Corporate Profile

Shoppers Drug Mart Corporation is the licensor of full-service retail drug stores
operating under the name Shoppers Drug Mart® (Pharmaprix® in Québec).

The Company was founded in 1962 by Toronto pharmacist Murray Koffler, who believed that it was possible to build

a national organization of pharmacies without sacrificing the personalized service of the local community pharmacist.
This vision is the cornerstone of the Shoppers Drug Mart/Pharmaprix Associate Concept and has helped build a brand
that is synonymous with exceptional service, value and trust. Today, there are more than 915 Shoppers Drug Mart/
Pharmaprix retail drug stores owned and operated by the Company’s licensed Associates, incorporating a strong sense
of pride, accountability and community spirit at each location.

With fiscal 2004 system sales of $6.5 billion, the Company is the leading player in Canada’s retail drug store
marketplace and is the number one provider of pharmacy products and services. The Company’s licensed drug stores
are located in prime locations in each province and two territories, making Shoppers Drug Mart/Pharmaprix stores
among the most convenient retail outlets in Canada. In addition, the Company owns and operates 49 Shoppers
Home Health Care® stores, making it the largest Canadian retailer of home health care products and services.
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This discussion of the consolidated financial condition and results of operations of the Company
contains forward-looking statements regarding, among other things, the Company’s beliefs, plans,
objectives, strategies, estimates, intentions and expectations, including as they relate to its operating
and financial results, capital expenditures and the ability to execute on its operating, investing and
financing strategies. These forward-looking statements are based on certain assumptions by
management, certain of which are set out herein. Inherent in these forward-looking statements are
known and unknown risks, uncertainties and other factors beyond the Company’s ability to control or
predict. Actual results or developments may differ materially from those contemplated by these
statements depending on, among others, such factors as changes in the business and economic
conditions, changes in the regulatory environment as it relates to the sale of prescription drugs, the
ability to attract and retain pharmacists, competition from other retailers, fluctuations in interest rates,
certain property and casualty risks and the accuracy of management’s assumptions. This list is not
exhaustive of the factors that may affect any of the Company’s forward-looking statements. Investors
and others should carefully consider these and other factors and not place undue reliance on these
forward-looking statements. Further information regarding these and other factors is included in the
Company’s public filings with provincial securities regulatory authorities. The forward-looking
statements contained in this discussion of the consolidated financial condition and results of operations
of the Company represent the Company’s views only as of the date hereof. While the Company
anticipates that subsequent events and developments may cause the Company’s views to change,

the Company does not undertake to update any forward-looking statements.

Additional information about the Company, including the Annual Information Form, can be found on

the Canadian Securities Administrators’ website at www.sedar.com.

The Company is the licensor of full service retail drug stores operating under the name Shoppers Drug
Mart® (Pharmaprix® in Québec). As at January 1, 2005, there were 915 Shoppers Drug
Mart/Pharmaprix retail drug stores owned and operated by the Company’s licensees (“Associates”).
An Associate is a pharmacist-owner of a corporation that is licensed to operate a retail drug store at
a specific location using the Company’s trademarks. The Company’s licensed stores are located in
prime locations in each province and two territories, making Shoppers Drug Mart/Pharmaprix stores

among the most convenient retail outlets in Canada.

In addition, the Company owns and operates 49 Shoppers Home Health Care® stores, making it the

largest Canadian retailer of home health care products and services.
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The Company earns revenue from selling products and charging for services rendered to its network
of Associate-owned drug stores and from sales at its Shoppers Home Health Care® stores. These

activities are described below.

Distribution
A significant portion of the Company’s revenue is generated from the sale of goods to Associate-owned
drug stores. In 2004, 83% of all merchandise sold in Associate-owned drug stores was purchased

from the Company’s distribution centres, a penetration rate that is unchanged from the prior year.

Associate Operations

The Company also earns revenue from its licensing arrangements with Associates. Under the licensing
arrangement, the Company provides the capital and financial support to enable Associates to operate
Shoppers Drug Mart stores without any initial investment. The Company also provides a package of
services to facilitate the growth and profitability of each Associate’s business. These services include
the use of trademarks, operational support, marketing and advertising, purchasing and distribution,
information technology and accounting. In return for being provided with these and other services,
Associates pay fees to the Company. Fixtures, leasehold improvements and equipment are purchased
by the Company and leased to Associates over three, five and ten-year periods, with title retained by
the Company. The Company also provides its Associates with assistance in meeting their working capital
and long-term financing requirements through the provision of loans and loan guarantees. In addition,
the Company also provides a standby letter of credit to an independent trust which provides additional
financing to Associates to facilitate their purchase of inventory and to fund their working capital

requirements. (See notes 5 and 13 to the consolidated audited financial statements of the Company.)

Under the licensing arrangement, the Company receives a substantial share of Associate store profits.
The Company’s share of Associate store profits is reflective of its investment in, and commitment to,
the operations of the Associates’ stores. The Company recognizes its share of Associate store profits

throughout the year by way of a service fee that is based on store profitability.

The Company operates in Québec under the Pharmaprix® trade name. Under Québec law, profits
generated from the prescription area or dispensary may only be earned by a pharmacist or a
corporation controlled by a pharmacist. As a result of these restrictions, the license agreement used
for Québec Associates differs from the Associate agreement used in other provinces. Pharmaprix®
stores and their Associates benefit from the same infrastructure and support provided to all other

Shoppers Drug Mart® stores and Associates.

Shoppers Home Health Care®
The Company earns revenue from its 49 Shoppers Home Health Care® stores. These stores sell

medical equipment and assisted-living devices to institutional and retail customers.
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The Company’s business strategies are designed to drive system sales growth, maximize gross margin
dollars and operating cash flow, leverage cost reduction opportunities and build customer loyalty. The
Company believes that proper execution of its strategies will strengthen its position as the licensor of
Canada’s leading drug store group, thereby generating increased revenue and profitability, and will

continue to provide superior returns to its shareholders.

The Company believes that it is well positioned to continue to capitalize on the projected growth in the
retail drug store industry given its strong brand recognition, focus on pharmacy, health care and beauty
products and services, convenient locations and the dedication of its Associate-owners. The demographic
trends of the aging Canadian population are expected to fuel continued strong growth in the pharmacy
and beauty categories. The Company intends to build upon its leadership position in pharmacy by
investing in technology and, more importantly, in the recruitment, training and retention of pharmacists.
The Company believes that its primary focus on pharmacy products and services will continue to drive
customer traffic and provide profitable growth in its beauty and other front store categories. The Company
expects that front store sales growth will also be driven by improved merchandising, a continued focus

on operational excellence and through the introduction of new products and services.

The Company is reliant on prescription drug sales for a significant and growing portion of its revenues
and profits. Prescription drug sales are subject to numerous federal, provincial, territorial and local laws
and regulations governing the packaging, disposal, sale, marketing, advertising, handling, distribution
and dispensing of pharmaceuticals, as well as the approval of new drugs. Non-compliance with or
amendments to any such laws or regulations, particularly those that provide for the licensing and conduct
of pharmacists, the regulation and ownership of pharmacies and the advertising of pharmacies and
prescription services, could result in civil regulatory proceedings, fines, injunctions, recalls or seizures,
any of which may have a material adverse effect on the Company’s financial performance. In addition,
the Company may incur significant costs in the course of complying with any changes in the regulatory
regime affecting prescription drugs. Sales of prescription drugs may be affected by changes in the health
care industry, including changes to programs providing for reimbursement of the cost of prescription
drugs by third-party payers, such as government and private sources. Federal or provincial legislative
changes affecting prescription drug coverage, allowable mark-ups to the cost of a drug, or to professional

or dispensing fees, could also affect the Company’s sales and profitability.

Provincial governments have implemented a number of measures directed towards managing
pharmacy services and there are ongoing discussions regarding controlling increasing drug costs.
Based on these discussions, the Company believes that there is continued interest by governments
in pharmacy services playing an expanded role in the delivery of health care services to Canadians.
Examples of this include continuing discussions in Alberta and Québec to consider providing

pharmacists with enhanced professional responsibilities, as well as involvement in public safety and
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immunization programs in Ontario. The Company is an active proponent of pharmacy playing an
expanded role and believes that properly managed pharmacy services are part of the solution for
controlling rising health care costs. Accordingly, as a means to managing this risk, the Company has
implemented a proactive government relations program in order to build awareness of pharmacy

issues and influence the policy-making process.

Certain third-party payers, such as corporate employers and/or their insurers, continue to seek ways
to manage the cost of their drug programs. While traditional cost control mechanisms such as the
capping of dispensing fees and the sharing of costs with employees are still in use, the Company
believes that corporate employers are becoming more aware of the beneficial role that pharmacy can
play in improving the health of their employees. The Company’s approach to this issue is to
demonstrate to employers and/or their insurers that properly managed pharmacy services result in a
workforce that is better educated about the importance of disease management and health and
wellness, which in turn provides savings to employers in areas such as absenteeism and long-term

disability, while increasing productivity.

The Company faces competition from many retailers in the front store merchandise and non-
prescription drug categories. The Company’s competitors in the retail pharmacy business include
independent operators, banner groups, retail chains, mass merchandisers and larger supermarket
chains with combination food/drug retail operations. These competitors may reduce prices in front store
merchandise or reduce dispensing fees to increase market share, which could have an adverse impact

on the Company’s earnings.

