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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 accompgmptes (the “Financial Statements”)
of XS Cargo Income Fund (the “Fund”) for the yeaded December 31, 2006. 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 16, 2007.
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”ynésuch 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 (nhote 3) and XS Cargo LP
acquired the net assets (the “Acquired BusinedsFamous Brands (Edmonton) Inc. (the
“Vendor”).

The Fund Units trade on the Toronto Stock Exchamgker the symbol XSC.UN.
Basis of Management’s Discussion and Analysis

To provide more meaningful information, the follogiMD&A compares the operating
results of the Fund for the year ended Decembe2@16 to those of the combined results
for the Vendor and Fund for the year ended Dece®bgP005. (See “Non-GAAP
Measures”). The Fund commenced operations on Magd05, therefore the Fund results
are only available for the period from May 17, 2@0®ecember 31, 2005 for
comparatives purposes.



It is management’s view that employee profit shgplan contributions incurred by the
Vendor are not relevant when compared to the Feeduse of differences between the
structure and policies of the Fund to those ofMbador. Those contributions have been
added back when computing earnings from operaasrgescribed in “Non-GAAP
Measures.”

The Business of the Fund

XS Cargo LP operates 36 closeout retail storedlierta, British Columbia, Manitoba,
Saskatchewan, Ontario, Nova Scotia, NewfoundlamndNaw Brunswick.

Operating Highlights

We continued our successful store expansion siraetpe fourth quarter with new stores
opening in Vancouver, Halifax and St. John’s ondbet 26, 2006. Throughout the year,
eight new stores were opened bringing the totgéat-end to 35. Our $6store was

opened in Moncton, New Brunswick on February 28720All of the grand openings

were successful and all of our stores continuesttegate positive earnings from operations
and cash flows.

Sales during the fourth quarter were lower thareetgud due to problems with the
allocation of inventory between stores that resliltehigher than normal stock-outs. The
inventory allocation problems were the result dficlilties encountered with an upgrade to
our point-of-sale and inventory allocation softwar¢he third quarter. Although sales were
strong in the three weeks leading into Christmamésstore sales up 2.4% over same
period last year), they were not sufficient to cemgate for the inventory allocation
problems throughout the quarter. Efforts to rezdte inventory between stores contributed
to higher freight costs, which rose from 6.8%t0?8.8f sales for the quarter, as well as
labour inefficiencies in our distribution centres.

Lower than expected third and fourth quarter sddgger freight costs and significant
upward wage pressures resulted in a decrease inDEBbver the prior year. Excluding
new stores, we experienced a 31% increase in wggnse. The majority of the wage
increases were in Alberta where we have our cotpdraad office, one distribution centre
and eight stores. Wages in Alberta represent 414 of our total wage expense and our
average wage rates in Alberta have increased by@®2¥cthe prior year. The wage rate
increases combined with the new positions requesiipport our growth and labour
inefficiencies described above, resulted in a 68éfgase in Alberta wage costs in the
fourth quarter compared to the same period last yearther wage rate increases will be
mitigated by our expansion outside of Alberta, ugithg the three stores that opened in the
fourth quarter.

Subsequent to year-end we entered into agreem@htdMA® Software Group, Inc.
(“JDA”) for the purchase of a new point-of-sale andentory management system and
with Retail Process Engineering (“RPE”) for conggtand implementation services. The
new system implementation is commencing Apri2007 with targeted completion lilye



end of the third quarter. The total implementatiosts are estimated at $2.5 million for
software, hardware and implementation services.aWeonfident that the new system
will not only allow us to effectively address oawventory allocation problems, but will
contribute to improved labour efficiencies in otorss, distribution centres and head
office.

We commenced processing sales through xscargo.Mawember 16, 2006 with minimal
marketing initiatives. We continue to refine ouogesses and on-line catalogue with the
objective of launching our official “E-commerce @hOpening” in the second quarter of
2007. We achieved our break-even sales level guhiis soft launch period and our
experience to-date indicates that we will be susfoégxpanding our customer base, and
increasing sales and earnings through the internet.

SELECTED FINANCIAL INFORMATION AND RESULTS FROM OPE RATIONS

Fourth Quarter and Year End Operating Results

The following tables show the unaudited resultthefFund for the quarter and year ended
December 31, 2006; the results of the Fund fogtieter ended December 31, 2005 and
the combined results of the Fund and the Vendotheyear ended December 31, 2005.
The results of operations for these periods aremeo¢ssarily indicative of the results of
operations to be expected in any given period.

