KScano

XS CARGO INCOME FUND

Management’s Discussion of Financial Condition anéResults of
Operations

For the three and six months ended June 30, 2007

Dated August 9, 2007



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

This management’s discussion and analysis (“MD&#tipuld be read in conjunction with
the interim consolidated financial statements asabmpanying notes (the “Financial
Statements”) of XS Cargo Income Fund (the “Fundt)the three and six months ended
June 30, 2007 and the audited consolidated finbsi@ieements and management’s
discussion and analysis of the Fund for the yedeémecember 31, 2006. These financial
statements, management’s discussion and analysisther documents filed with
regulatory authorities can be found on SEDARvatv.sedar.com Results are reported in
Canadian dollars unless otherwise stated and heee firepared in accordance with
Canadian generally accepted accounting princig@dAP”). Certain dollar amounts

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

This MD&A is dated August 9, 2007.

Readers are referred to the advisories regardigafal-looking information and non-
GAAP measures in the “Forward Looking Statemenisl ‘@on-GAAP Measures”
sections of this MD&A.

OVERVIEW OF THE FUND
Issuance of Fund Units and Acquisition

The Fund is an unincorporated open-ended trusblestad under the laws of the Province
of Alberta. The Fund invests in the broadline ctngeetail business, through an indirect
controlling interest in XS Cargo Limited Partnegs(fiXS Cargo LP”) and its general
partner (“GP”) (collectively “XS Cargo”), and suckher investments as the Trustees may
determine.

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

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

XS Cargo LP operates 39 closeout retail storedlierta, British Columbia, Manitoba,
Saskatchewan, Ontario, Nova Scotia, NewfoundlamndNaw Brunswick.



Operating Highlights

During the quarter, we commenced implementatiodDA® Software Inc.’s Merchandise
Management System and Distributed Store Systemfodows. This integrated software
solution includes: point-of-sale; inventory andtdi®ition management; accounting; and
management reporting functions. Retail Processneegng (“RPE”) has been engaged to
provide implementation services and has been osisite April 11, 2007. The system
implementation is expected to cost approximatel $Zillion for hardware, software and
implementation services and is expected to be categloy the end of the third quarter.
The business process analysis and design has bewgreted; configuration and testing
phase is in progress; and implementation and roitoon track for completion in
September. The new system is designed to allow efectively address our inventory
allocation issues and to contribute to reductiongaight costs and improved labour
efficiencies in our stores, distribution centred &ead office.

Although sales performance continues to suffer a®perate with our legacy systems,
there were several positive developments duringjtizeter. Efforts to improve freight
efficiencies and reduce freight rates contributed teduction in freight costs as a
percentage of sales from 9.8% in the first quad&:.2% in the second quarter. Since
freight costs are allocated to inventory as pureba@ase made, further reductions are
expected in the third quarter as the inventory \ather associated freight costs sells
through. The lower freight costs and fewer markdoeguirements contributed to a
significant improvement in gross margin percentage 30.5% in the first quarter to
34.3% in the second quarter. Although still lowean the second quarter last year (38%),
we are encouraged by the steady improvement thouidhe quarter and expect that
improvement to continue through the last half & yiear. We are also encouraged by
stabilization in the wage rate increases in Albddiaring the quarter average wage rates
increased by 4% compared to 13% over last nine nsont

During the quarter, we opened ouf"3thd 39 stores in Belleville and Sarnia, Ontario,
respectively. Leases have been signed for Petarbbrand Vaughan, Ontario. Both
stores are scheduled to open in the third quaft2@@/. Management has announced
intentions to focus its resources on the systemeamsion and ensuring that operations are
uninterrupted during this conversion. We therefiwenot expect any further store
openings in 2007, but plan to aggressively contmueexpansion in 2008 after the systems
and support personnel are in place.



SELECTED FINANCIAL INFORMATION AND RESULTS FROM OPE RATIONS

Second Quarter and Year-to-Date Operating Results

The following tables show the unaudited resultthefFund for the three and six month
periods ended June 30, 2007 compared to the theesizamonth periods ended June 30,
2006. The results of operations for these perawdsnot necessarily indicative of the
results of operations to be expected in any giverogd.