The Company believes that it is well positioned to compete against drug store chains, as well as
supermarkets, mass merchandisers and independent drug stores, by concentrating on providing high
levels of professional service and focusing on improving patient self-management and outcomes.
While mass merchandisers compete aggressively on price, the Company believes that consumers will
pay a small premium for its value-added pharmacy services, such as patient counselling and disease
management clinics, and will be attracted by its convenient locations, extended hours of service and

broad selection of health, beauty and everyday household essentials.

Due to the fragmented nature of the Canadian retail drug store industry, the Company believes that
it is well positioned to capitalize on consolidation opportunities, given its strong cash flow and balance
sheet. The Company intends to continue making significant investments in its store network,
particularly by replacing its smaller format stores with larger stores and by opening new stores. The
Company plans to allocate approximately $270 million to capital expenditures in 2005, which will be

funded entirely from internally generated cash flow.
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financing costs related to the termination and successful refinancing of the Company’s previously
existing credit facilities. In conjunction with this refinancing, the Company also incurred a charge of
$1 million to exit all of its currency derivative agreements at that time. (See notes 3 and 9 to the
consolidated audited financial statements of the Company.) Excluding the impact of these charges
from the prior year’s results, fourth quarter interest expense decreased by 27.2%. This decrease can

be primarily attributed to reduced levels of debt, combined with lower costs of funding.

Interest expense for the fourth quarter of the current and prior year includes an amount of $1 million

for the amortization of deferred financing costs.

Income Taxes
The Company’s effective income tax rate in the fourth quarter was 35.0% compared to 36.5% in the
same period last year. The decrease in the effective tax rate can be largely attributed to a reduction

in statutory rates in certain jurisdictions.

Net Earnings

Fourth quarter net earnings were $85 million compared to $67 million in 2003, an increase of
$18 million or 26.9%. On a diluted basis, net earnings per share were $0.40 in the fourth quarter
compared to $0.31 in the same period last year. As referenced above, the comparative prior year
results included certain charges related to the Company’s successful refinancing of its credit facilities
in the fourth quarter of last year. Excluding the impact of these charges and the benefit of the extra

week from the prior year’s results, fourth quarter net earnings increased by approximately 20%.

Financial Position
The Company continued to strengthen its solid financial position in 2004. The following table provides
a summary of certain information with respect to the Company’s financial position at the end of the

periods indicated.

($000's) 2003
Cash $ - 3 (8,813)
Bank indebtedness 7,801 -
Commercial paper 105,000 170,000
Current portion of long-term debt 25,000 -
Long-term debt 554,943 650,000
Net debt 692,744 811,187
Shareholders’ equity” 2,157,303 1,830,034
Total capitalization $ 2,850,047 $ 2,641,221
Net debt:Shareholders’ equity 0.32:1 0.44:1
Net debt:Total capitalization 0.24:1 0.31:1
Net debt:EBITDA 1.09:1 1.43:1

EBITDA:Cash interest expense®? 14.15:1 9.07:1

U Reflects the impact of the implementation and retroactive application of EIC-144. (See discussion under “New Accounting Pi ts” in this M; t's Di ion and
Analysis and in note 2 to the accompanying consolidated audited financial statements of the Company.)
@ Gash interest expense excludes the write-off of deferred financing costs and the amortization of deferred financing costs.
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Liquidity and Capital Resources

The Company has three principal sources of short-term liquidity: (i) cash provided by operating activities;
(i) cash available from a committed $250 million revolving bank credit facility maturing February 2,
2007; and (iii) up to $300 million in availability under its commercial paper program, less what is
currently issued. The Company’s commercial paper program is rated R-1 (low) by Dominion Bond
Rating Service. In the event that the Company is unable to maintain this rating, the program is supported
by a $300 million 364-day extendible revolving bank credit facility. The Company does not currently

foresee any reasonable circumstances under which this credit rating would not be maintained.

The Company has obtained its long-term financing from the following sources: (i) a $275 million
(2003 — $350 million) non-revolving bank credit facility maturing January 26, 2007; and (ii) through
the issuance of $300 million of medium-term notes maturing October 24, 2008, which bear interest
at a fixed rate of 4.97% per annum (the “Notes”). The Notes were issued pursuant to a short form
base shelf prospectus dated October 10, 2003 (the “Prospectus”), as supplemented by a pricing
supplement dated October 20, 2003, and filed by the Company with Canadian securities regulators
in all of the provinces of Canada. The Prospectus qualifies the distribution of medium-term notes of
the Company having an aggregate principal amount of up to $500 million at any time and from time
to time during the 25 month period following the date of its filing. The Notes were assigned ratings of

A (low) from Dominion Bond Rating Service and BBB from Standard & Poor’s.

The Company’s operating and investing activities are typically financed by cash flow generated from its
operations. In 2004, operating activities net of investing activities generated cash flow of $109 million
compared to $128 million in 2003. At January 1, 2005, $31 million of the Company’s $250 million
revolving credit facility was utilized, including drawings of $26 million in respect of letters of credit and
trade finance guarantees. At the end of the prior year, $9 million of this facility was utilized, all in respect
of letters of credit and trade finance guarantees. At January 1, 2005, the Company had $105 million of
commercial paper issued and outstanding under its commercial paper program compared to $170 million

at the end of the prior year. (See note 9 to the consolidated audited financial statements of the Company.)

Operating Activities
Cash flows from operating activities were $377 million in 2004 compared to $364 million in 2003, an
increase of $13 million or 3.6%. This increase is primarily due to an increase in year-over-year net

earnings, which was largely offset by an increased investment in non-cash working capital.

Investing Activities

Cash flows used in investing activities were $269 million in 2004 compared to $236 million in 2003,
an increase of $33 million or 13.9%. Of these totals, capital asset expenditures amounted to
$199 million in 2004 compared to $161 million in 2003, reflecting the Company’s stepped-up capital
investment and store revitalization program. In 2004, approximately 76% of the amount invested in

capital assets was allocated to the store network, compared to 82% in the prior year. In 2004, the
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Company also increased its investment in other capital projects, such as distribution facilities, in order
to support future growth in the business and expansion of the store network. During 2004, the
Company invested $22 million in business acquisitions compared to $18 million in the prior year, as

it continues to pursue attractive opportunities in the marketplace.

In 2004, the Company also invested a net amount of $47 million in long-term receivables and notes
receivable from Associates compared to a $58 million investment in long-term receivables in 2003. This
increase reflects the amount of additional financial support the Company provided to Associates as it
expanded the store network, opened more large format stores and continued to introduce new
merchandising programs to its network of Associate-owned drug stores. The Company has arranged for
its Associates to refinance a portion of these long-term receivables through an independent trust in the
first quarter of 2005. As a result, the Company has reclassified $178 million of long-term notes receivable

to notes receivable from Associates, which are current assets.

During 2004, 80 new drug stores were opened or acquired, 33 of which were relocations, two drug
stores were closed and 43 drug stores were expanded and/or renovated. The Company also opened
five new home health care stores in 2004, four of which were relocations, and renovated one store.
At the end of 2004 there were 964 stores in the system, comprised of 915 drug stores and 49 home
health care stores. Drug store selling square footage increased 10.9% during 2004 to in excess of

7 million square feet at year end.

The following table provides a summary of the Company'’s store network, and changes thereto, for the

periods indicated.

2003

Drug Stores Total Stores Drug Stores Total Stores

Store count — beginning of year 870 918 844 890
Stores opened 47 48 32 34
Stores closed 2 2 6 6
Store count — end of year 915 964 870 918
Stores relocated 33 37 26 30
Stores renovated/expanded 43 44 41 46

Financing Activities

During 2004, the Company reduced the amount of its net debt outstanding by $118 million compared
to $127 million in the prior year. This was accomplished by reducing the amount of commercial paper
issued and outstanding under its commercial paper program by $65 million and by repaying
$75 million of non-revolving bank term debt. These repayments were partially offset by drawings of

$5 million under its revolving bank credit facility and by a $17 million decrease in cash.
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During the fourth quarter of 2004, the Company arranged for its Associates to obtain additional financing
from an independent trust (the “Trust”) that was created to provide loans to facilitate their purchase of
inventory and fund their working capital requirements. The Trust’s activities are financed through the
issuance of short-term, asset-backed notes to third-party investors. At January 1, 2005, the total amount
of loans outstanding from the Trust to the Company’s Associates was $198 million. The Company has
arranged for a standby letter of credit for the benefit of the Trust from a syndicate of banks that is equal
to approximately 10% of the aggregate principal amount of the loans, or $21 million, as a form of credit
enhancement which, in turn, enables the Trust to provide favourable financing terms to the Company’s

Associates. (See note 13 to the consolidated audited financial statements of the Company.)

If at any time the Trust’s cost of borrowing and applicable fees are greater than the interest rate charged
to Associates on their loans, the Trust has the right to request payment from the Company for any
shortfall. In the opinion of the Company’s management, the Company is unlikely to have to make
any such payment as it is involved in setting the rate that Associates are charged on their loans. In the
event that an Associate defaults on a loan from the Trust, the Company has the right to purchase the
Associate’s loan from the Trust, at which time the Company is assigned the Associate’s loan agreement
and related security documentation provided to the Trust. The assignment of this documentation would
provide the Company with first priority security over the Associate’s inventory, subject to certain prior
ranking statutory claims. The Company expects that the net proceeds from secured assets would cover
any payments made to purchase a defaulted loan from the Trust, including any related expenses, as it
is involved in setting the amount borrowed from the Trust by its Associates. In the event that the Company
does not elect to purchase a defaulted loan from the Trust, the Trust may draw upon the standby letter
of credit or realize on its security. If the Trust draws against the standby letter of credit, the Company

has agreed to reimburse the issuing syndicate of banks for the amount so drawn.

