8 million, a decrease of 2.9% comphie 2008, as a result of the factors
discussed above.

Fund Net Earnings

For the quarter, the Fund had net earnings of ®2libn or $0.35 per unit on a basic and
diluted basis. This compares with the prior yeagsloss of $18.2 million or $2.98 per
unit on a basic and diluted basis.

For the year, the Fund had a net loss of $0.2aniltir $0.03 per unit on a basic and diluted
basis. This compares with the prior year's nes lnis$18.6 million or $3.05 per unit on a
basic and diluted basis. Prior year’s loss was otgzhby a goodwill impairment of $18.4
million.



Financial Position

The following are the significant assets, liab#i#tiand equity of the Fund as at the specified
dates:
December 31, 2009 December 31, 2008

Cash and cash equivalents 832,854 -
Inventory 16,391,551 17,677,390
Total current assets 20,474,113 19,691,313
Total assets 26,201,456 27,248,471
Total current liabilities excluding term loan and 8,592,190 10,892,858
subordinated loan

Term loan 6,750,000 6,665,444
Subordinated loan 14,829,366 13,199,409
Non-controlling interest 699,564 891,083
Unitholders’ equity (5,927,765) (5,715,572)

Distributable Cash and Cash Distributions

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

No distributions were paid on Fund Units, Exchame&P Units or Subordinated LP
Units during 2008 and 2009.

As of December 31, 2009 the following number ottsimas outstanding:

Fund Units (Note 10) 6,054,000
XS Cargo LP Exchangeable LP Units (Note 11) 3,492,802
XS Cargo LP Subordinated LP Units (Note 11) 2,408,847

11,955,649

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.



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

Three months ended

December 31,

December 31, December 31,

Year ended

December 31,

2009 2008 2009 2008

(unaudited) (unaudited) (unaudited) (unaudited)
Cash provided by operating
activities 15,057,075 14,038,271 4,063,874 850,036
Less: Net change in non-cash
working capital (9,720,538) (12,521,136) (732,824) 2,616,780
Less: Deferred charges, net of
costs recognized 87,571 (5,398) 67,609 (139,387)
Less: Deferred revenue, net of
revenue recognized (323,638) (134,038) 199,791 126,034
Less: Lease inducements
received, net of amortization of
lease inducements 38,404 34,394 26,349 137,701
Less: Maintenance capital
expenditures (46,283) (178,763) (111,014) (392,376)
Distributable cash 5,092,591 1,233,330 3,513,785 3,198,788
Average Units outstanding during 12,004,649 12,004,649 12,004,649 12,004,649
the period
Distributable cash per Unit 0.42 0.10 0.29 0.27

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.

2 See discussion under “Non-GAAP Measures” below.
® The average units outstanding during the peri@0Q4,649) differ from the number of units outstargdat
December 31, 2009 (11,955,649) by 49,000 unitdE2units — 2008). The 49,000 units represensunit

bought by the Fund to cover employment contradgakibns.



EBITDA

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

the Fund.

Three months ended

December 31,

December 31,

Year ended

December 31, December 31

2009 2008 2009 2008
(unaudited) (unaudited)

Net earnings (loss) for the
period 2,106,827 (18,203,917) (195,320) (18,625,173)
Add: non-controlling interest 2,053,808 (17,603,331) (191,519) (18,010,688)
Add: Interest expense and
foreign exchange 1,133,788 1,238,401 3,996,384 3,871,690
Add: Impairment of goodwill - 36,226,599 - 36,226,599
Add: Amortization of
property and equipment 377,236 359,677 1,475,967 1,428,430
Add: Amortization of
intangible assets 190,759 126,776 759,882 1,088,048
EBITDA 5,862,239 2,144,205 5,845,395 5,978,906

Fund Units and Non-controlling Interest

The following table outlines the Fund Units and +oamtrolling interest outstanding as of

December 31, 2009.

Units Issue Costs Fund Units
# $ $
Fund Units 6,054,000 4,928,124 56,110,694
Special Voting Units 5,901,649 - -
Non-controlling Interest 5,901,649 - -

Non-
controlling
Interest

$

699,564

In December 2008 the Fund acquired 52,000 FundsUWeitd for unit-based compensation.
There have been no changes in the number of Spéatialg Units from December 31,
2008 to December 31, 2009. During the fourth carast 2008 the Fund issued 1 million

warrants as part of its renewal of the subordin&iad credit facility.

The Fund has also approved an option plan fomigleyees, directors, trustees and
consultants at its annual general meeting in J@®.2 The Fund has awarded 300,000
options in 2009 that will vest over the period &mdJary 2, 2012.

