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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 accomipgmptes (the “Financial Statements”)
of XS Cargo Income Fund (the “Fund”) for the yeaded December 31, 2008. 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 30, 2009.

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 Toronto Stock Exchamgker the symbol XSC.UN.
The Business of the Fund

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



Operating Highlights

Earnings from operations for the year were $6.0ionil an increase of $5.0 million over
the previous year. Fourth quarter earnings frorarajons increased to $2.15 million
compared to a loss of $1.4 million in the fourtragar of 2007. Annual sales declined by
$15.0 million or 12%. In the fourth quarter sakdsclined by $3.9 million or 9.2%
compared to the prior year. Sales in the fourthrgu and the full year were impacted by
management’s decision to exit certain low margiodpct categories in particular the
television category which alone accounted for nead6 of the annual sales decline. $3.3
million or 84.6% of the fourth quarter decline ooed in the month of December. Lower
consumer confidence due to macro economic evedtsee store traffic in December and
aggressive discounting by competitors narrowedhouamal price advantage.

The Fund had an annual 2008 net loss inclusivegufaalwill impairment of $18.6 million
compared to an annual 2007 net loss inclusive gdadwill impairment of $37.4 million.
Excluding the goodwill impairment, the net loss the Fund was $208,063 for 2008
compared to $4.0 million for 2007.

Gross margin as a percentage of sales for thehfoudrter increased to 30.8% from 24.4%
in the fourth quarter of 2007. Gross margin fae thll year was 36.9% versus 31.1% in
2007. Gross margin for the full year and the fouqtiarter were negatively impacted by
adjustments as follows:

Service Inventory $628,000

Deposits on Inventory $519,000
Foreign Exchange Adjustment $654,000
Total $1,801,000

Service inventory and deposits on inventory balaweere carried over from 2007 based
on expected recovery. The adjustments above reprédse shortfall between the balance
carried over from the prior year and the actuabvecy. Based on changes in accounting
procedures and inventory handling management lesdithe adjustments are unanticipated
and non-recurring. Within approximately 30 daysvrSeptember 22, 2008 to October 20,
2008 the Canadian dollar with respect to the foreigchange adjustment lost 24% of its
value versus the US dollar. This coincided wifigmificant build up of imported

inventory for Christmas. Un-hedged purchases teduh the above foreign exchange
adjustment. Although there is no long term cotrefabetween Canada / USD exchange
and gross margin, the size and rapidity of theidecgksulted in a material adjustment.

The normalization of the above adjustments wouddllten fourth quarter gross margin of
34.3% and 38.5% on an annual basis.

Administrative and operating expenses declined3g2Bmillion in 2008 compared to
2007. This decline did not include $771,000 of-necurring and one time items included
in the 2008 administrative and operating expenses.



SELECTED FINANCIAL INFORMATION AND RESULTS FROM OPE RATIONS

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@18 compared to the quarter and year
ended December 31, 2007. The results of operatiribese 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 (loss) from Operations, as defined*

Net (loss)

Annual Operating Results

Sales

Cost of Goods Sold

Gross Margin

Administrative and Operating Expenses*

Earnings from Operations, as defined*

Net (loss)

Three Months Three Months

Ended Ended
December 31, December 31, Change Q4 2008
2008 2007 from Q4 2007
38,713,064 42,653,087 (3,940,023)
26,789,605 32,231,166 (5,441 ,56
11,923,459 10,421,921 1,501,538
30.8% 24.4% 6.4%
9,769,879 1,880,328 (2,090,449)
2,383 (1,438,407) 3,591,987
(18,203,917) (36,283,954) 18,080,037

Year Ended Year Ended
December 31, December 31, Change 2008
2008 2007 over 2007

110,085,560 125,080,159 (14,994,599)

69,442,097 86,128,554 (16,689,4
40,643,463 38,951,605 1,691,858

36.9% 31.1% 5.8%

34,642,682 37,912,922 (3,270,240)

6,000,781 038,683 4,962,098
(18,625,173) (37,369,629) 18,744,456

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

described under “Non-GAAP Measures”.