In conjunction with arranging for Associates to obtain additional financing from the Trust, the Company
reduced, by $189 million, its guarantees to various Canadian chartered banks that it provides to
support Associate loans. At January 1, 2005, the Company’s maximum obligation in respect of such
guarantees was $350 million compared to $539 million at the end of the third quarter and $449 million
at the end of the prior year. At January 1, 2005, an aggregate amount of $285 miillion in available lines
of credit had been allocated to Associates by the various banks compared to $449 million at the end
of the previous quarter and $413 million at the end of the prior year. As at January 1, 2005, Associates
had drawn an aggregate amount of $185 million against these available lines of credit compared to
$395 million at the end of the third quarter and $355 million at the end of the prior year. As recourse
in the event that any payments are made under the guarantees, the Company holds a security interest
on all assets of Associate-owned stores, excluding inventory. As the Company is involved in allocating
the available lines of credit to its Associates, it estimates that the net proceeds from secured assets
would exceed the amount of any payments required in respect of the guarantees. (See note 13 to the

consolidated audited financial statements of the Company.)
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Future Liquidity

The Company believes that its current credit facilities and commercial paper program, together with
cash generated from operating activities, will be sufficient to fund its operations, investing activities
and commitments for the foreseeable future. The Company does not foresee any difficulty in obtaining

long-term financing given its current credit ratings and past experiences in the capital markets.
The following table provides a summary of the Company’s credit ratings at the end of 2004

Standard  Dominion Bond
& Poor's  Rating Service

Corporate credit rating BBB A (low)
Medium-term notes BBB A (low)
Commercial paper - R-1 (low)

Contractual Obligations
The following table provides a summary of the maturity periods of the Company’s contractual
obligations as at the end of 2004:

Payments due  Payments due Obligations
Payments due in 2006 in 2008  Payments due with no fixed
($000's) during 2005 and 2007 and 2009 after 2009 maturity Total
Term facility $ 25,000 $ 250,000 $ - $ - $ - $ 275,000
Medium-term
notes - - 300,000 - - 300,000
Other long-term
liabilities” - - - - 12,465 12,465
Operating leases?” 193,428 384,168 325,015 926,623 - 1,829,234
Total $ 218428 $ 634,168 $ 625015 $ 926623 $ 12,465 $ 2,416,699

U Relates primarily to pension obligations. (See note 10 to the consolidated audited financial statements of the Company.)
@ Represents the minimum lease payments under long-term leases for store locations and office space as at January 1, 2005. (See note 13 to the consolidated audited financial
statements of the Company.)

In the normal course of business, the Company enters into significant commitments for the purchase
of goods and services, such as the purchase of inventory or capital assets, most of which are short-
term in nature and are settled under normal trade terms. In addition, the Company has entered into
an agreement with a third party to provide distribution services to the Company’s locations to
December 31, 2006. Under the terms of the distribution services agreement, the third party will
charge the Company specified costs incurred to provide the distribution services, plus an annual
management fee. During 2004 the Company entered into a five-year agreement to outsource certain
information services activities from a third party. The Company has committed to average annual

payments of approximately $7 million over the term of the agreement.
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Exposure to Interest Rate Fluctuations
The Company is exposed to fluctuations in interest rates by virtue of its borrowings under its bank credit
facilities and commercial paper program. Increases in interest rates will have an adverse effect on the

earnings of the Company.

The Company uses interest rate derivatives to manage its exposure to fluctuations in interest rates.

(See note 2 to the consolidated audited financial statements of the Company.)

The Company has entered into interest rate derivative agreements converting an aggregate notional
principal amount of $350 million of floating rate debt into fixed rate debt. The fixed rates payable by
the Company under these agreements range from 6.07% to 6.10%. These agreements mature on

April 14, 2005. (See note 14 to the consolidated audited financial statements of the Company.)

Changes in the underlying interest rates of the Company’s interest rate derivative agreements will result
in market gains and losses. Furthermore, the Company may be exposed to losses should any
counterparty to its derivative agreements fail to fulfil its obligations. The Company has sought to minimize

counterparty risk by transacting with counterparties that are large international financial institutions.

Guarantees

As mentioned above, during the fourth quarter of 2004, the Company arranged for its Associates to
obtain additional financing from an independent trust (the “Trust”) that was created to provide loans
to facilitate their purchase of inventory and fund their working capital requirements. For a full
discussion of the Company’s guarantees related to the Trust’s activities and its loans to Associates,

please see the discussion on “Financing Activities” under “Liquidity and Capital Resources”.

The Company has also provided guarantees to various Canadian chartered banks that support
Associate loans. As mentioned above, in conjunction with arranging for its Associates to obtain
additional financing from the Trust, the Company reduced its maximum obligation in respect of these
guarantees to $350 million at January 1, 2005. For a full discussion of the Company’s guarantees
related to these Associate loans, please also refer to the discussion on “Financing Activities” under

“Liquidity and Capital Resources”.

During the first half of 2004, the Company incurred management fees and expenses of $0.6 million
to certain shareholders who collectively held a maximum of approximately 25.5% of the common
shares of the Company during this period. The agreements with these shareholders, which called for
payments to them of fees and expenses in respect of certain management and administrative services

provided by them to the Company, were terminated effective April 6, 2004. In addition, these
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shareholders had certain rights and obligations under a shareholders’ agreement dated October 24,
2001, as amended (the “Shareholders’ Agreement”). These shareholders entered into a termination
agreement dated March 25, 2004, which terminated the Shareholders’ Agreement effective April 6,
2004. Accordingly, these shareholders are no longer required to vote their remaining common shares,
if any, in accordance with the Shareholders’ Agreement and their rights and obligations in respect of

the appointment of the Company’s directors have ceased.

The Company had 211,774,972 common shares outstanding at March 8, 2005. As at this same date,
the Company had options outstanding to acquire 5,993,808 of its common shares that were issued

pursuant to its stock-based incentive plans, of which 4,009,563 were exercisable.

The Company’s consolidated financial statements are prepared in accordance with Canadian generally
accepted accounting principles, which require management to make certain estimates, judgments
and assumptions that affect the reported amounts of assets, liabilities and disclosure of contingent
assets and liabilities at the date of the consolidated financial statements and the reported amount of
revenues and expenses during the reporting period. The Company bases its estimates, judgments and
assumptions on historical experience, current trends and other factors that management believes to
be important at the time the consolidated financial statements are prepared. The Company reviews
its accounting policies and how they are applied on a regular basis. While the Company believes that
the historical experience, current trends and other factors considered support the preparation of its
consolidated financial statements in accordance with Canadian generally accepted accounting

principles, actual results could differ from its estimates and such differences could be material.

The Company’s significant accounting policies are discussed in note 2 to the consolidated audited
financial statements of the Company. The following accounting policies include a higher degree of

judgment and/or complexity and, accordingly, are considered to be critical accounting policies.

Revenue Recognition

As stated in the Company’s revenue recognition policy, the Company recognizes its share of Associate
store profits throughout the year by way of a service fee that is based on store profitability. (See note 2
to the consolidated audited financial statements of the Company.) Included in the determination of
store profitability is an estimation of the value of inventory at the store level, which reflects an estimate
in respect of inventory losses. Judgment is used to estimate the inventory losses that have occurred
in the period between physical inventory counts. The inventory loss estimate is based on several
factors, primarily historical experience. Should actual experience differ, store profitability and the

Company’s revenue will change.
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Income Taxes

The Company accounts for income taxes using the liability method of accounting. Under the liability
method, future income tax assets and liabilities are determined based on differences between the
carrying amounts of balance sheet items and their corresponding tax values. The determination of
the income tax provision requires management to interpret regulatory requirements and to make
certain judgments. While income tax filings are subject to audits and reassessments, management
believes that adequate provision has been made for all income tax obligations. Changes in the
interpretations or judgments, however, may result in an increase or decrease in the Company’s income

tax provision in the future. The amount of such increase or decrease cannot be reasonably estimated.

Accounting by a Customer (Including a Reseller) for Certain Consideration Received from a Vendor

In January 2004, the Emerging Issues Committee (the “EIC”) of the Canadian Institute of Chartered
Accountants (the “CICA”) issued EIC-144, “Accounting by a Customer (Including a Reseller) for
Certain Consideration Received from a Vendor” (the “EIC Abstract”). The EIC Abstract requires a
customer to record cash consideration received from a vendor as a reduction in the price of the
vendor’s products and reflect it as a reduction to cost of goods sold and related inventory when
recognized in the income statement and balance sheet. Certain exceptions apply where the cash
consideration received is either a reimbursement of incremental selling costs incurred by the reseller,
or is a payment for assets or services delivered to the vendor. The EIC Abstract must be applied

retroactively for annual and interim periods ending after August 15, 2004.