Second Quarter Operating Results
(unaudited)

Sales
Cost of Goods Sold
Gross Margin

Administrative and Operating Expenses*

Earnings from Operations, as defined*

Year-to-Date Operating Results
(unaudited)

Sales
Cost of Goods Sold
Gross Margin

Administrative and Operating Expenses*

Earnings from Operations, as defined*

Three Months Three Months
Ended Ended
June 30, 2007 June 30, 2006

Change Q2 2007
from Q2 2006

29,519,184 27,822,876 1,696,308
19,383,595 17,255,921 2,127,674
10,135,589 10,566,955 (431,366)
34.3% 38.0%
8,725,410 ,505,933 2,217,477
1,410,179 059,022 (2,648,843)
Six Months Six Months
Ended Ended Change 2007
June 30, 2007 June 30, 2006 from 2006
53,176,840 48,494,741 4,682,099
35,821,536 30,325,263 5,496,273
17,355,304 18,169,478 (814,174)
32.6% 37.5%
16,721,255 11,951,072 4,770,183
634,049 8 206 (5,584,357)

* 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”.



Sales
Second Quarter

The following table compares sales for the quatelted June 30, 2007 to the quarter

ended June 30, 2006 for new and same stores:
Number of Stores as of

Sales June 30
2007 2006 Change % change 2007 2006
Same stores 18,691,158 22,167,875 (3,476,717) %d5.7 23 23
New stores 10,828,026 5,655,001 5,173,025 91.5% 16 9
Total 29,519,184 27,822,876 1,696,308 6.1% 39 32

Second quarter sales increased by $1.7 milliom $27.8 million to $29.5 million, an
increase of 6.1%. New stores, defined as stostdhtve not been open for a full 12
months in the current and prior period, contribuaadadditional $5.2 million in sales.
Included in new store sales is revenue from antesedr, which was held in the Greater
Toronto Area in May 2007. The offsetting $3.5 iifl decrease in total sales represents a
15.7% decrease in same store sales. We anticifaatbcrease in same store sales, as a
result of issues with the allocation of inventopteen stores that resulted in higher than
normal stock-outs.

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

June 30, June 30,
2007 2006

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 17 44.9% 15 50.8%
Alberta 8 20.0% 8 21.8%
Saskatchewan and Manitoba 3 8.0% 3 9.2%
British Columbia 8 20.7% 6 18.2%
Atlantic Canada 3 6.4% - 0.0%
Total 39 100.0% 32 100.0%



Year-to-Date

The following table compares sales for the yeaddte ended June 30, 2007 to the year-to-
date ended June 30, 2006 for new and same stores:

Sales
2007 2006 Change % change
Same stores 34,790,849 40,232,279  (5,441,430) %3.5
New stores 18,385,991 8,262,462 10,123,529 122.5%
Total 53,176,840 48,494,741 4,682,099 9.7%

For the year-to-date, sales increased by $4.7amjlfrom $48.5 million to $53.2 million,
an increase of 9.7%. New stores, defined as stbathave not been open for a full 12
months in the current and prior period, contribtaedadditional $10.1 million in sales.
The offsetting $5.4 million decrease represent8.8% decrease in same store sales. As
discussed above, we anticipated the decrease ia stame sales, as a result of problems
with the allocation of inventory between stored tiggulted in higher than normal stock-
outs.

Product Replacement Plan Sales

Sales of two-year product replacement extendedangriplans continue to be strong.
During the twenty-one months since implementat&h] million of Product Replacement
Plans (“PRPs”) were sold, with $2.0 million recazgd as revenue since inception,
approximately $0.5 million of which was recognizdting the second quarter of 2007 and
approximately $0.9 million for the year-to-dateevi@nue from PRP sales is deferred and
recognized on a straight-line basis over the twaryerms of the PRPs.

Cost of Goods Sold and Gross Margin
Second Quarter

Cost of goods sold for the quarter increased by $fllion from $17.3 million to $19.4
million, an increase of 12.3%, primarily as a résdiinew store openings.