Sales
Fourth Quarter

The following table compares sales for the threattmoended December 31, 2008 to the
three months ended December 31, 2007:

Sales
2008 2007 Change % change

Sales 38,713,064 42,653,087  (3,940,023) (9.2)%

Fourth quarter sales decreased by $3.9 milliomf$42.6 million to $38.7 million, a
decrease of 9.2%. The decrease in sales for gn¢eguvas a result of softer than expected
holiday season sales as well as a result of theugtanix change in 2008.

Annual

The following table compares sales for the yeaedrdecember 31, 2008 to the year
ended December 31, 2007:

Sales
2008 2007 Change % change

Sales 110,085,560 125,080,159 (14,994,599) (12.0)%

Year over year sales have decreased by $15.0 mifiom $125.1 million to $110.1
million, representing a decrease of 12.0%. Theeadse in sales for the year was a result
of softer than expected holiday season sales dsawalresult of the product mix change in
2008.



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

geographical region:

December 31,

December 31,

2008 2007

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 18 47.1% 46.0% 18 46.5% 44.6%
Alberta 8 19.8% 20.1% 8 19.4% 20.4%
British 8 17.7% 19.0% 8 18.5% 19.9%
Columbia
Saskatchewan 3 9.3% 9.0% 3 8.7% 8.4%
and Manitoba
Atlantic Canada 3 6.1% 5.9% 3 6.9% 6.7%
Total 40 100.0% 100.0% 40 100.0% 100.0%

Cost of Goods Sold and Gross Margin

Fourth Quarter

Cost of goods sold for the quarter decreased by i®ilion from $32.2 million to $26.8
million, a decrease of 16.8% compared to the sagnegin 2007. This decrease resulted
from a combination of decrease in sales voluméglitecosts, and offsite storage costs.

Gross margin for the quarter increased by $1.5anilfrom $10.4 million to $11.9
million, an increase of 14.4% compared to the spar®d in 2007. This increase is a
result of the decrease in cost of goods sold asiséed above. Gross margin percentage

increased from 24.4% to 30.8%.



Annual

Cost of goods sold for the year decreased by $hélion, from $86.1 million to $69.4
million, a decrease of 19.4% compared to 2007 s Was primarily as a result of the
factors relating to the fourth quarter as discusdeul/e.

Gross margin for the year increased by $1.6 millfoom $39.0 million to $40.6 million,
an increase of 4.1% compared to 2007. Gross mpsgoentage increased from 31.1% to
36.9%.

Combined Administrative and Operating Expenses
Fourth Quarter

For the quarter, administrative and operating egpsmecreased by approximately $2.1
million from $11.9 million to $9.8 million as comp to the same period in 2007. This
decrease is primarily the result of decreases mew#$0.9 million decrease), advertising
($0.7 million decrease), professional fees ($0.Hanidecrease), travel ($0.1 million
decrease), repairs and maintenance ($0.1 millicredse), which was offset by rent ($0.2
million increase). The increase in rent was pritgdhe result of increases in common area
costs. The decreases in administrative and opgratists are a result of continuing focus
by the Fund towards better cost management.

Annual

For the year, administrative and operating expedeegeased by $3.2 million from $37.9
million to $34.7 million compared to 2007. This degse is primarily the result of
decreases in wages ($2.0 million decrease), adirggt{$1.7 million decrease),
professional fees ($0.3 million decrease), whick wffset by rent ($0.8 million increase).
The increase in rent was primarily the result aféases in common area costs. Again, the
decreases in administrative and operating costa sgsult of continuing focus by the Fund
towards better cost management.



Earnings from Operations
Fourth Quarter

For the quarter, earnings from operations increaye®B.6 million, from a loss of $1.4
million in 2007 to earnings of $2.2 million, an lease of 257.1%, as a result of the factors
discussed previously.