% EBITDA refers to earnings before interest, taxtgreciation and amortization. See discussionmunde

“Non-GAAP Measures” below.



During the year the Fund transferred 3,000 Fundsinian employee for unit-based
compensation. The remaining 49,000 units were rasitgd as the employee did not meet
the contractual conditions. These units are cuyrdrid by the Fund as Treasury Units.

LIQUIDITY AND CAPITAL RESOURCES
Credit Facilities

The Fund has available under its amended crediitiee agreement a $17,500,000
($12,500,000 available from January to July anguedich year) demand revolving loan.
Under the terms of the credit facility agreememe, dperating loan is collateralized by a

first charge on all present and after requiredgeabkproperty and an assignment of
inventory. Interest on the operating loachsrged at the lender’s Canadian prime rate plus
4.50%. If funds are withdrawn in U.S. dollars, netgt will be charged at the lender’'s U.S.
base rate plus 4.50%. The Fund is also requirpaya standby charge of 1.00% based on
the amount equal to the operating facility committreamount less the aggregate principal
amount under the operating facility.

The term loan agreement expired on April 30, 2@2@ repayment has not been demanded.
The maximum available on the term loan facilityp&750,000. The term loan is
collateralized along with the operating loan ascdbsd above. Under the agreement
interest on the term loan facility is charged &t ldnder’'s Canadian prime rate plus 4.50%
or the bankers’ acceptance rate plus 5.75%. Manegeis currently 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 teolifized by a second charge on all of
the present and future undertakings and propectyding an acknowledged assignment of
leases and material contracts. The principal balavas due on August 20, 2008; however
the subordinated loan was renegotiated on Nove&#008 and the maturity date was
extended to June 30, 2009. As part of the extensienFund also issued 1,000,000 fund
unit purchase warrants, exercisable at $0.60 atiargywithin 36 months of issuance, with
a cashless exercise feature at the option of sutziedi 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 and then issunegproportionately reduced number of
fully paid units to the warrant holder.

Interest on the subordinated loan has increased 11626 to 18% effective September 26,
2008, with the Fund’s option to capitalize up toQB6 per annum.
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Financial Covenants

The bank indebtedness, term loan and subordinagedrequire 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. Additionallyetbovenants limit the Fund’s ability
to undertake mergers, acquisitions, new indebteieslare distributions and other
changes in the business without approval of theéden

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

As at December 31, 2009, the Fund was not in campd with the minimum adjusted
trailing twelve months EBITDA, and total funded déd adjusted EBITDA covenants.
The Fund is working with its lenders to negotiatetmally acceptable financial covenants.

The Fund continues to manage its liquidity riskniignitoring actual and projected cash
flows taking into consideration the seasonalityt®business.

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.

Capital Expenditures

Fourth Quarter

During the fourth quarter, the Fund acquired $48,Gflproperty and equipment. Of this,
$46,283 is related to “maintenance capital expenelit’ and the remaining $2,434 is

related to “growth capital expenditures”.

Stores and Head Office and

Warehouses Infrastructure Total
Maintenance Expenses 43,578 2,705 46,283
Growth Expenses 2,435 - 2,435
Total 46,013 2,705 48,718
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Annual

During the year, the Fund acquired $334,349 of @rypand equipment. Of this, $111,014
is related to “maintenance capital expenditures! e remaining $223,335 is related to
“growth capital expenditures” the opening of 2 n&ares in Ontario.

Stores and Head Office and

Warehouses Infrastructure Total
Maintenance Expenses 81,231 29,783 111,014
Growth Expenses 223,335 - 223,335
Total 304,566 29,783 334,349

Interest Rate Risk and Sensitivity

The Fund’s term and operating loans bear interébtfil@ating 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 $67,500 annuallyistridutable cash and interest expense
based on $6,750,000 of debt outstanding at Dece&ihe2009.

XS Cargo LP Subordinated LP Units

The Subordinated LP Units will be automatically lexeged for Exchangeable LP Units on
a one-for-one basis and the subordination proveswili apply until the end of any fiscal
year ending on or after December 31, 2006 if, iat fiscal year the Fund has earned
EBITDA (earnings before interest, taxes, depreaciaiind 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, 2009 tteziarivere not met for the automatic
exchange to occur.

Contractual Obligations
The table below sets forth the contractual oblayaiof the Fund as of December 31, 2009,

due in the years indicated which relate to varjmgsnises operating leases, the term loan
that matured on April 30, 2009, and the subordoh&tan that matured on June 30, 2009.