Gross margin for the quarter decreased by $0.4amjlfrom $10.5 million to $10.1

million, a decrease of 4.1%. Higher freight scsibng with markdowns required to sell-
through inventory that was overstocked in certémnes contributed to a gross margin
percentage of 34.3% compared to 38.0% in the segoader of 2006. Freight costs as a
percentage of sales were 9.2% compared to 6.7#eisgcond quarter of 2006 as a result
of higher freight rates and efforts to reallocateeintory between stores. The
implementation of our new inventory managementesydby the end of the third quarter of
2007 is expected to alleviate most of the freiglefficiencies we are currently
experiencing. We are also working with our thiedtg logistics provider to realize other
freight efficiencies and rate reductions throughdl@onsolidation and increased use of



inter-modal transport. Those efforts contribute@ treduction of freight costs compared to
the first quarter of 2007 from 9.8% to 9.2% of sal&ince freight costs are allocated to
inventory as purchases are made, further reductimmexpected in the third quarter as the
inventory with lower associated freight costs stiteugh.

Year-to-Date

Cost of goods sold for the year-to-date increage®5b million from $30.3 million to
$35.8 million, an increase of 18.1%, primarily agsult of new store openings.

Gross margin for the year-to-date decreased byr@0Li®n, from $18.2 million to $17.4
million, a decrease of 4.5%. Efforts to reallodateentory between stores contributed to
an increase in freight costs from 6.7% to 9.4%atés The increase in freight costs, along
with markdowns required to sell-through inventdrgittwas overstocked in certain stores
contributed to a reduction in gross margin peragnfeom 37.5% to 32.6%.

Administrative and Operating Expenses
Second Quarter

For the quarter, administrative and operating egpsfincreased by approximately $2.2
million from $6.5 million to $8.7 million. This &rease is primarily the result of increases
in rent ($0.4 million increase), wages ($0.9 millincrease) and advertising ($0.4 million
increase). The increases in rent and advertiserg wrimarily the result of new store
openings. The increase in wages was the resaiwfstore openings, wage rate increases
and labour inefficiencies in our distributions agest The components of the wage
increases are summarized in the chart below (ili$ms):

New Stores Alberta Other Markets Total
Wages 0.50 0.36 0.02 0.88
% increase from 100% 33% 2% 34%

prior year

(Note: two new stores opened in Alberta are comedlpart of “New Stores” for the above
breakdown)

The average wage rates for our Alberta employees imareased by 17% over the same
quarter in 2006, with the remaining increase in @ggesulting from the addition of new
positions to support our growth, and additionablabhours used in our distribution centres
and stores as a result of the inventory allocaisnes described above.

Year-to-Date

For the year-to-date, administrative and operagixgenses increased by approximately
$4.8 million from $11.9 million to $16.7 millionThis increase is primarily the result of
increases in rent ($0.9 million increase), wag@sQ#illion increase) and advertising

($0.8 million increase). The increases in rent atheertising were primarily the result of



new store openings. The increase in wages wags$idt of new stores 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 1.05 0.73 0.20 1.98
% increase from 100% 36% 9% 42%

prior year

Earnings from Operations
Second Quarter

For the quarter, earnings from operations decrelg&2.6 million, from $4.0 million to
$1.4 million, a decrease of 65.3%, as a resulheffactors discussed previously.

Year-to-Date

For the year-to-date, earnings from operationsedsad by $5.6 million, from $6.2 million
to $0.6 million, a decrease of 89.8%, as a redutiefactors discussed previously.

Net (Loss) Earnings

For the quarter ended June 30, 2007, the Fund hatllass of $0.6 million or $0.09 per
unit on a basic and diluted basis. During the guathe Fund was required to recognize
future income taxes as a result of new tax legmiatubstantively enacted on June 12,
2007. On initial recognition of the future taxdibty, the entire amount was recorded as a
charge to earnings during the quarter. See notesl 3 for further details. Prior to the
charge to earnings on initial recognition of futureome taxes, the Fund had net earnings
for the quarter of $0.1 million or $0.01 per unit @ basic and diluted basis.