Annual

For the year, earnings from operations increase®blay million, from $1.0 million to $6.0
million, an increase of 500.0%, as a result offttwors discussed previously.

Fund Net Earnings

For the three months ended December 31, 2008 uhé Irad a net loss of $18.2 million or
$2.98 per unit on a basic and diluted basis. Bhitie to the factors described above, as
well as an impairment of goodwill of $36.2 milliohe direct impact on the Fund as a
result of the impairment of goodwill and after tadgiinto account the non controlling
interest was $18.5 million.

For the year ended December 31, 2008, the Fund hatlloss of $18.6 million or $3.05
per unit on a basic and diluted basis. This reptssan improvement from 2007 of $18.7
million, due to the factors discussed previous$ynell as the fourth quarter impairment of
goodwill and intangible assets described abovephadtjustments for non-controlling
interest.



Financial Position

The following are the significant assets, liab#i#tiand equity of the Fund as at the specified
dates:
Dec 31, 2008 Dec 31, 2007

Cash and cash equivalents - 1,709,959

Inventory 17,677,390 21,144,060
Total current assets 19,691,313 25,914,581
Total assets 27,248,471 71,860,825
Total current liabilities 10,892,858 15,374,236

excluding term loan and
subordinated loan

Term loan 6,665,444 11,250,000
Subordinated loan 13,199,409 12,162,695
Non-controlling interest 891,083 18,901,771
Unitholders’ equity (5,715,572) 12,784,920

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, Exchameé&P Units or Subordinated LP
Units during 2008.



As of December 31, 2008 the following number ottsimere outstanding:

Fund Units (Note 10) 6,051,000
XS Cargo LP Exchangeable LP Units (Note 11) 3,492,802
XS Cargo LP Subordinated LP Units (Note 11) 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 Year ended
Dec. 31, Dec. 31, Dec. 31, Dec. 31,
2008 2007 2008 2007
(unaudited) (unaudited)

Cash provided by (used for)
operating activities 14,038,271 14,151,914 850,036 8,035,959
Less: Net change in non-
cash working capital (12,521,136) (15,661,662) 2,616,780  (8,554,358)
Less: Deferred charges, net
of costs recognized (5,398) (83,215) (139,387) (64,723)
Less: Deferred revenue, net
of revenue recognized (134,038) (199,691) 126,034 (206,696)
Less: Lease inducements
received, net of amortization
of lease inducements 34,394 (168,061) 137,701 (530,552)
Less: Maintenance capital
expenditures (178,763) (167,787) (392,376) (535,062)
Distributable cash 1,233,330 (2,128,502) 3,198,788  (1,855,432)
Average Units outstanding 12,004,649 12,004,649 12,004,649 12,002,489
during the period
Distributable cash per Unit 0.10 (0.18) 0.27 (0.15)
Distributions declared - 899,888 - 6,926,402
Distributions declared per - 0.07 - 0.58
Unit

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

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

% No distributions have been declared in order ilizatavailable funds to maintain operations andise the
Fund’s existing debt.

® The average units outstanding during the peri@0Q4,649) differ from the number of units outstagdat

December 31, 2008 (11,952,649) by 52,000 unitse 9H000 units represent units bought by the Fand t
cover employment contract obligations.
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EBITDA

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

the Fund.

Net earnings for the period
Add: non-controlling
interest

Add: Interest expense and
foreign exchange

Add: Impairment of
goodwill

Add: Impairment of
intangible assets

Add: Future Income Tax
Add: Amortization of
property and equipment
Add: Amortization of
intangible assets

EBITDA

Three months ended

Dec. 31,
2008
(unaudited)
(18,203,917)

(17,603,331)

Dec. 31,
2007
(unaudited)

(36,283,954)

(35,482,732)

Year ended
Dec. 31, Dec. 31,
2008 2007

(18,625,173)

(18,010,688)

(37,369,629)

(36,146,900)

1,238,401 993,367 3,871,690 2,869,905
36,226,599 65,561,827 36,226,599 65,561,827
- 3,385,000 - 3,385,000
- (396,719) - -
499,889 472,404 1,974,854 1,408,620
(13,436) 328,100 541,624 1,256,500
2,144,205 (1,438,407) 5,978,906 965,323

Unitholders’ Equity and Non-controlling Interest
The following table outlines the Fund Units and fooamtrolling interest outstanding as of
December 31, 2008.