2015 and
Total 2010 2011 2012 2013 2014 thereafter
Operating 19,835,065 4,799,725 3,997,3%5234,273 2,628,341 2,142,535 3,032,836
Leases
Term Loan 6,750,000 6,750,000 - - - - -
Subordinated
Loan 14,829,366 14,829,366 - - - - -
Total 41,414,431 26,379,091 3,997,355,234,273 2,628,341 2,142,535 3,032,836
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Summary of Quarterly Results (unaudited)

2009 2008

Q4 Q3 Q2 Q1 Q4 Q3 Q2 Q1
Sales 41,964,691 23,034,046 21,605,018 19,431,523 38,713,064 24,525,830 25,080,819 21,765,847
Net earnings 2,106,827 84,015 (472,939) (1,913,223) (208,063) 20,378) 248,174  (649,052)
(loss) before
impairment of
goodwill
Net earnings 2,106,827 84,015 (472,939) (1,913,223) (18,203,917 (20,378) 248,174  (649,052)
(loss)
Basic and 0.35 0.01 (0.08) (0.32) (2.98) 0.00 0.04 (0.11)

diluted earnings
(loss) per unit

Due to seasonal shopping trends, the fourth quasrtgpically the strongest quarter for XS
Cargo and the first quarter is weakest. The foqudrter of 2008 was impacted by a
goodwill impairment of $18.4 million.

Off-Balance Sheet Arrangements

The Fund has not entered into any off-balance sireabgements.
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 t@intory 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 abboaamethods are reasonable in the
circumstances. It is possible that materiallyatignt results would be reported using
different assumptions or allocation methods.

Intangible Asset Valuation

Intangible assets acquired at the time of the I§i®asent management’s estimate of the
fair value of the XS Cargo brand name and tradepttabase of sales and purchasing
history, and the value attributed to property Isasdess than market rates. The intangible
asset related to the brand name and trademarknhagefinite life and is not amortized.
The intangible assets related to property leaseamortized over the remaining terms of
the leases. The intangible asset related to ttadbdse of the sales and purchasing history
Is amortized over its five year expected life. Humd will assess the carrying value of
intangible assets that are not subject to amoidizannually or more frequently if events
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or changes in circumstances indicate a potentighirment. Intangible assets that are
amortized are assessed for impairment when evewtsanges in circumstances warrant
such a review. An impairment loss is recorded wihendetermined that the carrying
amount is no longer recoverable and exceeds itsditie. Software is recorded at cost and
amortized on a straight-line basis at a rate of 20%

Changes in Accounting Policies Including Initial Adbptions

Effective January 1, 2009, the Fund adopted Canddsitute of Chartered Accountants
(“CICA") Handbook section 3064: Goodwill and intablg assets.

This section replaced section 3062, “Goodwill anied Intangible Assets,” and 3450,
“Research and Development Costs.” The new stareadlishes standards for
recognition, measurement, presentation and dis@asugoodwill and intangible assets.
The adoption of this standard did not result ilmange in the recognition of the Fund's
goodwill and intangible assets. However, the Fuasl fetroactively reclassified intangible
assets relating to software with a net book vafug2¢l 25,631 at December 31, 2008 from
“Property and equipment” to “Intangible assetstba consolidated balance sheet. The
Fund also retroactively reclassified amortizatibsaftware of $546,424 for the year ended
December 31, 2008 from “Amortization of propertylaquipment” to “Amortization of
intangible assets.” There is no impact on net egsin the current or prior periods as a
result of this change.

Future accounting changes

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

International Financial Reporting Standards (IFRS)

The use of IFRS for financial reporting in Canadk mecome applicable for the year
beginning January 1, 2011. The Fund will issue obaated financial statements in
accordance with IFRS as issued by the Internatidnebunting Standards Board (“IASB”)
for the first quarter ended March 31, 2011, witmparative information.

The Fund commenced its IFRS conversion projecObB82y completing an analysis of the
pertinent accounting and reporting differences eeiFRS and Canadian GAAP.
Management determined that the most significanatgpof IFRS conversion relate to the
assessment of alternatives available under IFAS &, Time Adoption of International
Financial Reporting Sandards, property and equipment, intangible assets, thegmtation
of non-controlling interest, and asset impairment.

Management has assessed the alternatives availatide IFRS 1 and made the following
key elections:
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e Business combinations — the Fund has decided tthed&RS 1 election to not
restate past business combinations prior to theafaransition. This is expected to
minimize any opening balance sheet differences.