For the year-to-date, the Fund had a net loss &f ®dllion or $0.25 per unit on a basic and
diluted basis. Prior to the charge on initial g@ition of future income taxes in the second
quarter, the Fund had a net loss of $0.9 millio8@d.4 per unit on a basic and diluted
basis.



Financial Position

The following are the significant assets, liab#i#tiand equity of the Fund as at the specified
dates:
June 30, 2007 Mar. 31, 2007 Dec. 31, 2006 Dec. 31, 2005

Cash and cash equivalents - - 1,017,824 7,442,496
Inventory 22,951,282 25,158,913 22,288,806 15, 8»,3
Total current assets 29,342,975 29,924,485 31,779,5 28,388,003
Total assets 143,085,432 142,974,262 144,349,830 0,944,626
Total current liabilities 15,155,685 13,446,202 13,859,176 9,085,481
excluding term loan

Term loan 21,250,000 21,250,000 17,500,000 15,000,0
Non-controlling interest 54,417,628 55,578,212 53,942 59,527,529
Unitholders’ equity 50,092,894 51,792,439 54,574,22 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, wuagldapital reserve and other reserves
considered advisable by the Trustees of the Fdimg policy allows the Fund to make
monthly distributions to its unitholders based tnestimate of distributable cash for the
year. The Fund pays cash distributions on or ats@ut 8’ of the month to unitholders of
record on the last business day of the previoustmon

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
qguarter. The regular build-up and draw down oktimwory 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 beughed in net earnings as 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 egsas 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 distributionsldeed from January 1, 2007 to June 30,
2007:

Exchangeable LP Units
and Subordinated LP

Fund Units Units Total

Record Payment Declared Paid Declared Paid Declared Paid
Date Date $ $ $ $ $ $
Jan. 31, Feb. 15, 629,681 629,681 359,479 359,479 989,160 989,160
2007 2007
Feb. 28, March 15, 629,681 629,681 359,479 359,479 989,160 989,160
2007 2007
March 31, April 15, 572,438 572,438 326,799 326,799 899,237 899,237
2007 2007
April 30, May 15, 572,438 572,438 326,799 326,799 899,237 899,237
2007 2007
May 31, June 15, 286,219 286,219 163,725 163,725 449,944 449,944
2007 2007
June 30, July 15, 286,219 - 163,725 - 449,944
2007 2007

2,976,676 2,690,457 1,700,006 1,536,281 4,826,6 4,226,738

Distributions are paid on Fund Units, XS Cargo blangeable LP Units and XS Cargo
LP Subordinated LP Units. As of June 30, 2007 dtleiving number of units were
outstanding:

Fund Units (Note 6) 6,106,000
XS Cargo LP Exchangeable LP Units (Note 7) 3,492,802
XS Cargo LP Subordinated LP Units (Note 7) 2,408,847

12,007,649

During the three and six month periods ended JOn2@)7, the Fund approved total
distributions of $0.1875 and $0.4875 per Fund Usgpectively, to unitholders. It is the
Fund’s policy to review the monthly distribution aont at least quarterly. For the first
two months of 2007, the monthly distribution ratesi$0.103125 per unit. Effective
March 2007, the distribution rate was reduced ¢ortionthly level at the time of the IPO of
$0.09375 per unit (from $0.103125 per unit) for &amd Exchangeable LP Units.
Distributions on Subordinated LP Units were susgeind

The Fund announced a reduction in the monthlyidigion rate to $0.046875 per Fund
Unit and Exchangeable LP Unit, beginning with thayM2007 distribution. On an
annualized basis, the reduced distribution ra$®i5625 per Fund Unit and Exchangeable
LP Unit.
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Distributable Cash per Unit (Fund Units, XS Cargo LP Exchangeable LP Units, XS

Cargo LP Subordinated LP Units)