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 - - 891,083

On December 31, 2008 the Fund acquired 52,000 Buitd held for unit-based
compensation. There have been no changes in theerwhSpecial Voting Units from

* EBITDA refers to earnings before interest andifgmeexchange, taxes, depreciation and amortizatee
discussion under “Non-GAAP Measures” below.
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December 31, 2007 to December 31, 2008. Durindatin¢h quarter the Fund issued 1
million warrants as part of its renewal of the sigbt credit facility.

The Fund has also established an option plan &ragement and its directors which is subject toazb
of its unitholders at its annual general meetingune 2009. Subsequent to December 31, 2008yt lras
awarded 300,000 options, subject to the plan bappyoved, that will vest over 3 years to Januar220

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.
Credit Facilities

The Fund has available under its new amended deagility agreement which was

finalized on September 30, 2008 a $20,000,000 8RRO00 available from January to
July annually each year) demand revolving loan.&dnlde terms of the credit facility
agreement, the operating loan is collateralized byst charge on all present and after
required personal property and an assignment @nitory. Interest on the operating loan is
charged at the lender’s prime rate plus 2.50%untls are withdrawn in U.S. dollars,
interest will be charged at the lender’'s U.S. brase plus 2.50%. The Fund is also required
to pay a standby charge of 0.50% based on the arequal to the operating facility
commitment amount less the aggregate principal anauder the operating facility.

Under the new amended credit facility agreememtiéinm loan has been extended to April
30, 2009 and consists of a committed non-revolt@nm loan facility. The maximum
available on the term loan facility was $21,250,00€I July 31, 2007, at which time it

was reduced to $11,250,000. The term loan was pemntly reduced by $4,500,000 on
December 31, 2008 and was to be further permanesdlyced on March 31, 2009 by an
amount equal to 75% multiplied by 2008 excess flashas defined in the agreement.
Exess cash flow is defined as cash in excess of BBIlless principal payments, cash
interest, cash taxes, permitted distributions tib hwiders and unfunded capital
expendituresManagement has determined that the Fund did n&rgen2008 excess cash
flow, as defined, such that no payment will be regpi The term loan is collateralized
along with the operating loan as described abowneletthe new agreement interest on the
term loan facility is charged at the lender’'s Caaagrime rate plus 2.50%.

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

12



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&#08. The maturity date of the
subordinated loan agreements has been extendad&®0, 2009. Interest on the
subordinated loan has increased from 16% to 18éctfe September 26, 2008, with the
Fund’s option to capitalize up to 10.0% per annAmpart of the extension, the Fund also
issued 1,000,000 fund unit purchase warrants, sedie at $0.60 at any time within 36
months of issuance, with a cashless exercise fatuhe option 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 ttopprtionately reduced number of fully
paid units to the warrant holder.

Financial Covenants

The bank indebtedness, term loan and subordinagedrequire the Fund to maintain
certain financial covenants, including a maximumigedebt to adjusted EBITDA ratio of
3.5:1.0 until December 31, 2008, at which timertte reduces to 2.5:1.0; a minimum
current ratio of 1.4:1.0, and a minimum adjustedlitrg twelve months EBITDA value of
$8,000,000 as at October 31, 2008 and thereaftititidnally, the covenants limit the
Fund’s ability to undertake mergers, acquisitioresy indebtedness, declare distributions
and other changes in the business without appaivk lenders.

The subordinated loan agreement also requiresuhd # maintain a total funded debt to
adjusted EBITDA ratio of less than 5.0:1.0 untild@mber 31, 2008, at which point the
ratio reduces to 3.5:1.0.