The Company receives allowances from certain of its merchandise vendors, which it records as a
reduction to cost of goods sold. This new guidance has changed the timing of recognition of some vendor
allowances. The Company chose to adopt the requirements of the EIC Abstract in the first quarter of
2004, with retroactive application to its comparative results for the prior year. The impact of the
retroactive application of the EIC Abstract on the Company'’s results for fiscal 2003 is a decrease in net

earnings of $1 million. (See note 2 to the consolidated audited financial statements of the Company.)

Consolidation of Variable Interest Entities

In June 2003, the CICA issued Accounting Guideline 15, “Consolidation of Variable Interest Entities”
(“AcG-15"), requiring the consolidation of variable interest entities (“VIES”). In September 2003, the
Accounting Standards Board of the CICA delayed the effective date of the implementation of AcG-15
until annual and interim periods beginning on or after November 1, 2004. A VIE is any type of legal
structure in which control is determined through contractual or other financial arrangements, as

opposed to traditional voting rights, if certain conditions exist.
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The Company has determined that the individual Associate-owned stores that comprise the Company’s
store network are deemed to be VIEs and are, therefore, subject to consolidation by the Company.
Accordingly, the Company will adopt AcG-15 in the first quarter of fiscal 2005, with retroactive application
to its comparative results for the prior year. In conjunction with the adoption of AcG-15, there are certain
non-cash, timing-related adjustments that will be reflected in the Company’s fiscal 2004 financial
position, cash flows and results of operations, as restated for comparative purposes. As the Associate-
owned stores remain separate legal entities, consolidation of the Associate-owned stores will have no

impact on the underlying risks facing the Company.

Under AcG-15, the Company’s consolidated balance sheet will include in assets the inventory and
third-party receivables of the Associate-owned stores and the Company’s liabilities will reflect the
inclusion of third-party debt and trade payables that are the legal obligations of the Associate-owned
corporations. Associate equity in their corporations will be shown on the consolidated balance sheet

of the Company as minority interest.

Under AcG-15, the Company will include the results of operations of its Associate-owned store network
in its consolidated statement of earnings. Accordingly, system sales, which represent the combined
sales to external customers of the retail drug stores owned by Associates and of the home health care
stores owned by the Company, will be reported as revenue and Associate earnings will be included
in operating expenses. The latter change will result in the Company recognizing a lower share of
Associate-owned store profits in the first three quarters of the year and a larger share in the fourth
quarter. This change is due to the fact that the Company will no longer recognize its share of Associate-
owned store profits throughout the year by way of a service fee, calculated as a percentage of sales,
which is based on annual estimated store profitability. On a full year basis, the adoption of AcG-15

will have no impact on the Company’s share of Associate-owned store profits.

As noted above, the Company adopted EIC-144 in the first quarter of fiscal 2004. Accordingly, the
Company recognized cash consideration received from vendors in income as a reduction to cost of
goods sold when the related inventory was shipped from its distribution centres to the Associate-owned
stores. Upon consolidation of the Associate-owned stores under AcG-15, the recognition of cash
consideration received from vendors will not occur until Associate-owned inventory is sold to their
customers. As system-wide inventory levels increase, primarily as a result of growth of the store network

and a related increase in average store size, this change will result in a non-cash deferral of income.
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The Company estimates that the non-cash, timing-related adjustments resulting from the adoption of
AcG-15 will impact its fiscal 2004 statement of net earnings, when restated for comparative purposes,

as follows:

($000's, except per

share data — unaudited) Ql Q2 Q3 Q4
Share of Associate-owned

store profits (15,198) (704) (6,516) 22,418 -
EIC-144 (3,050) (7,950) 3,553 (3,626) (11,073)
Other adjustments (453) (812) (269) (990) (2,524)
Total adjustments — pre tax (18,701) (9,466) (3,232) 17,802 (13,597)
Income tax 6,779 3,360 1,141 (6,231) 5,049
Net earnings impact (11,922) (6,106) (2,091) 11,571 (8,548)
Net earnings — reported 63,194 74,888 92,472 85,316 315,870

Earnings per share (diluted) $ 0.29 $ 0.35 $ 0.43 $ 0.40 $ 1.47

Net earnings — restated for
comparative purposes 51,272 68,782 90,381 96,887 307,322

Earnings per share (diluted) $ 0.24 $ 0.32 $ 0.42 $ 0.45 $ 1.43

The following table presents a summary of certain selected operating data and consolidated financial
information for the Company and its store network. The fiscal year of the Company consists of a 52

or 53 week period ending on the Saturday closest to December 31.

($000's, except per share data) 2003 2002
(52 weeks) (53 weeks) (52 weeks)
System sales 6,471,192 6,056,571 5,438,700
Revenue 4,723,119 4,415,202 4,019,401
Net earnings 315,870 256,628 208,584
Per common share
— Basic net earnings $ 1.52 $ 1.24 $ 1.00
— Diluted net earnings $ 1.47 $ 1.20 $ 0.98
Total assets 3,499,693 3,275,859 3,131,059
Total long-term liabilities 580,506 658,983 939,752

W Fiscal 2002 results do not reflect the impact of EIC-144, which was adopted by the Company in January 2004. (See note 2 to the consolidated audited financial statements of
the Company.)
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System Sales

2004 Compared to 2003

System sales in 2004 were $6.471 billion compared to $6.057 billion in 2003, an increase of
$414 million or 6.8%. In 2004, the Company continued to experience strong sales growth in all
departments, across all regions of the country. The Company’s capital investment and store
revitalization program had a positive impact on system sales growth. During 2004, the Company
increased the selling square footage of its drug store network by 10.9%. This was accomplished by
adding new stores, relocating and expanding existing stores and through acquisitions. On a same-store

basis, system sales increased 6.3% during 2004.

Prescription sales were $3.084 billion in 2004 compared to $2.839 billion in 2003, an increase of
$245 million or 8.6%. On a same-store basis, prescription sales increased 9.0% during 2004, with
increased generic prescription utilization having a deflationary impact on comparable prescription sales
growth. In 2004, prescription sales accounted for 47.7% of the Company’s system sales mix compared
to 46.9% in 2003.

Front store sales were $3.387 billion in 2004 compared to $3.218 billion in 2003, an increase of
$169 million or 5.3%. On a same-store basis, front store sales increased 3.9% during 2004, with the
largest gains coming from the cosmetics, convenient food and confection categories. The ongoing
success of the Company’s Shoppers Optimum™ loyalty card program, which had in excess of

8.2 million members at the end of the year, also contributed to this growth in front store sales.

2003 Compared to 2002

System sales in 2003 were $6.057 billion compared to $5.439 billion in 2002, an increase of
$618 million or 11.4%. In 2003, the Company experienced strong sales growth in all departments,
across all regions of the country. The Company’s stepped-up capital investment program, a significant
portion of which was allocated to the store network, had a positive impact on system sales growth. By
adding new stores, relocating and expanding existing stores and through acquisitions, the Company
increased the selling square footage of its drug store network by 8.6% during 2003. The additional
week in fiscal 2003 also contributed to the year-over-year increase in system sales. On a same-store

(52 week) basis, system sales increased 6.9% during 2003.

Prescription sales were $2.839 billion in 2003 compared to $2.513 billion in 2002, an increase of
$326 million or 13.0%. On a same-store (52 week) basis, prescription sales increased 9.9% during
2003. In 2003, prescription sales accounted for 46.9% of the Company’s system sales mix compared
to 46.2% in 2002.
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Front store sales were $3.218 billion in 2003 compared to $2.926 billion in 2002, an increase of
$292 million or 10.0%. On a same-store (52 week) basis, front store sales increased 4.3% during
2003. The Company’s strengthened value proposition, which includes its Shoppers Optimum™ loyalty
card program, combined with improved merchandising programs and other initiatives, including the
addition of new categories and services, the expansion of existing categories and enhanced seasonal

programs, all contributed to these gains in front store sales.

Revenue

2004 Compared to 2003

Revenue was $4.723 billion in 2004 compared to $4.415 billion in 2003, an increase of $308 million
or 7.0%. This increase is largely attributable to higher distribution centre revenue, as shipments to
Associate-owned drug stores increased with the corresponding growth in system sales and expansion

of the store network.

2003 Compared to 2002

Revenue was $4.415 billion in 2003 compared to $4.019 billion in 2002, an increase of $396 million
or 9.8%. This increase was largely attributable to higher distribution centre revenue, as shipments
to Associate-owned drug stores increased with the corresponding growth in system sales and
expansion of the store network. A portion of this increase can also be attributed to increased sales at
the Company’s home health care stores, which benefited from a full year of sales from eight stores

that were acquired in the fourth quarter of 2002.

Net Earnings

2004 Compared to 2003

Net earnings in 2004 were $316 million compared to $257 million in 2003, an increase of $59 million
or 23.1%. On a diluted basis, earnings per share in 2004 were $1.47 compared to $1.20 in 2003.
Strong system sales growth, combined with an ongoing commitment to cost reduction and productivity,
continues to drive growth in net earnings. Net earnings growth also benefited from a reduction in
interest expense and a lower effective income tax rate. The reduction in interest expense can be
attributed to reduced levels of debt, combined with lower costs of funding. In 2004, the Company’s

effective income tax rate was 35.5% compared to 37.2% in 2003.