* Property and equipment and intangible assets Fuhd is electing to use recent
fair value as deemed cost. Taking this electioomad|the Fund to use previous
GAAP revaluations of property and equipment andrgtble assets as deemed
costs for assets acquired in a business combindtlos is also expected to
minimize any opening balance sheet differences.

e Borrowing costs — the Fund is electing to apply [2Z&Bafter January 1, 2010 for
borrowing costs on qualifying assets. This is @&spected to minimize any opening
balance sheet differences.

One significant difference between IFRS and Cama@AAP identified to date that could

to lead to an opening transition adjustment igfesentation of Fund units, non-
controlling interest, warrants, and options. Thadris still assessing the terms of the Fund
units, as well as the Exchangeable and Subordind&eshares that comprise the non-
controlling interest, but there is the potentialttthis assessment could result in these
balances being classified as liabilities under IFR& presentation of warrants and options
related to such instruments would also follow thl@ted presentation of the instrument.

The IASB has several projects slated for completo2010 and 2011 that may
significantly impact the transition to IFRS and ttensolidated financial statements of the
Fund. In particular, the Leases project will likegsult in all assets and liabilities arising
under lease contracts to be recognized on the dmktreet. This is in contrast to Canadian
GAAP where operating leases are not recognizeti@balance sheet.

The Fund continues to monitor the IASB’s progresshese projects and their impact on
the Fund’s transition to IFRS. As a result of theagous projects, not all transition date
financial statement adjustments are determinalil@stime and the quantification of the
impact of adoption of IFRS on the consolidatedritial statements and operating
performance measures cannot be finalized untikecltsthe changeover date.

The Fund also continues to assess the impact @kcsion on internal controls, accounting
systems and other business solutions and processe|l as develop training to assist
appropriate employees in the transition to and orggoompliance with IFRS. Activities in
connection with management’s IFRS implementati@m plill continue throughout 2010,
and the Fund will continue provide the requirectidisures regarding the status of this
plan.
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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% bgmpany owned by Michael
McKenna, the President, CEO and a director of X8 &€&P Inc., the administrator of the
Fund. The subordinated loan was renegotiated areidber 5, 2008 and the maturity date
of the subordinated loan agreements had been eeddndlune 30, 2009. As part of the
extension, the Fund also issued 1,000,000 fundpumighase warrants, exercisable at $0.60
at any time within 36 months of issuance, with sht@ss exercise feature at the option of
subordinated lenders. See “Credit Facilities” abimvdurther details regarding this
agreement.

Interest expense totaling $1,374,625 was recordethe portion of the loan outstanding to
the related party during the year ended Decemhbe2(BI9.

Mr. William Gray, a director of the XS Cargo GP )iz a partner of Fleming LLP, a law
firm which provides legal services to the Fund. dldges totaling approximately $130,000
were charged to the fund by Fleming LLP duringybar ended December 31, 2009.

Outlook

This year a number of changes and new initiativesewindertaken to improve operating
results. The Vice President of Distribution and istigs became Vice President of
Operations assuming responsibility for store openat The National Sales Manager
position was eliminated in favor of two Regional hdgers. Almost 50% of store
management was replaced. New policies and procedimeed at reducing write-offs from
customer returns and inventory shrink have beeoesstul. Store operations management
is committed to the continued improvement in owstomers' shopping experience.

Our product offering was expanded in 2009 withaldition of televisions, computers, cell
phones, and toys. Management expects to maintaesance in these categories. Two
new stores were opened in 2009. Both stores hagkssitl openings and contributed
positively to earnings. Three new stores are pldnn&010.

Improvements in store operations and the additiarew product categories contributed to
a positive sales trend. Sales in the second hal009 increased 2.8% compared to a
decline of 12.4% in the first six months of the iydgourth quarter sales increased 8.4%
over 2008.

Management is pleased with the progress and pkmtig@encouraged by the fourth quarter
results. Same store sales increased 5.6% iniaudtiffconomy. This forms the basis of
our expectation that sales will continue to trepdvard in 2010.
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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.

Net earnings (loss) before impairment of goodwilll éntangible assets disclosure under
“Summary of Quarterly Results” has been calculéeddding back the goodwill and
intangible assets impairment to net earnings (loss)

Earnings from operations disclosure under “Fountiai@r 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:

Fourth Quarter Three Months  Three Months
(unaudited) Ended Ended
December 31, December 31,
2009 2008
Net income (loss) 2,106,827 (18,203,917)
Add:
Non-controlling interest 2,053,808 (17,603,331)
Impairment of Goodwill - 36,226,599
Foreign exchange loss (gain) 97,869 (3,062)
Interest on term and subordinated loans 811,973 0421579
Interest on operating loan 223,945 198,884
Amortization of intangible assets 190,579 126,776
Amortization of property and equipment 377,236 839
Unit based compensation expense 2,750 9,375
Earnings from Operations, as defined 5,864,987 53580
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Annual