Three Months Six Months Since
Ended Ended Inception on
June 30, 2007 June 30, 2007 May 17, 2005
(unaudited) (unaudited)  (unaudited)
Cash provided by (used for) operating
activities 1,047,482 (4,182,933) 19,526,299
Less: Net change in non-cash working
capital (191,304) 3,885,487 5,757,591
Less: Deferred charges, net of costs
recognized 5,322 4,358 336,157
Less: Deferred revenue, net of revenue
recognized 25,182 4,598 (2,131,242)
Less: Lease inducements received, net
of amortization of lease inducements (37,125) (85,933) (403,908)
Less: Maintenance capital expenditdres (92,064) (201,429) (821,678)
Distributable cash 757,493 (575,852) 22,263,219
Average Units outstanding during the
period 12,001,589 11,998,768 11,990,383
Distributable cash per Unit 0.06 (0.05) 1.86
Distributions declared 1,799,125 4,676,681 27,694,185
Distributions declared per Unit 0.15 0.39 2.31
Ratio of distributions declared to 238% (912%) 124%

distributable cash (payout ratio)

Since inception, the Fund has generated distrileitzdsh per unit of $1.86 and has

declared distributions of $2.31 per unit. Fors$lkeeond quarter of 2007, the Fund had
distributable cash per unit of $0.06 and declaisttidutions of $0.15 per unit. Basic and
diluted loss per unit was $0.09 for the second tguar

During the three months ended June 30, 2007, lolisioins declared exceeded distributable
cash. The monthly cash distributions are basemi@magement’s estimate of distributable
cash for the year. Since the Fund’s businessasos®l in nature, with as much as 40% of
the annual distributable cash being generatedeifidiarth quarter, it is expected that cash

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

Z See discussion under “Non-GAAP Measures” below.
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distributions based on annual cash flows will exicgistributable cash during the first three
quarters and be less than distributable cash ifotivéh quarter

In addition to the seasonal nature of distributaialeh, the Fund’s lower sales and earnings,
as discussed earlier in the “Operating Highliglssttion, contributed to a ratio of
distributions declared to distributable in exceks$@)%. The Fund plans to use credit
facilities to finance the shortfall between distidble cash and distributions declared until
the fourth quarter of 2007.

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

Three Months  Six Months Since
Ended Ended Inception on

June 30,2007 June 30, 2007 May 17, 2005
(unaudited) (unaudited) (unaudited)

Net earnings (loss) for the period (554,670) (1,501,655) 8,660,909
Add: Non-controlling interest (536,195) (1,449,668) 8,339,732
Add: Future income taxes 1,269,160 1,269,160 1,269,160
Add: Interest expense and foreign

exchange 560,622 1,008,472 3,077,702
Add: Amortization of property and

equipment 313,302 608,280 1,844,306
Add: Amortization of intangible assets 328,100 626,100 2,563,100
EBITDA® 1,380,319 560,689 25,754,909

Unitholders’ Equity and Non-controlling Interest

The following table outlines the Fund Units and foomtrolling interest outstanding as of
June 30, 2007 and August 9, 2007.

Non-
Unitholders’  controlling
Units Issue Costs Equity Interest
# $ $ $
Fund Units 6,106,000 4,928,124 50,092,894 -
Special Voting Units 5,901,649 - - -
Non-controlling Interest 5,901,649 - - 54,417,628

On May 17, 2007, 6,944 Exchangeable Units, 4,788&linated Units and 11,733 Special
Voting Units were issued to the Chief Financiali€df as described in Note 9.

% EBITDA refers to earnings before interest, taxtgreciation and amortization. See discussionmunde
“Non-GAAP Measures” below.
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LIQUIDITY AND CAPITAL RESOURCES
Distributable Cash and Cash Distributions

The Fund’s policy is to make stable monthly disitibns to its Unitholders based on its
estimate of distributable cash for the year. # agolicy to pay cash distributions on or
about the 1% of each month to Unitholders of record on the tastiness day of the
previous month.

During the three and six months ended June 30,,286Fund declared distributions of
$0.1875 and $0.4875 per Fund Unit, respectivelyriholders, or $1,144,876 and
$2,976,676 in total.