Fourth Quarter Operating Results Oct. 1 to Octlto Change Q4
(unaudited) Dec. 31, 2006 Dec. 31, 2005 2006 from 2005
Sales 42,339,077 36,436,104 5,902,973
Cost of Goods Sold 27,784,931 22,670,875 5,114,056
Gross Margin 14,554,146 13,765,229 788,917
34.4% 37.8%
Administrative and Operating Expenses* 9,931,827 ,047,239 2,884,588
Earnings from Operations, as defined* 4,622,319 715,990 (2,095,671)




Annual Operating Results

Combined
Vendors and

(unaudited) Fund Fund
January 1 to Dec. January 1to Change 2006
31, 2006 Dec. 31, 2005 over 2005
Sales 116,793,895 97,367,234 19,426,661
Cost of Goods Sold 74,328,664 61,348,476 12,980,18
Gross Margin 42,465,231 36,018,758 6,446,473
36.4% 37.0%
Administrative and Operating Expenses* 28,529,052 20,674,133 7,854,919
Earnings from Operations, as defined* 13,936,179 5,344,625 (1,408,446)
Non-recurring operating expenses** 170,000 - 100,0
Earnings from Operations before non-
recurring expenses 14,106,179 15,344,625 (1,238,446)

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

** Non-recurring operating expenses consist of eigas relating to the consolidation of the Edmonlistribution
facilities.

Sales
Fourth Quarter

The following table compares sales for the threattmoended December 31, 2006 to the
three months ended December 31, 2005 for new and stores:

Number of Stores as of

Sales December 31
2006 2005 Change % change 2006 2005
Same stores 25,095,725 27,634,529  (2,538,804) 19.2% 19 19
New stores 17,243,352 8,801,575 8,441,777 95.9% 16 8
Total 42,339,077 36,436,104 5,902,973 16.2% 35 27

Fourth quarter sales increased by $5.9 milliomf&86.4 million to $42.3 million, an
increase of 16.2%. New stores, defined as stbeshtive not been open for a full 12
months in the current and prior period, contribuaacadditional $8.4 million in sales. The
offsetting $2.5 million decrease represents a A% ease in same store sales. The
decrease in same store sales was primarily duetdgms with the allocation of inventory
between stores that resulted in higher than nostoak-outs. Implementation problems
with an upgrade to our point-of-sale and inventognagement software during the third
quarter led to the difficulties with inventory adlations..



Annual

Year over year sales have increased by $19.4 milfrom $97.4 million to $116.8 million,
representing an increase of 20.0%. For the yaaresstore sales were down 1.4%,
excluding three stores that experienced canniliaizérom new stores opening in
overlapping trading areas. The decrease in saone sales for the year was primarily the
result of slower sales in the third and fourth ¢elaas discussed above.

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

December 31, December 31,
2006 2005

Number of  Percentage of Percentage of Number of Percentage of Percentage of

stores, end  sales during sales during stores, end sales during  sales during

of quarter the quarter the year of quarter the quarter the year
Region
Ontario 15 45.3% 48.0% 12 48.5% 50.4%
Alberta 8 20.8% 22.7% 7 23.8% 24.3%
Saskatchewan 3 8.4% 8.9% 3 10.5% 10.8%
and Manitoba
British 7 18.2% 17.7% 5 17.2% 14.5%
Columbia
Nova Scotia and 2 7.3% 2.7% - 0.0% 0.0%
Newfoundland
Total 35 100.0% 100.0% 27 100.0% 100.0%

Product Replacement Plan Sales

Sales of two-year product replacement extendedangriplans continue to be strong.
During the fifteen months since implementation 283illion of Product Replacement
Plans (“PRPs”) were sold, with $1.1 million recargd as revenue since inception,
approximately $0.4 million of which was recogniziutting the fourth quarter. Revenue
from PRP sales is deferred and recognized on iglstfiine basis over the two-year terms
of the PRPs.

Cost of Goods Sold and Gross Margin
Fourth Quarter

Cost of goods sold for the quarter increased b @8llion from $22.7 million to $27.8
million, an increase of 22.6%, primarily as a résdiinew store openings.

Gross margin for the quarter increased by $0.8anilfrom $13.8 million to $14.6
million, an increase of 5.7%. This increase issult of net increases in sales volumes
from new store development. Gross margin percendagreased from 37.8% to 34.4%.
The decrease in gross margin was primarily dueglen freight costs, which rose from
6.8% of sales to 8.8% of sales. Reallocation wémory between stores and rising rates



contributed to the higher freight expense. Addidilbinventory movement was required
because of the inventory allocation problems dbsdrunder sales above. The cost of
products sold rose from 55.5% of sales to 56.9%atds. This increase is partially due to
the temporary impact of changes in the Canadiamali@r exchange rate, which increased
from 1.10 to 1.18 during the quarter.