As at December 31, 2008, the Fund was not in cangd with its minimum adjusted
twelve-month EBITDA covenant. Subsequent to Decan®i, 2008, the Fund reached an
agreement with its lenders and the lenders hawadg®eod a waiver covering the breach of
the minimum adjusted twelve-month EBITDA covenahhe waiver has been received
and is subject to signing by the lender and thedFun

The Fund was not in compliance with its minimumuatid twelve-month EBITDA
covenant and its senior debt to adjusted twelvetmBBITDA covenant at January 31,
2009 and February 28, 2009. The above noted walsercovers both of these breaches
and is subject to the same conditions.

The Fund anticipates that it will not be in comptia with its financial covenants at March
31, 2009 and will be working with its lenders tayo@ate waivers and negotiate its credit
renewals.

The Fund continues to manage its liquidity riskniignitoring actual and projected cash
flows taking into consideration the seasonalityt®business. Further, the Fund has
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implemented certain operational measures that nesnegt 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.

Capital Expenditures

During the fourth quarter, the Fund acquired $168,3f property and equipment
(“maintenance capital expenditures”). Of this, $B34 related to distribution
infrastructure and head office capacity and theaiamg $69,412 related to capital
expenditures at existing stores and warehouses.

For the year ended December 31, 2008, the Fundradcutotal of $392,376 of property
and equipment (“maintenance capital expendituré3fthis, $268,109 related to
distribution infrastructure and head office capaaitd the remaining $124,267 related to
capital expenditures at existing stores and warstmu

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 $95,263 annuallyistridutable cash and interest expense
based on $9.53 million of debt outstanding at Ddzemn31, 2008.

XS Cargo LP Subordinated LP Units

The Subordinated LP Units will be automatically lescged for Exchangeable LP Units on
a one-for-one basis and the subordination proveswii 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, depreociatind 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, iteziarwere not met for the automatic
exchange to occur.

Contractual Obligations
The table below sets forth the contractual oblaatiof the Fund as of December 31, 2008,

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

2014 and
Total 2009 2010 2011 2012 2013 thereafter
Operating 21,001,906 5,031,180 4,074,829 3,316,82%698,435 2,156,050 3,824,523

Leases
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Subordinated

Loan 13,456,850 13,456,850 - - - - -
Term loan 6,750,000 6,750,000 - - - - -
Total 41,208,756 25,238,030 4,074,829 3,316,889 98M35 2,156,050 3,824,523

As noted above, the Fund'’s term and subordinataaslonature in 2009.

Summary of Quarterly Results (unaudited)

2008 2007
Q4 Q3 Q2 Q1 Q4 Q3 Q2 Q1

Sales 38,713,064 24,525,830 25,080,819 21,765,847 42,653,087 29,250,232 29,519,184 23,657,656

Net (18,203,917) (20,378) 248,174 (649,052) (36,283,954) 415,980 (554,670)  (946,985)
(loss)

Basic

and

diluted

(loss)

earnings

per unit (2.98) 0.00 0.04 (0.12) (5.95) 0.07 (0.09) (0.16)

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
Goodwill

Goodwill is not amortized, but is tested for impaent 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 rasulting difference between the carrying
value and fair value of goodwill is recorded asrapairment loss and recorded in earnings
of the current period.

Due to the net loss in the current year, coupldgtl ireduction in the trading price of the
Fund Units, the two-step impairment test identifiledt the fair value of goodwill did not
exceed its recorded value. As such, a non-cashirmpnt charge of $36,226,599 has been
recognized.

The fair value of goodwill is determined using \ation techniques that take into account
various factors including projected future cashvBpdiscount rates and the market value
of Fund Units. While careful judgment has beerdusiee use of different estimates and
assumptions in applying the impairment test couddemally impact the results.