Credit Facilities

The Fund has established credit facilities withem&lian chartered bank. These credit
facilities consist of a $12.5 million demand revioty operating loan (which is increased to
$20.0 million between the months of August and Dwer, to facilitate the build up of
inventories for the fourth quarter holiday shoppsegison and fund capital expenditures)
and a committed non-revolving term loan to a maximamount of $21.25 million.
Interest on the term loan is charged at the lesdeanadian prime rate or U.S. base rate
plus 0.25% to 1.25% or the bankers’ acceptanceptatel.75% to 2.25%, depending on
the Fund’s senior debt to EBITDA ratio. Interesttbe operating loan will vary between
the lender’s prime rate and the lender’s prime péis 1.00% depending on the Fund’s
ratio of senior debt to EBITDA. As of June 30, Z0821.25 million was outstanding on
the term loan and $7.2 million was outstandingtendperating loan. Under the terms of
the credit facilities, the term loan is requirecb®reduced to $11.25 million by July 31,
2007, which was extended by the lender to Augusf@@7.

On August 9, 2007, the Fund entered into a subateéhloan agreement for $12,000,000,
funded 50% by a third party and 50% by a companyemirby the President and CEO of
the Fund. The principal balance is due after tee@honths but is renewable for an
additional six months at the option of the Funtihe subordinated loan is collateralized by
the second charge on all present and future uridegtand property of the Fund, including
an acknowledged assignment of leases and matenabcts. Interest on the subordinated
loan is charged at 16%, with the Fund’s optionapitalize up to 8.0% per annum.

Debt Covenants

Both the Term Loan and Operating Loan (“Loans”)uieg|the Fund to maintain certain
financial covenants, including a maximum seniortdeliEBITDA ratio of 3.5:1.0 until
December 31, 2007, at which time the ratio redtcé&s0:1.0; a minimum current ratio of
1.5:1.0, a minimum fixed charge coverage ratio.6f1.0 and a minimum EBITDA value
of $5,500,000 on a rolling twelve month basis. tha remainder of 2007, the minimum
fixed charge coverage ratio has been waived bietider. Additionally, the covenants
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limit the Fund’s ability to undertake mergers, asgions, new indebtedness, declare
distributions in excess of distributable cash atietochanges in the business without
approval of the lender. At June 30, 2007, the Ruasd in compliance with the covenants.
The limitation on declaring distributions in excegglistributable cash has been waived by
the lender until December 31, 2007.

The subordinated loan requires the Fund to maim@itain financial covenants, including
a total funded debt to EBITDA ratio of greater tlaf:1.0 until December 31, 2007, at
which point the ratio reduces to 3.75:1.0. Theesagditional restrictive covenants that
limit the Fund’s ability to undertake mergers, asgions, new indebtedness and other
changes in the business without approval of theéden

Capital Expenditures

During the quarter, the Fund acquired $1,328,76@raperty and equipment which was
financed using the operating loan. Of this, $293,&lated to new store openings,
distribution infrastructure and head office capa$938,823 related to the new point-of-
sale and inventory management system and the ramg&i@2,064 related to capital
expenditures at existing stores and warehousesrftemance capital expenditures”).

The Belleville, Ontario store opened in May and $aenia, Ontario store opened in June.
Leases have been finalized for Peterborough anghéry Ontario. Both stores are
scheduled to open at the end of the third quant@0D7. As discussed above, the Fund has
credit facilities available to finance these angeotgrowth related capital expenditures
planned for the remainder of 2007.

Interest Rate Risk and Sensitivity

The Fund’s long-term debt bears interest with flaatates, thus exposing the Fund to
interest rate fluctuations. A 1.0% increase ieliest rates would have an impact of
$284,000 annually ($71,000 during the quarter)istridutable cash based on $28.4
million of debt outstanding at June 30, 2007.

Contractual Obligations

The table below sets forth the contractual oblayatiof the Fund as of June 30, 2007, due
in the years indicated which relate to various psesoperating leases and the $21.25
million outstanding on the term loan, with $10.0limh due on August 13, 2007 and the
remainder that matures on May 16, 2008.