Annual

Cost of goods sold for the year increased by $a8liion, from $61.3 million to $74.3
million, an increase of 21.2%, primarily as a résdiinew store openings.

Gross margin for the year increased by $6.4 millfoom $36.0 million to $42.4, an
increase of 17.9%. Of this increase, $7.2 milliaswa result of net increases in sales
volumes from new store development. This was bffgea $0.8 million decrease as a
result of a reduction in gross margin percentagmf87.0% to 36.4%.

Combined Administrative and Operating Expenses
Fourth Quarter

For the quarter, administrative and operating egpsiincreased by approximately $2.9
million from $7.0 million to $9.9 million. This &rease is primarily the result of increases
in rent ($0.4 million increase), wages ($1.1 millincrease) and advertising ($0.9 million
increase). The increases in rent and advertiserg wrimarily the result of new store
openings. The increase in wages was the resakwfstores openings as well as
significant wage rate increases, primarily in AtbeThe components of the wage increases
are summarized in the chart below (in $millions):

New Stores Alberta Other Markets Total
Wages 0.5 0.5 0.1 11
% increase from 100% 63% 8% 46%

prior year

(Note: three new stores opened in Alberta are densd part of “New Stores” for the
above breakdown)

Our average wages rates in Alberta have increag@@% over the same quarter in 2005,
with the remaining increase in wages a result diraginew positions to support our
growth and additional labour hours used in ourritlistion centre as a result of our
inventory allocation problems described above.

Annual

For the year, administrative and operating expemsgsased by $7.9 million from $20.7
million to $28.5 million. This increase is primarithe result of increases in rent ($1.7
million increase), wages ($3.2 million increasedl advertising ($1.7 million increase).
The increase in rent is the result of new storevgras well as the new distribution centre



that opened in Mississauga, Ontario in May 20058 $dllion). The increase in
advertising expense is entirely due to new stoogvtir. The increase in wage expense is
the result of new store growth, the new distribuitt@ntre as well as significant upward
wage pressures, particularly in Alberta. In additimcremental public company
administrative expenses accounted for $0.1 millibthe increase. Included in year-to-
date administrative and operating costs are $0l®>mbf non-recurring expenses related
to the consolidation of the Edmonton distributianifities that were incurred in the first
quarter.

The components of the wage increase are summarizbd table below (in $millions):

New Stores Alberta Other Markets Total
Wages 15 15 0.2 3.2
% increase from 100% 55% 3% 40%

prior year

(Note: three new stores opened in Alberta are densd part of “New Stores” for the
above breakdown)

Our average wages rates in Alberta have increag@@% over 2005, with the remaining
increase in wages a result of adding new positiossipport our growth and additional
labour hours used in our distribution centre assalt of our inventory allocation problems
described above.

Earnings from Operations

Fourth Quarter

For the quarter, earnings from operations decrelg&2.1 million, from $6.7 million to
$4.6 million, a decrease of 31.2%, as a resulheffactors discussed previously.

Annual

For the year, earnings from operations decreasé&i Bymillion, from $15.3 million to
$13.9 million, a decrease of 9.2%, as a resulheffactors discussed previously.

Fund Net Earnings

For the three months ended December 31, 2006,uheé rad net earnings of $1.7 million
or $0.286 per unit on a basic and diluted basis.

For the twelve months ended December 31, 2006;uhd had net earnings of $5.2
million or $0.848 per unit on a basic and dilutedis.



Financial Position

The following are the significant assets, liab#i#tiand equity of the Fund as at the specified
dates:
Dec 31, 2006 Dec. 31, 2005

Cash and cash equivalents 1,017,824 7,442,496
Inventory 22,288,806 15,752,388
Total current assets 31,179,577 28,388,003
Total assets 144,349,830 140,941,626
Total current liabilities 16,359,176 9,085,481
Term loan 17,500,000 15,000,000
Non-controlling interest 57,493,942 59,527,529
Unitholders’ equity 54,571,224 56,833,747

Distributable Cash and Cash Distributions

The Fund’s policy is to distribute annually to tnaitders available cash from operations
after cash required for capital expenditures, wagldapital reserve and other reserves
considered advisable by the Trustees of the Fdimg policy allows the Fund to make
stable monthly distributions to its unitholders é@d®n its estimate of distributable cash for
the year. The Fund pays cash distributions orboutthe 1% of the month to unitholders
of record on the last business day of the previnasth.