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

(2) On January 1, 2008, the Fund adopted the followingecommendations of the
Canadian Institute of Chartered Accountants ("CICA" ) Handbook:

Section 1535: Capital Disclosures

This new standard established disclosure requiresyamcerning capital such as:
qualitative information about the Fund’s objectivpslicies and processes for managing
capital; quantitative data about what the Fundneyas capital; whether it has complied
with any externally imposed capital requirements, ahnot, the consequences of such
non-compliance. The Fund has included the requireclosures as part of the consolidated
financial statements.
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Section 3031: Inventories

This new standard provides guidance in determitiiegcost of inventory and its
subsequent recognition as an expense. The staisdaffdctive for fiscal periods beginning
on or after January 1, 2008 and requires the igdas/e application to prior period
financial statements. This section did not havegaifsicant impact on the Fund’s
consolidated financial statements.

Section 1400: General Standards of Financial Statement Presentation

This section was amended to include requirementhmagement to assess and disclose
the Fund’s ability to continue as a going concé&tmese requirements are effective for
interim and annual financial statements for yeaginning on or after January 1, 2008, and
have been incorporated into the Fund’s consolidateahcial statements in note 1.

(b) Future income taxes — Emerging Issues Committe&bstract EIC-171

On August 28, 2008, the CICA Emerging Issues Cotesifthe “Committee”) issued
guidance on the future income tax consequencesch@geable interests in an income
trust or specified investment flow-through as AlstrEIC-171. The Committee reached a
consensus that future income taxes related tcethpdrary differences associated with the
assets and liabilities attributable to the exchabggeinterests should not be recorded prior
to the conversion of the exchangeable interesttroRpective application is required to
any interim and annual financial statements isaftt August 28, 2008, with restatement
of prior periods.

The Fund evaluated the impact of this guidanceafinancial statements, and concluded
that for year ended December 31, 2007, the Funddtwmded those temporary differences
associated with the Fund’s exchangeable interesterecontrolling interest. As such, for
the year ended December 31, 2007 the Fund hasadecréuture income tax assets and the
related valuation allowance by $391,000. Thus eghexs no effect on net loss or loss per
unit for December 31, 2007.

Future accounting changes

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

Section 3064: Goodwill and intangible assets

In February 2008, the CICA issued this new standdrdh provides guidance over the
recognition, measurement, presentation and dis@asigoodwill and intangible assets.
The standard is effective for fiscal periods begigron or after October 1, 2008 and
requires retrospective application to prior pefiodncial statements. The Fund is
presently evaluating the impact of this new staddand does not anticipate any changes.
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International Financial Reporting Standards (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 Standards; determination
of the impact of conversion on internal controls;@unting systems and other business
solutions and processes; and the developmentipirtgato assist appropriate employees in
the transition to and ongoing compliance with IFRS&tivities in connection with our
IFRS implementation plan will continue throughoQ02, 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 subatéld 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 areidber 5, 2008 and the maturity date
of the subordinated loan agreements has been eddaondlJune 30, 2009. As part of the
extension, the Fund also issued 1,000,000 fundpumi¢hase warrants, exercisable at $0.60
at any time within 36 months of issuance, with shtess exercise feature at the option of
subordinated lenders. See “Credit Facilities” abdoe further details regarding this
agreement.

Interest expense totaling $1,169,765 was recordetie portion of the loan outstanding to
the related party during the year. There were herotelated party transactions during the
three and twelve month periods ended December(B.2

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. éldges totaling approximately $148,000
were charged to the fund by Fleming LLP duringybar.
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Outlook

The Fund made considerable progress in 2008 tosvastlirn to profitability. Distribution
and logistics problems that caused significantugiBons in 2007 have been rectified.
Initiatives to reduce costs will continue into 20@3ulting in further reductions of
administrative and operating expenses.

Lower fuel prices and reduced economic activity pigisconsiderable downward pressure
on freight rates. Slumping retail sales, partidylan the United States will result in
increased supply of merchandise from cancelledrsraied bankruptcies. As the current
Canada / USD exchange rate is fully integratednoumal retail price advantage will be
restored.