2012 and
(unaudited) Total 2007 2008 2009 2010 2011 thereafter
Operating
Leases 26,453,621 2,456,412 4,949,907 4,531,2373,588,672 2,851,136 8,076,257
Term loan 21,250,000 10,000,000 11,250,000 - - - -

Total 47,703,621 12,456,41216,199,907 4,531,2373,588,672 2,851,136 8,076,257
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Summary of Quarterly Results (unaudited)

2007 2006 2005
Q2 Q1 Q4 Q3 Q2 Q1 Q4 Q3

Sales 29,519,18423,657,656 42,339,077 25,960,0727,822,87 20,671,865 36,436,104 20,775,101
Net (loss) (554,670) (946,985) 1,745,044 1,108,744 1,601,83; 723,545 3,062,775 1,173,328
earnings

Basic and

diluted

(loss)

earnings

per unit (0.09) (0.16) 0.29 0.18 0.2¢ 0.12 0.50 0.19

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.
Critical Accounting Estimates

Goodwill

Goodwill is not amortized, but is tested for impaent annually or more frequently if
circumstances indicate a potential impairment. dsob 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 asulting 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 te@iriory 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.pttssible that materially different results
would be reported using different assumptions loaication methods.
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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 othwairt as noted below. Management will
continue to monitor and assess the impact of adogupronouncements on the financial
statements of the Fund as they become available.

Accounting policy changes

() On January 1, 2007, the Fund adopted the following recommendations of the
Canadian I nstitute of Chartered Accountants (" CICA") Handbook:

Section 3855: Financial Instruments — Recognitiod &easurement

This Section describes the standards for recogneam measuring financial assets,
financial liabilities and non-financial derivative3 he adoption of these new standards
has had no material impact on the consolidatechilz statements.

Section 1530: Comprehensive Income

This Section describes how to report and discloseprehensive income and its
components. Comprehensive income is the chandeiRund’s net assets that result
from transactions, events or circumstances fromcesuother than the Fund’s
Unitholders.

Section 3865: Hedges
This Section establishes standards for when andhealge accounting, which is
optional, may be applied.

As the Fund does not used hedge accounting, thetiadaf these new standards has
had no impact on the consolidated financial stateme

(b) Section 1506: Accounting Changes
This standard establishes criteria for changingaetng policies, together with the

accounting treatment and disclosure of changesdaumting policies and estimates,
and correction of errors.
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Prior to June 12, 2007, income tax obligationstiedgto distributions from the Fund
were obligations of the Unitholders and, accordmgb provision for income taxes had
been made in respect of the income of the Fundie&sribed in note 5, the Fund will
recognize future income tax in the quarter ende BO, 2007 as a result of new tax
legislation substantively enacted on June 12, 280d fully enacted on June 22, 2007.
Current income tax will not be recognized untileantax on the Fund is effective on
January 1, 2011 (or earlier if the Fund experiemeere than “normal growth” or
experiences “undue expansion). Future income tsetaiand liabilities are recorded on
the difference between the accounting and tax ledsissets and liabilities based on
substantively enacted tax laws and rates for tddrences that are expected to
reverse after January 1, 2011.

The amount of future income tax assets recogngéthited to the amount that is more
likely than not to be realized.

(c) Future Accounting Changes

In December 2006, the CICA issued three accourstiagdards: Section 1535, Capital
Disclosures, Section 3862, Financial Instrumemsselosures and Section 3863,
Financial Instruments - Presentation. These nemdarals will be effective for the Fund
on January 1, 2008.

Section 1535: Capital Disclosures

This new standard established disclosure requiresyamcerning capital such as:
qualitative information about its objectives, p@ikand processes for managing capital;
quantitative data about what it regards as capitiaéther it has complied with any
externally imposed capital requirements and, if tiee consequences of such non-
compliance. The Fund is presently evaluating theaich of this new standard.

Section 3862: Financial Instruments - Disclosures &ection 3863: Financial
Instruments - Presentation

These new standards replace Section 3861, Findnstalments - Disclosure and
Presentation, revising and enhancing its disclosegairements, and carrying forward
unchanged its presentation requirements. The FRupcesently evaluating the impact of
these new standards

In June 2007, the CICA issued the following accounstandard: Section 3031,
Inventories.