The Fund uses cash provided by operating actiygesuding changes in non-cash
working capital, as its basis to calculate distidtnle cash. The operations of the Fund are
seasonal in nature with as much as 40% of anngallditable cash generated in the fourth
guarter. The regular build-up and draw down oktimwery levels due to seasonal shopping
patterns creates significant fluctuations of noskhcaorking capital from quarter to quarter.
Management believes that excluding these changesnstash working capital better
reflects the cash available for distribution totbaiders.

Deferred revenue and deferred charges relatingriesPnet of revenue or costs recognized,
are adjusted as the revenue and direct costsddtatae PRPs are deferred and recognized
over the term of the PRPs. The amounts will b&ughed 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.



The Fund expects that the first three quartershale distributions declared in excess of
distributable cash earned. As the fourth quarteegates as much as 40% of the annual
distributable cash, the prior three quarters’ distion deficit is funded by excess created
in the fourth quarter. If on an annual basis,ghgout ratio exceeds 100%, the difference
is funded by the operating loan.

The following table summarizes the distributiormfirJanuary 1, 2006 to December 31,

2006:

Exchangeable LP Units
and Subordinated LP

Fund Units Units Total

Record Payment Declared Paid Declared Paid Declared Paid
Date Date $ $ $ $ $ $
Jan. 31, Feb. 15, 572,438 572,438 326,148 326,148 898,586 898,586
2006 2006
Feb. 28, March 15, 572,437 572,437 326,148 326,148 898,585 898,585
2006 2006
March 31, April 15, 629,681 629,681 1,056,051 1,056,051 1,685,732 851782
2006 2006
April 30, May 15, 629,682 629,682 358,763 358,763 988,445 988,445
2006 2006
May 31, June 15, 629,681 629,681 358,763 358,763 988,444 988,444
2006 2006
June 30, July 15, 629,681 629,681 1,102,247 1,102,247 1,731,928 311928
2006 2006
July 31, Aug. 15, 629,681 629,681 359,479 359,479 989,160 989,160
2006 2006
Aug. 31, Sept. 15, 629,681 629,681 359,479 359,479 989,160 989,160
2006 2006
Sept. 30, Oct. 15, 629,681 629,681 1,103,235 1,103,235 1,732,916 321916
2006 2006
Oct. 31, Nov. 15, 629,682 629,682 359,479 359,479 989,161 989,161
2006 2006
Nov. 30, Dec. 15, 629,682 629,682 359,479 359,479 989,161 989,161
2006 2006
Dec. 31, Jan. 15, 629,681 - 1,103,236 - 1,732,917 -
2006 2007

7,441,688 6,812,007 7,172,506 6,069,271 141614, 12,881,278

Distributions are paid on Fund Units, XS Cargo bRltangeable LP Units and XS Cargo
LP Subordinated LP Units. As of December 31, 20@6fbllowing number of units were
outstanding:

Fund Units (Note 9) 6,106,000
XS Cargo LP Exchangeable LP Units (Note 10) 3,485,858
XS Cargo LP Subordinated LP Units (Note 10) 2,404,058

11,995,916

During the three months ended December 31, 20@&;uind approved distributions of an
aggregate of $0.309375 per Fund Unit to unitholdeltss the Fund’s policy to review the



monthly distribution amount at least quarterly.eThonthly distribution rate at the time of
the initial public offering was $0.09375 per unithe monthly distribution rate was

increased to $0.103125 per unit in March 2006.

The Fund announced a reduction in the distributate back to the level at the time of the
IPO of $1.125 per unit for Fund and ExchangeabléJbRs. Distributions on Subordinated
LP Units have been suspended. Monthly distribgtiwill be reduced to $0.09375 per
Fund and Exchangeable LP Unit, beginning with trerd¥t 2007 distribution, which is
payable on April 15, 2007 to unitholders of recatdhe close of business on March 31,

2007.

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

Cargo LP Subordinated LP Units)

Oct. 1 to Since
Dec. 31, Jan.1to Inception on
2006 Dec. 31,2006 May 17, 2005

(unaudited) (unaudited) (unaudited)
Cash provided by (used for) operating
activities 10,805,061 8,030,109 23,709,232
Less: Net change in non-cash working
capital (5,602,604) 5,713,262 1,872,104
Less: Deferred charges, net of costs
recognized 112,820 207,385 331,799
Less: Deferred revenue, net of revenue
recognized (464,478) (1,365,935) (2,135,840)
Less: Lease inducements received, net of
amortization of lease inducements (86,985) (175,859) (317,975)
Less: Maintenance capital expenditdres (191,430) (425,244) (620,249)
Distributable cash 3,852,384 11,983,718 22,839,071
Average Units outstanding during the
period 11,995,916 11,990,098 11,987,817
Distributable cash per Unit 0.32 1.00 1.91
Distributions declared 3,711,239 14,614,194 23,017,504
Distributions declared per Unit 0.31 1.22 1.92
Ratio of distributions declared to 96% 122% 101%

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.
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Since inception, the Fund has had distributablé pas unit of $1.91 and has declared
distributions of $1.92 per unit. For the fourtraguer, the Fund had distributable cash per
unit of $0.32 and declared distributions of $0.2t ynit. Basic and diluted earnings per
unit were $0.31 for the fourth quarter.