Interest expense in 2003 included a non-cash charge of $10 million, stemming from the successful
refinancing of the Company'’s previously existing credit facilities in the fourth quarter of that year. In
conjunction with this refinancing, the Company also incurred a charge of $1 million to exit all of its
currency derivative agreements at that time. (See notes 3 and 9 to the consolidated audited financial
statements of the Company.) Excluding the impact of these charges and the benefit of the extra week

from the prior year’s results, fiscal 2004 net earnings increased by approximately 21%.
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2003 Compared to 2002

Net earnings in 2003 were $257 million compared to $209 million in 2002, an increase of $48 million
or 23.0%. On a diluted basis, earnings per share in 2003 were $1.20 compared to $0.98 in 2002. The
comparative net earnings for fiscal 2002 do not reflect the impact of EIC-144 which was adopted by the
Company in January 2004. (See note 2 to the consolidated audited financial statements of the Company.)
System sales growth and an ongoing commitment to cost control continued to provide the Company with
an opportunity to leverage its cost base and increase operating income. Growth in net earnings was further
enhanced by a reduction in interest expense and a lower effective income tax rate. Interest expense
declined as the Company continued to apply free cash flow to debt reduction, resulting in a lower amount
of net debt versus the prior year. The Company also benefited from lower spreads and interest rates,
particularly in the final quarter of 2003 following the successful refinancing of its previously existing
credit facilities. The Company’s effective income tax rate was 37.2% in 2003 compared to 39.4% in 2002,

with the decrease being largely attributed to a reduction in statutory rates in various jurisdictions.

Interest expense in 2003 included a non-cash charge of $10 million, stemming from the successful
refinancing of the Company’s previously existing credit facilities in the fourth quarter of that year. In
conjunction with this refinancing, the Company also incurred a charge of $1 million to exit all of its currency
derivative agreements under which it had exchanged a notional principal amount of U.S. $345 million of
previously existing debt for Canadian dollar denominated debt. As the refinancing was funded entirely in
Canadian dollars, the Company was no longer exposed to any fluctuation in currency exchange rates by
virtue of its borrowings and accordingly, no longer required the use of currency derivatives to manage this
exposure. Interest expense in 2002 included non-cash charges of $19 million, largely related to a
refinancing of the Company’s U.S. dollar denominated debt under its senior bank credit facility in the
second quarter of that year. (See notes 3, 10 and 15 to the consolidated audited financial statements of

the Company on pages 39, 42 and 50, respectively, of the Company’s 2003 Annual Report.)

In 2002, the Company adopted the new accounting standard 1650, “Foreign Currency Translation”,
which required retroactive restatement. (See note 2 to the consolidated audited financial statements
of the Company on page 37 of the Company’s 2003 Annual Report.) The new standard eliminated the
deferral and amortization method of accounting for unrealized translation gains and losses on non-
current monetary assets and liabilities. Instead, the new standard required all foreign exchange gains
and losses to be included in net earnings each reporting period. As a result, interest expense in 2002
included a translation gain of $11 million, reflecting the relative strength of the Canadian dollar on the
carrying value of the unhedged amount of the Company’s U.S. dollar denominated debt during the first
half of that year. (See note 3 to the consolidated audited financial statements of the Company on
page 39 of the Company’s 2003 Annual Report.) In conjunction with the aforementioned refinancing
of its U.S. dollar denominated debt in the second quarter of 2002, the Company took steps to manage
its exposure to fluctuations in currency rates by entering into cross-currency basis swap agreements

to exchange the entire notional principal amount of its U.S. dollar denominated debt for Canadian dollar
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denominated debt. As a result of the effectiveness of this hedging program, the Company did not incur
any further such gains or losses. (See notes 2 and 15 to the consolidated audited financial statements

of the Company on pages 37 and 50, respectively, of the Company’s 2003 Annual Report.)

Excluding the impact of the fourth quarter charges to write-off deferred financing costs and exit
currency derivative agreements, adjusted net earnings were $264 million in 2003. This compares to
adjusted net earnings of $210 million in 2002, an increase of $54 million or 25.5%. Adjusted net
earnings for 2002 exclude the net impact resulting from the implementation of accounting standard
1650 and the write-off of deferred financing costs that occurred in the second quarter of that year.
On a diluted basis, adjusted earnings per share were $1.23 in 2003 compared to $0.98 in 2002.

Total Assets

Total assets were $3.500 billion at the end of 2004 compared to $3.276 billion at the end of 2003
and $3.131 billion at the end of 2002, representing increases of $224 million or 6.8% and 145 million
or 4.6%, respectively. Total assets for fiscal 2002 do not reflect the impact of EIC-144 which was
adopted by the Company in January 2004. (See note 2 to the consolidated audited financial statements

of the Company.)

Combined, long-term receivables and notes receivable from Associates were $217 million at the end
of 2004 compared to $169 million at the end of 2003 and $133 million at the end of 2002, representing
increases of $48 million or 28.0% and $36 million or 27.2%, respectively. These increases reflect the
amount of additional financial support the Company has provided to its Associates as it expands the
store network, opens more large format stores and continues to introduce new merchandising

programs to its network of Associate-owned drug stores.

Property and equipment was $572 million at the end of 2004 compared to $471 million at the end
of 2003 and $393 million at the end of 2002, representing increases of $101 million or 21.5% and
$78 million or 19.8%, respectively. Approximately 76%, 82% and 80% of the amount invested in
capital assets in 2004, 2003 and 2002, respectively, was allocated to the store network, reflecting the

Company’s focus on its store development program.

Combined, goodwill and other intangible assets were $2.012 billion at the end of 2004 compared to
$1.990 billion at the end of 2003 and $1.972 billion at the end of 2002, representing increases of
$22 million or 1.1% and $18 million or 0.9%, respectively. These increases reflect the Company’s

stepped-up acquisition activities as it continues to pursue attractive opportunities in the marketplace.

Total Long-term Liabilities

Total long-term liabilities were $581 million at the end of 2004 compared to $659 million at the end
of 2003 and $940 million at the end of 2002, representing decreases of $78 million or 11.9% and
$281 million or 29.9%. These decreases are largely related to debt repayments during the periods,
as well as to a debt refinancing transaction in 2003 that included the establishment of a commercial

paper program, the outstanding balance of which is recorded in current liabilities.
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Fourth Quarter Third Quarter Second Quarter First Quarter

($000's, except per
share data — unaudited) 2003 2003 2003 2003

(12 Weeks) (13 Weeks) (16 Weeks) (16 Weeks) (12 Weeks) (12 Weeks) (12 Weeks) (12 Weeks)

Revenue $1,212,315 $ 1,199,452 $1,408,451 $ 1305439 $1,073,433 $ 992,700 $1,028,920 $ 917,611
Net earnings $ 85316 $ 67,221 $ 92,472 $ 76,315 $ 74,888 $ 61,402 $ 63,194 $ 51,690
Per common share
— Basic net earnings $ 041 $ 032 $ 044 $ 037 $ 0.36 $ 030 $ 030 $ 0.25
— Diluted net earnings ~ $ 0.40 $ 031 $ 043 $ 036 $ 035 $ 029 $ 0.29 $ 0.24

The selected quarterly information has been prepared in accordance with Canadian generally accepted

accounting principles.

The Company experienced growth in system sales, revenue and net earnings in each quarter of 2004
when compared to the same quarter of 2003. The Company continues to invest capital in expanded
and relocated stores and in new store development, which has allowed the Company to increase the

selling square footage of its store network, resulting in increased sales and profitability.

The Company'’s front store operations include seasonal promotions which may have an impact on
quarter over quarter results, particularly when the seasons do not fall in the same quarters each year.

However, the impact is not significant.

The Company reports its financial results in accordance with Canadian GAAP. However, the foregoing
contains references to non-GAAP financial measures, such as operating margin, EBITDA (earnings
before interest, taxes, depreciation and amortization), EBITDA margin, cash interest expense, adjusted
net earnings and adjusted earnings per share. Non-GAAP financial measures do not have standardized
meanings prescribed by GAAP and, therefore, may not be comparable to similar measures presented

by other reporting issuers.

These non-GAAP financial measures have been included in this Management'’s Discussion and Analysis
as they are measures which management uses to assist in evaluating the Company’s operating
performance against its expectations and against other companies in the retail drug store industry.

Management believes that non-GAAP financial measures assist in identifying underlying operating trends.

These non-GAAP financial measures, particularly EBITDA and EBITDA margin, are also common
measures used by investors, financial analysts and rating agencies. These groups may use EBITDA
and other non-GAAP financial measures to value the Company and assess the Company’s ability to

service its debt.
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Management’s Responsibility for Financial Statements

Management is responsible for the preparation and presentation of the accompanying consolidated financial statements and
all other information in the Annual Report. This responsibility includes the selection and consistent application of appropriate
accounting principles and methods in addition to making the judgments and estimates necessary to prepare the consolidated
financial statements in accordance with Canadian generally accepted accounting principles. It also includes ensuring that
the financial information presented elsewhere in the Annual Report is consistent with the consolidated financial statements.

In fulfilling its responsibilities, management has developed and maintains systems of internal controls. Although no
cost-effective system of internal controls will prevent or detect all errors and irregularities, these systems are designed to provide
reasonable assurance that resources are safeguarded from material loss or inappropriate use, that transactions are authorized,
recorded and reported properly and that financial records are reliable for preparing the consolidated financial statements.
Internal auditors, who are employees of the Company, review and evaluate internal controls on management’s behalf. The
consolidated financial statements have been audited by the independent auditors, Deloitte & Touche LLP, in accordance with
generally accepted auditing standards. Their report follows.