The current economic environment is creating opputies for new store expansion.
Management anticipates opening three to five magnket stores in 2009.

The Fund is subject to a de-listing review with Tre@onto Stock Exchange currently
scheduled for April 2009. Depending on the resoiithe review, the Fund if necessary, is
prepared to proceed with an orderly transitiorhef Fund to the Toronto Stock Venture
Exchange to ensure that units of the Fund will icas to trade on the public markets.
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Additional Information

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

Non-GAAP Measures

References to “EBITDA” are to earnings before ieg¢rand foreign exchange, income
taxes, depreciation and amortization and referetoctdistributable 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 bleftar distribution before debt
service, changes in working capital, capital exjptemels and income taxes. Distributable
cash of the Fund is a measure generally used by-epged trusts as an indicator of
financial performance. As one of the factors thal 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 “Fourtiai@r and Annual Operating Results”
has been calculated as described below. Earniagsdperations have been derived by
adding interest expense, amortization of propamtyeguipment and intangible assets, unit-
based compensation, impairment of intangible assetsgyoodwill, future income taxes and
non-controlling interest to net earnings for theiqek The following table details the
reconciliation from net earnings:

Fourth Quarter Three Months  Three Months
(unaudited) Ended Ended
December 31, December 31,
2008 2007
Net (loss) (18,203,917) (36,283,954)
Add:
Non-controlling interest (17,603,331) (35,482,732)
Future income taxes - (396,719)
Impairment of Goodwill 36,226,599 65,561,827
Impairment of intangible assets - 3,385,000
Foreign exchange (gain) loss (3,062) (30,706)
Interest on term and subordinated loans 1,042,579 670,429
Interest on operating loan 198,884 353,644
Amortization of intangible assets (13,436) 328,100
Amortization of property and equipment 499,889 402
Unit based compensation expense 9,375 (15,700)
Earnings (loss) from Operations, as defined 2353, (1,438,407)
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Year Ended Year Ended

Annual December 31, December 31,
2008 2007

Net (loss) (18,625,173) (37,369,629)

Add:
Non-controlling interest (18,010,688) (36,146,900)
Impairment of Goodwill 36,226,599 65,561,827
Impairment of intangible assets - 3,385,000
Foreign exchange loss (120,274) 215,470
Interest on term and subordinated loans 3,447,185 2,071,349
Interest on operating loan 544,779 583,086
Amortization of intangible assets 541,624 1,256,50
Amortization of property and equipment 1,974,854 ,408,620
Unit based compensation expense 21,875 73,360

Earnings from Operations, as defined 6,000,781 38,883

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 losseasmined 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 methegisd by other issuers and may not be
comparable to similar measures presented by aibaeers.

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 infoomaglating to the Fund, including its
consolidated subsidiaries, is made known to thefdxecutive Officer and the Chief
Financial Officer of the GP (the “Certifying Offic®), 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 pregphar

The Certifying Officers of the Fund have evaluateel effectiveness of the Fund's
disclosure controls and procedures as of Decenthe2(8, and have concluded that the
design and effectiveness of these controls andepoes provides reasonable assurance
that material information relating to the Fund,lirtting its consolidated subsidiaries, will
be made known to the Certifying Officers on a tiynehsis to ensure adequate disclosure.
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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 opekeftegiveness 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 operatingtefédy.

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 eofFtimd’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 unith@dad 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

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 finahgosition, 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
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such as “believe”, “expects”, “will”, “intends”, ‘fiwjects”, “anticipates”, “estimates”,
“continues” or similar words or the negative thdrebhese forward-looking statements
include statements with respect to the amountiamdg 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 willnc€orward-looking statements are
subject to risks, uncertainties and assumptiom$ydmng, 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 ressattd could cause results to differ
materially from those expressed in the forward-logkstatements 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 coaftect the operating results and
performance of the Fund and XS Cargo LP.

The forward-looking statements contained hereireapgessly 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 rex@nts or circumstances.
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