During the three months ended December 31, 2066jkiitable cash exceeded
distributions declared. The monthly cash distiimg are based on management’s estimate
of distributable cash for the year. Since the Faibdsiness is seasonal in nature, with
approximately 40% (actual figure of 32.1% in 20066)he annual distributable cash being
generated in the fourth quarter, it is expecteti¢hah distributions based on annual cash
flows will exceed distributable cash during theffithree quarters and be less than
distributable cash in the fourth quarter

For the year, the Fund declared distributions icesg of distributable cash generated.
This is a result of lower than anticipated sale$ @arnings as discussed earlier in the
“Operating Highlights” section. The Fund plansus® credit facilities to finance the
shortfall between distributable cash and distrimsideclared until the fourth quarter of
2007.

EBITDA

Management believes that EBITDA is a useful measuevaluating the performance of
the Fund.

Oct. 1 to Since
Dec. 31, Jan.1to Inception on
2006 Dec. 31,2006 May 17, 2005
(unaudited) (unaudited) (unaudited)

Net earnings for the period 1,745,044 5,179,165 10,162,564
Add: non-controlling interest 1,683,289 4,991,919 9,789,400
Add: Interest expense 427,970 1,333,126 1,838,048
Add: Amortization of property and

equipment 273,981 898,878 1,236,026
Add: Amortization of intangible assets 298,000 1,192,000 1,937,000
EBITDA® 4,428,284 13,595,088 24,963,038

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

The following table outlines the Fund Units and +oamtrolling interest outstanding as of
December 31, 2006.

Non-
Unitholders’  controlling
Units Issue Costs Equity Interest
# $ $ $
Fund Units 6,106,000 4,928,124 54,571,224 -
Special Voting Units 5,889,916 - - -
Non-controlling Interest 5,889,916 - - 57,493,942

On June 30, 2006, 6,944 Exchangeable Units, 4,08818inated Units and 11,733 Special
Voting Units were issued to the Chief Financiali€df as described in Note 13.

LIQUIDITY AND CAPITAL RESOURCES
Distributable Cash and Cash Distributions

The Fund’s policy is to make stable monthly disttibns to its Unitholders based on its
estimate of distributable cash for the year. # agolicy to pay cash distributions on or
about the 18 of each month to Unitholders of record on the kastiness day of the
previous month.

During the three and twelve months ended Decembe2@®)6, the Fund declared
distributions of $0.309375 and $1.218750 per Fund téspectively to Unitholders, or
$1,889,043 and $7,441,688 in total.

Credit Facilities

The Fund has established credit facilities withem&lian chartered bank. These credit
facilities consist of a $12.5 million demand revoty operating loan (which is increased
from $10.0 million between the months of August &®tember, to facilitate the build up
of inventories for the fourth quarter holiday shmgpseason) and a committed non-
revolving term loan to a maximum amount of $17.8iari. On May 17, 2005 the Fund
drew $15.0 million on the term loan in connectioithvthe acquisition described on page 1.
During August 2006, an additional $2.5 million wrawn on the term loan. As at
December 31, 2006, $17.5 million remains outstagadim the term loan and $Nil was
outstanding on the operating loan.

Subsequent to December 31, 2006, the Fund ametsdedkilable credit facilities. The
limit on the demand revolving operating loan hasrbieicreased to $12.5 million for the
period from January 1 to July 31 annually and t0.82nillion from August 1 to December
31 annually. The limit on the term loan has beemdgased from $17.5 million to $25.0
million. The increases in the credit facilitieg @0 fund the new point-of-sale and
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inventory management system as well as workingalagnd capital requirements related
to the continued store expansion in 2007. Inteyeghe term loan is charged at the
lender’s Canadian prime rate or U.S. base rate(pRE% to 0.75% or the bankers’
acceptance rate plus 1.75% to 2.25%, dependingeoRund’s senior debt to EBITDA
ratio. Interest on the operating loan will varyveen the lender’s prime rate and the
lender’s prime rate plus 0.50% depending on thedSuratio of senior debt to EBITDA.