The Board of Directors, acting through an Audit Committee which is comprised solely of directors who are not employees of
the Company, is responsible for determining that management fulfils its responsibility for financial reporting and internal
control. This responsibility is carried out through periodic meetings with senior officers, financial management, internal audit
and the independent auditors to discuss audit activities, the adequacy of internal financial controls and financial reporting
matters. The Audit Committee has reviewed these consolidated financial statements and the Management’s Discussion and
Analysis and has recommended their approval by the Board of Directors prior to their inclusion in this Annual Report.

G M 4%

CHAIRMAN AND CHIEF EXECUTIVE OFFICER EXECUTIVE VICE-PRESIDENT AND CHIEF FINANCIAL OFFICER

To the Shareholders of Shoppers Drug Mart Corporation

We have audited the consolidated balance sheets of Shoppers Drug Mart Corporation as at January 1, 2005 and January 3,
2004 and the consolidated statements of earnings, retained earnings and cash flows for the 52 and 53 week periods,
respectively, then ended. These financial statements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards require that
we plan and perform an audit to obtain reasonable assurance whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation.

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of Shoppers
Drug Mart Corporation as at January 1, 2005 and January 3, 2004 and the results of its operations and its cash flows for the
52 and 53 week periods, respectively, then ended, in accordance with Canadian generally accepted accounting principles.

@d«u&t‘. éToudx& LLP

TORONTO, ONTARIO
FEBRUARY 4, 2005
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52 weeks ended January 1, 2005 and 53 weeks ended January 3, 2004
(in thousands of dollars, except per share amounts)

2003

Revenue
Operating expenses

$ 4,723,119 $ 4,415,202

Cost of goods sold and other operating expenses (Note 2) 4,086,825 3,846,667

Amortization 99,425 83,369
Operating income 536,869 485,166
Interest expense (Note 3) 47,450 76,329
Earnings before income taxes 489,419 408,837
Income taxes (Note 4)

Current 160,286 140,803

Future 13,263 11,406

173,549 152,209

Net earnings $ 315,870 $ 256,628
Net earnings per common share (Note 11):

Basic $ 1.52 $ 1.24

Diluted $ 147 $ 1.20
52 weeks ended January 1, 2005 and 53 weeks ended January 3, 2004
(in thousands of dollars) 2003
Retained earnings, beginning of period as reported $ 435304 $ 177,716
Impact of new accounting standard — Consideration received from vendors (Note 2) (17,364) (16,322)
Net earnings 315,870 256,628
Premium on share capital purchased for cancellation (Note 11) (128) (82)
Retained earnings, end of period $ 733,682 $ 417,940

VEe)
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As at January 1, 2005 and January 3, 2004

(in thousands of dollars) 2003
Assets
Current
Cash $ - $ 8,813
Accounts receivable 376,190 340,667
Inventory (Note 2) 293,093 268,010
Notes receivable from Associates (Notes 5 and 13) 177,755 -
Future income taxes (Note 4) 8,098 7,213
Prepaid expenses 15,763 10,600
870,899 635,303
Long-term receivables (Note 5) 38,846 169,284
Property and equipment (Note 6) 571,846 470,599
Deferred costs (Note 7) 5,950 8,285
Future income taxes (Note 4) - 2,280
Goodwill 1,999,095 1,983,483
Other intangible assets (Note 8) 13,057 6,625
Total assets $ 3,499,693 §$ 3,275,859
Liabilities
Current
Bank indebtedness $ 7,801 $ -
Commercial paper (Notes 3 and 9) 105,000 170,000
Accounts payable and accrued liabilities 577,817 589,591
Income taxes payable (Note 2) 46,266 27,251
Current portion of long-term debt (Note 9) 25,000 -
761,884 786,842
Long-term debt (Note 9) 554,943 650,000
Other long-term liabilities (Note 10) 12,465 8,983
Future income taxes (Note 4) 13,098 -
1,342,390 1,445,825
Shareholders’ equity
Share capital (Note 11) 1,421,980 1,411,878
Contributed surplus (Note 11) 1,641 216
Retained earnings (Note 2) 733,682 417,940
2,157,303 1,830,034
Total liabilities and shareholders’ equity $ 3,499,693 $ 3,275,859

On behalf of the Board of Directors:

GM wu M

DIRECTOR

o
¥

. I_.-'l A
{ ..q_'_.l "::!'.!'_I-::":;!__

1

DIRECTOR
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52 weeks ended January 1, 2005 and 53 weeks ended January 3, 2004
(in thousands of dollars)

2003

Operating activities
Net earnings
Items not affecting cash

$ 315870 $ 256,628

Amortization 99,520 96,178
Future income taxes 13,263 11,406
Loss on disposal of property and equipment 2,400 826
Stock-based compensation (Note 11) 1,425 216
432,478 365,254

Net change in non-cash working capital balances (Note 12) (58,528) 3,926
Increase (decrease) in long-term liabilities 3,482 (4,706)
Cash flows from operating activities 377,432 364,474

Investing activities

Purchase of property and equipment

Business acquisitions

Notes receivable from Associates (Notes 5 and 13)
Long-term receivables

(199,230) (160,507)

(22,256) (17,908)
(177,755) -
130,438 (57,679)

Cash flows used in investing activities

(268,803) (236,094)

Financing activities
Commercial paper, net

(65,000) 170,000

Issuance of long-term debt (Note 9) - 650,000
Repayment of long-term debt (Note 9) (75,000) (841,126)
Revolving term debt, net 4,943 -
Payments under derivative contracts - (85,999)
Deferred financing costs (160) (3,765)
Issuance of share capital 4,057 86
Repayment of share purchase loans 6,107 2,152
Repurchase of share capital (190) (141)
Cash flows used in financing activities (125,243) (108,793)
(Decrease) increase in cash (16,614) 19,687
Cash (bank indebtedness), beginning of period 8,813 (10,774)

(Bank indebtedness) cash, end of period

Supplemental cash flow information
Interest paid
Income taxes paid

AA

$ (7,801) $ 8,813

$ 4399 § 60,236
$ 142,438 $ 177,361
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

Shoppers Drug Mart Corporation (“the Company”) is a licensor of approximately 915 Shoppers Drug Mart/Pharmaprix
full-service retail drug stores across Canada. The Shoppers Drug Mart/Pharmaprix stores are licensed to Associate-owners

(“Associates”). In addition, the Company owns and operates 49 Shoppers Home Health Care stores.

Sales to external customers of the retail drug stores owned by the Associates and of the stores owned by the Company
(“system sales”) were $6,471,192 and $6,056,571 for the 52 and 53 weeks ended January 1, 2005 and January 3, 2004,

respectively. System sales, other than sales of the Company-owned stores, do not form part of the Company’s revenue.

The fiscal year of the Company consists of a 52 or 53 week period ending on the Saturday closest to December 31.

The Company’s 2004 fiscal year consisted of 52 weeks as compared to 53 weeks for its 2003 fiscal year.

These financial statements have been prepared in accordance with Canadian generally accepted accounting principles.

Basis of consolidation

The consolidated financial statements include the accounts of Shoppers Drug Mart Corporation and its subsidiaries.

Revenue recognition

Revenue is generated from the sale of goods to Associates and is recognized when goods are shipped. Revenue also includes
charges for services provided to Associates and is recognized when services have been rendered. The Company recognizes
its share of Associate store profits in revenue throughout the year by way of a service fee that is based on store profitability.

Revenue is only recognized when collection is probable and the Company has reasonable assurance as to its measurement.

Revenue from Company-owned stores is recognized at the time goods are sold to external customers, net of returns.

Cash and bank indebtedness

Cash and bank indebtedness is comprised primarily of cash, net of outstanding cheques.

Inventory

Inventory is valued at the lower of cost and estimated net realizable value, with cost being determined on the first-in, first-out basis.

Property and equipment
Property and equipment are recorded at cost. Amortization is recorded on a straight-line basis over the estimated useful lives

of the assets at the rates indicated below.

Buildings 20 years
Equipment and fixtures 3to 10 years
Computer software and equipment 2 to 10 years

Leasehold improvements Lesser of term of the lease and 10 years
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

Deferred financing costs
Deferred financing costs are amortized on a straight-line basis over the term of the debt to which they relate. Any unamortized

amounts are charged against earnings when the related debt has been settled.

Employee future benefits

The Company accrues its obligations for employee benefit plans under the following policies:

The cost of pensions and other retirement benefits earned by employees is actuarially determined using the projected benefit
method pro-rated on service and management’s best estimate of expected plan investment performance, salary escalation,
retirement ages of employees and expected health care costs.

For the purpose of calculating the expected return on plan assets, those assets are valued at fair value.

The excess of the net actuarial gain (loss) over 10% of the greater of the benefit obligation and the fair value of plan assets
is amortized over the average remaining service period of active employees. The average remaining service period of the

active employees covered by the pension plans and other retirement benefit plans is 13 and 10 years, respectively.

Income taxes

The Company accounts for income taxes using the liability method of accounting. Under the liability method, future income
tax assets and liabilities are determined based on differences between the carrying amounts of balance sheet items and their
corresponding tax values. The liability method requires the computation of future income taxes using the substantively enacted

corporate income tax rates for the years in which the differences are expected to reverse.