This new standard provides guidance in determithiegcost of inventory and its
subsequent recognition as an expense. The staisdeffdctive for fiscal periods beginning
on or after January 1, 2008 and requires the retix@aapplication to prior period financial
statements. The Fund is presently evaluating tipaatof this new standard.
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Transactions with Related Parties

During the three and six month periods ended JOn@@7, there were no related party
transactions.

Subsequent to June 30, 2007, the Fund entered subordinated loan agreement for
$12,000,000, funded 50% by a third party and 50% bgmpany owned by the President
and CEO of the Fund. See “Credit Facilities” abforefurther details regarding this
agreement.

Outlook

Significant progress has been made on the conveodiour new point-of-sale and

inventory management system, with a continued tatge of completion by the end of the
third quarter. We will continue to experience aegsed sales, higher freight expenses, and
labour inefficiencies until the new point-of-saledanventory system is fully functioning.
We believe that the new system will not only alggithe inefficiencies we are currently
experiencing, but provide opportunities for furtieperational enhancements in our stores
and distribution centres.

Additional Information

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

Non-GAAP Measures

References to “EBITDA” are to earnings before iagtrincome taxes, depreciation and
amortization and references to “distributable camifg’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 in accordance WAAR for distribution before debt
service, changes in working capital, capital expteinels and income taxes. Distributable
cash of the Fund is a measure generally used hyepaed trusts as an indicator of
financial performance. As one of the factors thaly be considered relevant by
prospective investors is the cash distributed leyRhind relative to the price of the Units,
management believes that distributable cash oftimel is a useful supplemental measure
that may assist prospective investors in assessingvestment in the Fund.

Earnings from operations disclosure under “Secoundrt@r Operating Results” and “Year-
to-date Operating Results” has been calculatediding interest expense, foreign
exchange loss, amortization of property and equigirard intangible assets, unit-based
compensation, future income taxes and non-comiplhterest to net earnings for the
period. As one of the factors that may be considieelevant by prospective investors is
earnings (loss) from operations of the Fund re¢atovthe price of the Units, management
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believes that earnings (loss) from operations effand is a useful supplemental measure
that may assist prospective investors in assessingvestment in the Fund.

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 castwlf 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.

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 rigggiite reliability of financial reporting
and the preparation of the financial statement&kboernal purposes in accordance with
GAAP. There have been no changes in the Fundsnal controls over financial
reporting that occurred during the three monthqueended June 30, 2007 that have
materially affected, or are reasonably likely totenglly affect, the Fund'’s internal
controls over financial reporting.

RISK FACTORS

The Fund’s results of operations, business prospgeancial condition, cash distributions
to unitholders and the trading price of the Fundifs 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; thiétg to source products in adequate
quantities and on acceptable terms; changes iddrand consumer tastes; economic
conditions and consumer spending; the succes®dfuhd’s marketing efforts and
increased marketing expenditures; competitionanele on centralized distribution centres;
freight costs; ability to maintain comparable steaées; seasonality and fluctuations in
quarterly results; reliance on management inforomasiystems; increase in the cost of, or
disruption in the flow of, imported products; sussfll management of exposure to
merchandise returns; foreign exchange fluctuatioasts and availability of insurance
coverage; protection of intellectual property; aatie on key personnel; labour matters,
including increased labour costs and labour shegtagbsence of history as a public
company; dependence on external funding sourcegpamental regulation; uncertainties
arising from world events; property taxes; the Fsiggpendence on its operating
subsidiaries; the unpredictability and volatilititbe 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 thedruimits; leverage and restrictive
covenants; restrictions on potential growth; charigencome tax legislation and other tax
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related risks; future sales of Fund Units from $req; 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 unith@dad the liquidity of Fund Units. For a
discussion of these risks and other risks assatuwifh 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 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, jpiéstions or expectations upon which
these forward-looking statements are based willnc&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-loglstatements 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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