Debt Covenants

Both the Term Loan and Operating Loan require tinmedRo maintain certain financial
covenants, including a maximum senior debt to EBATr@atio of 1.5:1.0, a minimum

current ratio of 1.5:1.0 and a minimum fixed chacgeerage ratio of 1.0:1.0.

Additionally, the covenants limit the Fund’s abyjlib undertake mergers, acquisitions, new
indebtedness, declare distributions in excesssfibutable cash and other changes in the
business without approval of the Lender.

In March 2007, the Fund entered into amending agee¢s for both Loans that
amended or waived certain financial covenants &esember 31, 2006, with which the
Fund otherwise would not have complied. After obtay waivers on two covenants the
Fund was in compliance with all Loan agreementsf&ecember 31, 2006. The new
covenants include a maximum senior debt to EBITBt#orof 2.5:1.0, a minimum
current ratio of 1.5:1.0 and a minimum fixed chacgeerage ratio of 0.85:1.0.

Capital Expenditures

During the quarter, the Fund acquired $769,408op@rty and equipment which was
financed using the term loan. Of this, $577,918teel to new store openings, distribution
infrastructure and head office capacity and theaiaing $191,430 related to capital
expenditures at existing stores and warehousesrftemance capital expenditures”).

Subsequent to December 31, 2006, the Fund opened atore in Moncton, New
Brunswick. The new store required capital expenditures of@pprately $140,000. In
addition, leases have been finalized for Kamlo&pgish Columbia; Belleville, Ontario;
Peterborough, Ontario and Sarnia, Ontario. Kandasgcheduled to open at the end of
the first quarter and the other three stores dredided to open in the second quarter of
2007. As discussed above, the Fund has crediitfesivailable to finance these and other
growth related capital expenditures planned forrémeainder of 2007.

Interest Rate Risk and Sensitivity

The Fund is not significantly impacted by intenede changes. The Fund’s long-term debt
bears interest with floating rates based on thé&’barime rate, thus exposing the Fund to
interest rate fluctuations. A 1.0% increase ieiest rates would have an impact of
$175,000 annually ($43,750 during the quarter)istridutable cash based on $17.5

million of debt outstanding.
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Contractual Obligations

The table below sets forth the contractual oblaatiof the Fund as of December 31, 2006,
due in the years indicated, which relate to varimgsnises operating leases and the $17.5
million outstanding on the term loan, with $2,5lioit due on September 30, 2007 and the
remainder that matures on May 16, 2008.

2012 and
(unaudited) Total 2007 2008 2009 2010 2011 thereafter
Operating
Leases 23,254,398 4,399,644 4,258,081 3,831,128 2,794,582,016,472 5,954,491
Term loan 17,500,000 2,500,000 15,000,000 - - - -

Total 40,754,398 6,899,64419,258,081 3,831,128 2,794,582,016,472 5,954,491

Summary of Quarterly Results (unaudited)

2006 2005
Q4 Q3 Q2 Q1 Q4 Q3 May 17 to

June 30,
2005

Sales 42,339,077 25,960,077 27,822,876 20,671,865 36,436,104 20,775,101 11,755,952

Net 1,745,044 1,108,744 1,601,832 723,545 3,062,7751731328 747,296

earnings

Basic and

diluted

earnings

per unit 0.286 0.182 0.262 0.118 0.502 0.192 0.122

Due to seasonal shopping trends, the fourth quiartgpically the strongest quarter for XS
Cargo and the first quarter is weakest.

Selected Annual Information

January 1 to May 17 to
December 31, 2006 December 2005
Sales 116,793,895 68,967,157
Net earnings 5,179,165 4,983,399
Basic and diluted earnings per unit 0.848 0.816
Total assets 144,349,830 140,941,626
Total long-term financial liabilities 15,000,000 15,000,000
Distributions declared per unit 1.22 0.70
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Off-Balance Sheet Arrangements

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

Goodwill

Goodwill is not amortized, but is tested for impagnt annually or more frequently if
circumstances indicate a potential impairment. @b is tested for impairment by
comparing the estimated fair value of the reporting to its carrying value. If the

carrying value of the reporting unit exceeds its ¥alue, the fair value is allocated to the
assets and liabilities of the reporting unit angl riesulting difference between the carrying
value and fair value of goodwill is recorded asrapairment loss and recorded in earnings
of the current period.

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. In addition,
accrued supplier rebates are allocated betweerotgsbds sold and a reduction of
inventory based on the estimated proportion reladegbods remaining in inventory at the
end of a period. Management believes that thenastis, assumptions and allocation
methods are reasonable in the circumstances.pdtssible that materially different results
would be reported using different assumptions loaication methods.