Financial instruments
The Company uses interest rate derivatives to manage its exposure to fluctuations in interest rates related to the Company’s

long-term debt. The income or expense arising from the use of these instruments is included in interest expense for the year.

The Company assesses, both at the hedge’s inception and on an ongoing basis, whether the derivatives that are used in hedging

transactions are highly effective in offsetting changes in fair values or cash flows of hedged items.

Goodwill and other intangible assets

The Company records as goodwill the excess amount of the purchase price of an acquired business over the fair value of the
underlying net assets, including intangible assets, at the date of acquisition. Goodwill is not amortized but is tested for
impairment on an annual basis. In the event of an impairment, the excess of the carrying amount over the fair value of these
assets would be charged to earnings. Intangible assets, consisting of acquired prescription files, are amortized over their

expected useful lives of seven years.

Stock-based compensation
The Company has stock option compensation plans which are described in Note 11. Compensation expense is recognized
for these plans for stock options granted to employees and directors after December 28, 2002 using the fair value method.

Any consideration paid by employees and directors on exercise of stock options is credited to share capital.
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Estimates

The preparation of the consolidated financial statements in conformity with Canadian generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the consolidated financial statements and the reported amounts

of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Comparative amounts

Certain comparative amounts have been reclassified to conform with the current year’s financial statement presentation.

EIC-144, Accounting by a customer for certain consideration received from a vendor

In January 2004, the Emerging Issues Committee (the “EIC”) of the Canadian Institute of Chartered Accountants issued
EIC Abstract 144, “Accounting by a Customer (Including a Reseller) for Certain Consideration Received from a Vendor”
(the “EIC Abstract”). The EIC Abstract requires a customer to record cash consideration received from a vendor as a reduction
in the price of the vendor’s products and reflect it as a reduction to cost of goods sold and related inventory when recognized
in the income statement and balance sheet. Certain exceptions apply where the cash consideration received is either a
reimbursement of incremental selling costs incurred by the reseller, or is a payment for assets or services delivered to the

vendor. The EIC Abstract must be applied retroactively for annual and interim periods ending after August 15, 2004.

The Company receives allowances from certain of its merchandise vendors, which it records as a reduction to cost of goods
sold. This new guidance has changed the timing of recognition of some vendor allowances. As a result, the Company has
restated its 2003 comparative results and balances in its financial statements. The results for the year ended January 3, 2004
reflect an increase in cost of goods sold and other operating expenses and a decrease in operating income of $1,644 and
a decrease in net earnings of $1,042, resulting in a decrease of $0.01 to basic net earnings per share and no impact on diluted

net earnings per share.

The implementation of the new standard has resulted in a reduction to 2004 and 2003 opening retained earnings of $17,364
and $16,322, respectively. The impact on balances as at January 3, 2004 was a decrease in inventory of $27,432 and a

decrease in taxes payable of $10,068.

The significant components of the Company’s interest expense are as follows:

2003
Interest on long-term debt $ 36,076 $ 61,043
Interest on commercial paper 8,879 1,651
Amortization of deferred financing costs 2,495 4,115
Write-off of deferred financing costs - 9,520

$ 47,450 $ 76,329

Commercial paper is issued with maturities from overnight to 90 days at floating interest rates based on Bankers’ Acceptance rates.
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

The effective income tax rate is comprised of the following:

2003
Combined Canadian federal and provincial statutory tax rate 35.1% 36.7%
Adjusted for:
Large corporations tax - 0.3%
Decrease in future income taxes resulting from statutory tax rate changes - (0.2%)
Non-deductible charges 0.4% 0.4%
Effective income tax rate 35.5% 37.2%
The significant components of the Company’s future income tax assets and liabilities are as follows:
2003
Current
Accrued liabilities $ 9,578 $ 9,734
Share issuance costs 2,193 2,161
Income not taxed in the current period - (2,783)
Other (3,673) (1,899)
$ 8,098 $ 7,213
Long-term
Depreciable assets $ (13,397) $ (4,347)
Accrued liabilities 3,743 2,563
Financing costs 78 3,859
Share issuance costs 26 2,187
Other (3,548) (1,982)

$ (13,098) $ 2,280

The Company has $41,206 of capital losses available to be applied against future capital gains. No income tax benefit related

to the losses has been recognized.

2003
Long-term receivables from Associates $ 31,735 $ 163,653
Other long-term receivables 7,111 5,631

$ 38846 $ 169,284
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Long-term receivables from Associates are comprised primarily of notes receivable which are interest bearing, due on demand,

have no fixed terms of repayment and are partially secured by the assets of the Associates’ stores. The interest rate is set

annually and was 10.5% as at January 1, 2005 and January 3, 2004. The Company has arranged for a portion of the long-

term receivables to be refinanced through an independent trust (Note 13) in the first quarter of fiscal 2005. As a result, the

Company has reclassified $177,755 of long-term receivables from Associates to current assets.

2003

Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Land $ 33,487 $ -3 33,487 27,390 $ - % 27,390
Buildings 73,083 16,822 56,261 60,194 13,167 47,027
Equipment, fixtures and computer software 499,532 227,682 271,850 389,001 173,517 215,484
Leasehold improvements 302,956 92,708 210,248 249,971 69,273 180,698
$ 909,058 $ 337,212 $ 571,846 726,556 $ 255957 $ 470,599

2003

Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Deferred financing costs $ 14,587 $ 8,637 $ 5,950 14,428 $ 6,143 $ 8,285
2003

Accumulated Net Book Accumulated Net Book

Cost Amortization Value Cost Amortization Value

Prescription files $ 15,057 $ 2,000 $ 13,057 7,183 $ 558 $ 6,625
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

Maturity 2003

Medium-term notes
Series 1 —4.97% October 2008 $ 300,000 $ 300,000
Non-revolving term facilities January 2007 275,000 350,000
$ 575,000 $ 650,000
$250,000 revolving term facility February 2007 4,943 -
$ 579,943 $ 650,000
Less current portion of long-term debt 25,000 -

$ 554,943 $ 650,000
The non-revolving and revolving term facilities bear interest based on Prime and Bankers’ Acceptance rates.

In addition to the bank credit facilities described in the table, the Company has a 364-day extendible revolving credit facility in
the amount of $300,000.

During 2003 the Company refinanced approximately $1.2 billion of senior secured bank credit facilities with a combination of
the debt described above and a commercial paper program. In connection with the refinancing, the Company expensed $9,520
of the deferred financing costs associated with the original loans. The Company also terminated its currency derivative agreements

and expensed $1,122 as a result of the termination. These amounts are included in interest expense in 2003 (Note 3).

As at January 1, 2005, $30,790 of the $250,000 revolving term facility was utilized, including drawings of $25,847 in respect
of letters of credit and trade finance guarantees, of which $20,500 relates to a letter of credit for the benefit of the independent
trust (Note 13). As at January 3, 2004, $9,080 of the $250,000 revolving term facility was utilized, all in respect of letters of

credit and trade finance guarantees.

Minimum repayments

Future minimum required repayments of long-term debt for the next four calendar years are as follows:

Term facility
2005 $ 25,000
2006 100,000
2007 150,000
275,000
Medium-term notes
2008 300,000
$ 575,000

Employee future benefits
The Company maintains registered defined benefit pension plans under which benefits are available to substantially all
employees. The Company also makes supplementary retirement benefits available to certain employees under a non-registered

pension plan.
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The pension plans are funded through contributions based on actuarial cost methods as permitted by pension regulatory bodies
as applicable. Earnings are charged with the cost of benefits earned by employees as services are rendered. Benefits under

these plans are based on the employee’s years of service and final average earnings.

The most recent actuarial valuation for funding purposes was performed as at December 31, 2003 and the next valuation will
be required as at December 31, 2006.

The Company also maintains post-retirement benefit plans, other than pensions, covering benefits such as health and life
insurance benefits for retirees. The cost of these plans is charged to earnings as benefits are earned by employees on the

basis of service rendered.

Included in other long-term liabilities are employee future benefits in the amount of $9,558 as at January 1, 2005 and $6,378

as at January 3, 2004 in respect of pension and other post-retirement benefit plans.