Net (loss)

Add:
Non-controlling interest
Impairment of Goodwill
Foreign exchange loss (gain)
Interest on term and subordinated loans
Interest on operating loan
Amortization of intangible assets
Amortization of property and equipment
Unit based compensation expense
(recovery)

Earnings from Operations, as defined

Year Ended Year Ended
December 31, December 31,

2009 2008
(195,320) (18,625,173)
(191,519) (18,010,688)
- 36,226,599
130,769 (120,274)
3,332,642 3,447,185
532,973 544,779
759,882 1,088,04
1,475,967 428,430
(16,873) 21,875
5,828,521 0G7B1

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 aibaeelrs.
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CONTROLS AND PROCEDURES

Management has established processes, which ptace to provide them sufficient
knowledge to support management representatiohghigyahave exercised reasonable
diligence that (i) the audited annual financiatestaents do not contain any untrue
statement of material fact or omit to state a niatéact required to be stated or that is
necessary to make a statement not misleadinghhdigthe circumstances under which it
is made, as of the date of and for the periodseptesl by the unaudited interim financial
statements and that (ii) the audited annual firdrstatements fairly present in all material
respects the financial condition, results of operatand cash flows of the Fund, as of the
date of and for the periods presented by the alifitencial statements.

In contrast to the certificate required under Naidnstrument 52-109 Certification of
Disclosure in Issuers’ Annual and Interim Filingdl 62-109), the Fund utilizes the
Venture Issuer Basic Certificate which does nolude representations relating to the
establishment and maintenance of disclosure caenamdl procedures (“DC&P”) and
internal controls over financial reporting (“ICFRgs defined in NI 52-109. In patrticular,
the certifying officers filing the Venture Issuea8ic Certificate are not making any
representations relating to the establishment amidtenance of:

i. controls and other procedures designed to prowdsanable assurance that
information required to be disclosed by the issnets annual filings, interim filings
or other reports filed or submitted under secigitegyislation is recorded, processed,
summarized and reported within the time periodgifipd in securities legislation;
and,

ii. a process to provide reasonable assurance regahdimgliability of financial
reporting and the preparation of financial statetsiéor external purposes in
accordance with the issuer's GAAP.

The Chief Executive Officer and the Chief Finan€dficer of the GP (the “Certifying
Officers”), the administrator of the Fund and tlemeral partner of XS Cargo LP, are
responsible for ensuring that processes are ireftaprovide them with sufficient
knowledge to support the representations they ailang in this certificate.

Investors should be aware that inherent limitatiomshe ability of certifying officers of
the Fund to design and implement on a cost effediasis DC&P and ICFR as defined in
NI 52-109 may result in additional risks to the kiyareliability, transparency and
timeliness of interim and annual filings and othegsorts provided under securities
legislation.
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RISK FACTORS

The Fund'’s results of operations, business prospgcancial condition, cash distributions
to unitholders and the trading price of the Fundigs are subject to a number of risks.
These risk factors include: the ability to maintpnofitability and manage growth; the
ability to expand through new store openings; thiétato source products in adequate
guantities and on acceptable terms; changes idgrand consumer tastes; economic
conditions and consumer spending; the succes®diuhd’s marketing efforts and
increased marketing expenditures; competitionanele on centralized distribution centres;
freight costs; ability to maintain comparable steaées; seasonality and fluctuations in
guarterly results; reliance on management inforomaglystems; increase in the cost of, or
disruption in the flow of, imported products; susstll management of exposure to
merchandise returns; foreign exchange fluctuatioasts and availability of insurance
coverage; protection of intellectual property; aalie on key personnel; labour matters,
including increased labour costs and labour shesiagbsence of history as a public
company; dependence on external funding sourcegpamental regulation; uncertainties
arising from world events; property taxes; the Fsin@pendence on its operating
subsidiaries; the unpredictability and volatilititbe market price of the Fund Units; the
nature of the Fund Units; the lack of certaintyaneting cash distribution levels; cash on
cash yield; the structural subordination of thedrumits; leverage and restrictive
covenants; restrictions on potential growth; charigencome tax legislation and other tax
related risks; future sales of Fund Units from $teg; future sales of Fund Units by
insiders; the rights of the Vendor in relation t8 Xargo LP; conflicts of interest;
unitholder limited liability; the distribution ofegurities on redemption or termination of
the Fund; and the restrictions on certain unithedmd the liquidity of Fund Units. For a
discussion of these risks and other risks assatisidn 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, projectedsas 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, piéstions 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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