Changes in Accounting Policies Including Initial Adbptions

Management is not aware of any recent accountioggumcements or developments that
will affect the Fund’s financial statements. Maeagnt will continue to monitor and
assess the impact of accounting pronouncementsedimancial statements of the Fund as
they become available.

Future accounting changes - Financial instruments
The CICA has issued three new accounting standards:

- Section 3855Financial Instruments — Recognition and Measuremefféctive for fiscal
years beginning on or after October 1, 2006. Tadaisn describes the standards for
recognizing and measuring financial instrumentthenbalance sheet and the standards for
reporting gains and losses in the financial statemd-inancial assets available for sale,
assets and liabilities held for trading and densafinancial instruments, part of a hedging
relationship or not, have to be measured at fdureval he impact of remeasuring our
financial assets and liabilities at fair value viaél recognized in opening deficit and
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opening accumulated other comprehensive incomp@epriate. The impact of the
adoption of this new section on the consolidatedrictial statements is not expected to be
material.

- Section 1530Comprehensive Incomeffective for fiscal years beginning on or after
October 1, 2006. It describes reporting and disclsecommendations with respect to
comprehensive income and its components. Comprefeeinsome is the change in
Unitholders’ equity, which results from transacsasther than those resulting from
investments by Unitholders and distributions totbloliders. These transactions and events
include unrealized gains and losses resulting fthanges in fair value of certain financial
instruments.

- Section 3865Hedgesegffective for fiscal years beginning on or aftet@er 1, 2006.

The recommendations expand the guidelines outiméadcounting Guideline 13 (“AcG-
13"), Hedging Relationshipg.his Section describes when and how hedge accaucdin

be applied as well as the disclosure requiremétdgdge accounting enables the recording
of gains, losses, revenues and expenses from thvatilke financial instruments in the
same period as for those related to the hedged ftamimpact of the adoption of this new
section on the consolidated financial statemem®igxpected to be material.

These standards will be effective for the Fundfakauary 1, 2007 and will be adopted on
a retroactive without restatement basis.

Transactions with Related Parties

Transactions with related parties include XS Cdrgs purchase of the assets of the
business from the Vendor on May 17, 2005. Durirggthree and twelve months ended
December 31, 2006, there were no related partgacions.

Outlook

With plans to further increase the rate of our séave development; management believes
that sales growth will be strong in 2007. Our Mmm¢ New Brunswick store opened on
February 23 and Kamloops, British Columbia is sciedito open March 22. Leases have
been signed for stores in Belleville, Sarnia ang®erough, Ontario which are scheduled
to open in the second quarter. We will continutik for improved efficiencies in order

to control wage and freight costs. We believe thatimplementation of a new point of
sale and inventory management system will impraovemtory allocations and allow us to
realize labour efficiencies in our stores and thstion centres. As we are working with
our existing systems throughout the implementgbimtess, we will continue to

experience higher freight costs and downward pressin same store sales.

Additional Information

Additional information relating to the Fund, inclagd the Fund’s AlF, is available on
SEDAR (vww.sedar.comand on the Fund’s websitevaivw.xscargo.com
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Non-GAAP Measures

References to “EBITDA” are to earnings before iagtrincome taxes, depreciation and
amortization and references to “distributable camife’to cash available for distribution to
Unitholders in accordance with the distributionipiels of the Fund. Management believes
that, in addition to income or loss, EBITDA is a&fid supplemental measure of
performance and cash available for distributiorokeetiebt service, changes in working
capital, capital expenditures and income taxescifipally, management believes that
EBITDA is the appropriate measure from which to makljustments to determine the
distributable cash of the Fund. Distributable cafstine Fund is a measure generally used
by open-ended trusts as an indicator of finanaalggmance. As one of the factors that
may be considered relevant by prospective investdtse cash distributed by the Fund
relative to the price of the Units, managementdwels that distributable cash of the Fund is
a useful supplemental measure that may assistgutigp investors in assessing an
investment in the Fund.

Earnings from operations disclosure under “Fourtiai@r and Year End Operating
Results” has been calculated as described belowhelcase of the Fund, earnings from
operations have been derived by adding interestresqy amortization of property and
equipment and intangible assets, unit-based compiensand non-controlling interest to
net earnings for the period. In the case of thedée, earnings from operations have been
derived by adding amortization expense, employeétmharing plan contributions,
interest expense, and income tax expense to nahgar(loss) for the period.

EBITDA, distributable cash and earnings from operet are not earnings measures
recognized by GAAP and do not have standardizedhimgg prescribed by GAAP.
Investors are cautioned that EBITDA, distributatdsh and earnings from operations
should not replace net income or loss (as detexrimaccordance with GAAP) as an
indicator of the Fund’s performance, of its casiwlf from operating, investing and
financing activities or as a measure of its liqyidind cash flows. The Fund’s methods of
calculating EBITDA, distributable cash and earnifrgsn operations may differ from the
methods used by other issuers and may not be calyipao similar measures presented by
other issuers.

DISCLOSURE CONTROLS AND PROCEDURES

The Fund's disclosure controls and proceduresdised under Multilateral Instrument
52-109 ("MI 52-109") of the Canadian Securities Adistrators) have been designed to
provide reasonable assurance that material infeomaglating to the Fund, including its
consolidated subsidiaries, is made known to thefdxecutive Officer and the Chief
Financial Officer of the GP, the administrator loé Fund and the general partner of XS
Cargo LP, by others within those entities, paracyl during the period in which the annual
filings are being prepared.
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Management of the Fund has evaluated the effe@sseaf the Fund's disclosure controls
and procedures as of December 31, 2006, and hatuded that the design and
effectiveness of these controls and proceduresgesveasonable assurance that material
information relating to the Fund, including its cotidated subsidiaries, will be made
known to management on a timely basis to ensurguadie disclosure.

INTERNAL CONTROLS OVER FINANCIAL REPORTING

Management of the Fund is responsible for desigmitegnal controls over financial
reporting for the Fund as defined under M| 52-1@8nagement has designed such
internal controls over financial reporting, or cadt¢hem to be designed under its
supervision, to provide reasonable assurance rieggiite reliability of financial reporting
and the preparation of the financial statement&koernal purposes in accordance with
GAAP.

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; susstl 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 $reg; 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 unithedad the liquidity of Fund Units. For a
discussion of these risks and other risks assatisitn an investment in Fund Units, see
“Risk Factors” detailed in the Fund’s Annual Infation Form available at
www.sedar.com

On October 31, 2006, the Minister of Finance (Capathnounced new tax proposals
concerning the taxation of income trusts and offlogr-through entities. The October 31,
2006 Proposal was followed by the release of degfslation by the Department of
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Finance on December 21, 2006. The 2006 Proposechéments, if enacted as currently
drafted, will subject the Fund to trust level tagatas of January 1, 2011. In addition, the
taxable distributions received by investors from Bund, would be treated as taxable
dividends.

There can be no assurance that the Fund will leetabiketain the benefit of the deferred
application of the new tax regime until 2011. k& thund is deemed to have undergone
"undue expansion” during the period from NovemhetQD6 to December 31, 2010, as
described in the Normal Growth Guidelines issuethiegyDepartment of Finance on
December 15, 2006, the 2006 Proposed AmendmentisWweaome effective on a date
earlier than January 1, 2011.

The Normal Growth Guidelines indicate that the Funitinot lose the benefit of the
deferred application of the new tax regime to 20iie equity capital of the Fund does not
grow as a result of issuances of new equity (wimchudes trust units, debt that is
convertible into trust units, and potentially otlsebstitutes for such equity) before 2011 by
an amount that exceeds the greater of $50 millimham objective "safe harbour" amount
based on a percentage of the Fund’s October 35, @ket Capitalization. The Normal
Growth Guidelines provide for a "safe harbour" amtcegual to 40% of the October 31,
2006 Market Capitalization for the period from Nowveer 1, 2006 to the end of 2007, and
20% for each of the 2008 to 2010 calendar yearss@lamounts of “safe harbour” are
cumulative during the transition period. The Fund&ober 31, 2006 Market

Capitalization was approximately $86.2 millionidttherefore assumed, for the purposes of
this summary that the Fund will not be subjecthi® 2006 Proposed Amendments until
January 1, 2011. However, in the event that thedfssues additional Units or convertible
debentures (or other equity substitutes) on orree2011, the Fund may become subject to
the 2006 Proposed Amendments prior to 2011. Narasssa can be given that the 2006
Proposed Amendments will not apply to the Fundrgod2011. Loss of the benefit of the
deferred application of the new tax regime until2@ould have a material and adverse
effect on the value of units of the Fund.

Currently, a trust will not be considered to be wtunal fund trust if it is established or
maintained primarily for the benefit of non-resitkeaf Canada unless all or substantially
all of its property is property other than "taxalllanadian property” as defined in the Tax
Act. The management of the Fund has stated th&uhd has adopted mechanisms to
ensure that the Fund is not maintained primarihtlie benefit of non-residents of Canada.
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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 forwalabking statements, including, without
limitation, statements regarding the future finahgpiosition, cash distributions, proposed
store openings, budgets, litigation, projectedsasid 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 willncEorward-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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