Information about the Company’s pension and other post-retirement benefit plans, measured at November 30, 2004 and 2003,

respectively, is as follows:

2003
Pension Other Pension Other
Plans Benefit Plans Plans Benefit Plans
Accrued benefit obligation $ 78,546 $ 3,998 $ 75,951 $ 3,411
Fair value of plan assets 61,245 - 55,122 -
Funded status — plan deficit 17,301 3,998 20,829 3,411
Unrecognized plan amendments (1,369) - (1,200) -
Unrecognized losses 13,110 - 19,062 -
Accrued benefit liability $ 5,560 $ 3,998 $ 2967 $ 3,411
Accrued benefit obligation
Benefit obligation, beginning of period $ 75,951 $ 3,411 $ 65,609 $ 3,087
Service cost 5,081 722 4,393 399
Interest cost 3,639 222 3,260 195
Participant contributions 958 - 1,031 -
Plan amendments (289) - (1,320) -
Actuarial (gain) loss (3,824) - 5,310 -
Benefits paid (2,970) (357) (2,332) (270)
Benefit obligation, end of period $ 78,546 $ 3,998 $ 75,951 $ 3,411
Fair value of plan assets
Fair value of plan assets, beginning of period $ 55,122 $ - % 43,672 $ -
Actual return on plan assets 4,228 - 4,760 -
Company contribution 3,907 357 7,991 270
Participant contributions 958 - 1,031 -
Benefits paid (2,970) (357) (2,332) (270)

Fair value of plan assets, end of period $ 61,245 $ -3 55,122 $ -
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

The significant actuarial assumptions adopted are as follows:

2003
Registered  Non-registered Other Benefit Registered  Non-registered Other Benefit
Pension Plans Pension Plan Plans Pension Plans Pension Plan Plans

Accrued benefit obligation, end of period
Discount rate 5.75% 2.88% 5.75% 6.00% 3.00% 6.00%
Compensation increase 4.00% 4.00% 4.00% 4.50% 4.50% 4.50%

Benefit expense, for the period

Discount rate 6.00% 3.00% 6.00% 6.50% 3.25% 6.50%
Expected return on assets 7.50% 3.75% N/A 7.50% 3.75% N/A
Compensation increase 4.50% 4.50% 4.50% 4.50% 4.50% 4.50%

The health care cost trend rates used were 5.5% and 6.5% for 2004 and 2003, respectively, with 5.5% being the ultimate
trend rate for later years. A 1% change in the assumed health care cost trend rate would not have a significant effect on the

amounts reported for other benefit plans.

The components of the Company’s pension and other post-retirement benefit plans expense are as follows:

2003
Pension Other Pension Other
Plans Benefit Plans Plans Benefit Plans
Service cost $ 5,081 $ 722 % 4393 $ 399
Interest cost 3,639 222 3,260 195
Actual return on plan assets (4,228) - (4,760) -
Actuarial (gain) loss (3,824) - 5,310 -
Plan amendments (289) - (1,320) -
Costs arising from events of the period 379 944 6,883 594
Difference between actual and expected return on plan assets 1,298 - 2,372 -
Difference between actuarial gain or loss recognized for the year
and actual actuarial gain or loss on accrued benefit obligation 4,649 - (4,540) -
Difference between amortization of plan amendments
and actual plan amendments 169 - 1,200 -
Net expense $ 6,495 $ 944 $ 5915 $ 594

Total cash payments for employee future benefits consist of the Company’s contributions to the pension plans and cash
payments made directly to beneficiaries of the other benefit plans and totalled $4,264 (2003 - $8,261).

The assets of the registered pension plans consist of cash, contributions receivable and a proportionate share of a Master
Trust. The assets held by the Master Trust are invested in a limited number of pooled funds, based on market values as at

November 30, 2004 and 2003, respectively, as follows:

2003
Equity 60% 61%
Fixed income 40% 38%
Cash and cash equivalents - 1%

The assets of the non-registered plan consist of cash and investments. The investments are in pooled funds with an allocation

of 60% equities and 40% bonds based on market values as at November 30, 2004 and 2003, respectively.
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Authorized
Unlimited number of common shares

Unlimited number of preferred shares, issuable in series without nominal or par value

Outstanding

2003
Number of Number of
Common Shares Stated Value Common Shares Stated Value
Beginning balance 209,724,407 $ 1,411,878 209,703,483 $ 1,419,783
Shares issued 275,632 5,008 29,691 377
Shares repurchased (9,194) (62) (8,772) (59)
Share purchase loans, net - 5,156 - (8,223)
Ending balance 209,990,845 $ 1,421,980 209,724,407 $ 1,411,878
Weighted average shares outstanding
January 1, 2005
Basic 208,149,810
Diluted 214,942,244
January 3, 2004
Basic 206,792,009
Diluted 213,953,746

During the period ended January 1, 2005, the Company issued 275,632 common shares (2003 — 29,691) with a stated
value of $5,008, net of tax of $nil (2003 — $377, net of tax of $21), inclusive of 241,114 shares (2003 — 17,250) with a
stated value of $3,917 (2003 — $91) issued upon the exercise of options. In addition, 9,194 common shares (2003 - 8,772)
were repurchased for cancellation for $190 (2003 — $141) which includes a $128 premium (2003 — $82) over the stated

capital, which has been charged against retained earnings.

The common shares that may be issued under the Company’s stock option plans, including contingently returnable shares
issued as part of those plans, have a dilutive impact on the weighted average number of shares of 6,792,434
(2003 -7,161,737).

Individual shareholder agreements address matters related to the transfer of certain shares issued to the Company’s
management and Associates, including shares issued under options granted to management. In particular, each provides,
subject to certain exceptions, for a general prohibition on any transfer of a member of management’s or Associate’s shares
for a period of five years from the date that the individual entered into the shareholder agreement. As at January 1, 2005,

203,061 and 860,157 shares issued to management and Associates, respectively, are subject to this restriction.

co



January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

The Company has issued loans to certain key employees under a Stock Purchase Plan to acquire common shares of the
Company. The share purchase loans receivable are non-interest bearing, mature in 2007 to 2010, are subject to certain terms
of repayment pursuant to a Shareholders’ Agreement and are secured by the shares to which the loans relate. Share purchase
loans are presented as a reduction in share capital and the related shares are deducted in the determination of the weighted

average shares outstanding for purposes of the basic net earnings per common share calculation.

Stock-based compensation
The Company has established stock option plans for certain employees and its Board of Directors as described below and
has reserved 20,000,000 common shares for issuance under the plans. The Company has established a deferred share unit

plan for non-employee directors, which plan is also described below.

In 2003, the Company adopted the guidance of accounting standard 3870, “Stock-based Compensation and Other Stock-based
Payments”, on a prospective basis. The guidance requires the use of the fair value method to account for stock options issued
under employee and director stock option programs. The Company expensed $1,426 associated with stock options issued in
2004 (2003 — $216) under the employee and director plans.

If compensation expense under the fair value method of accounting had been recognized on stock options issued in 2002,
the Company’s net earnings for the periods ended January 1, 2005 and January 3, 2004 would have been reduced by $1,926
and $3,804, respectively. Basic earnings per share would have been $1.51 and $1.23, and diluted earnings per share would

have been $1.46 and $1.19, respectively.

The fair value of each option was estimated on the date of the grant using the Black-Scholes option-pricing model. The
following weighted average assumptions were used to calculate the option value for options issued under each of the employee

and director option plans:

Employee Plan Director Plan

Fair value per option $ 13.01 $ 13.28
Valuation assumptions:

Expected life 7.5 years 6.5 years

Expected dividends nil nil

Expected volatility 28.2% 28.6%

Risk-free interest rate 4.09% 4.39%

Pro forma earnings and earnings per share do not reflect options granted prior to 2002.

Employee stock option plan

Options issued to certain employees have an exercise price per share of no less than the fair market value on the date of the
option grant and are granted in equal proportions between time-based vesting and performance-based vesting criteria. Time-
based options are exercisable 20% per year on the anniversary of the grant date in each of the five subsequent years.
Performance-based options are exercisable 20% per year on the anniversary of the grant date in each of the five subsequent

years provided that the Company achieves specified earnings-based performance targets. Performance targets not achieved
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are considered to be met if the performance is achieved on a cumulative basis in subsequent years. The performance-based
options become fully exercisable on the ninth anniversary of the date of grant, provided that they have not otherwise been

terminated, whether or not the performance targets are achieved.

Upon the termination of an optionee’s employment, all unexercisable options expire immediately and exercisable options expire
within 180 days of the date of termination. The plan provides that the Company may pay, in cash, certain terminated option

holders the appreciated value of the options to cancel exercisable options.

Subiject to certain prior events of expiry, such as the termination of the employee’s employment for cause, all exercisable options

expire on the tenth anniversary of the date of grant.

A summary of the status of the employee stock option plan and changes during the period is presented below:

2003

Weighted Weighted

Options on Average Options on Average

Common  Exercise Price Common Exercise Price

Shares Per Share Shares Per Share

Outstanding, beginning of period 7,185,592 $ 7.11 7,202,542 % 7.01
Granted 207,108 31.64 74,646 26.00
Exercised (61,114) 11.07 (17,250) 5.28
Forfeited/cancelled (26,177) 26.78 (74,346) 16.73
QOutstanding, end of period 7,305,409 $ 7.70 7,185,592 $ 7.11
Options exercisable, end of period 5,091,128 $ 6.06 4,089,144 $ 5.63
Weighted Weighted Weighted

Number of Average Average Number of Average

Options Contractual Life  Exercise Price Exercisable  Exercise Price

Range of Exercise Price Outstanding (Years) Per Share Options Per Share
$ 5.00-% 5.60 6,289,884 50 $ 5.22 4,796,534 $ 5.16
$17.13-%$24.84 748,615 7.3 20.59 283,397 20.42
$25.86 - $26.57 74,646 8.7 26.00 11,197 26.00
$29.30 -$36.41 192,264 9.4 31.82 - -
7,305,409 54 $ 7.70 5,091,128 $ 6.06

Director stock option plan

Under the director stock option plan, each director is issued time-based options to purchase 60,000 common shares.
The options have an exercise price per share at fair market value on the date of the option grant, which is normally the date
the optionee becomes a director. One-third of the options become exercisable in each of the following three years on the
anniversary of the date of grant. Unexercisable options expire upon the optionee ceasing to be a director. Exercisable options
expire on the earlier of 180 days of the optionee ceasing to be a director or the expiry date of the options which is on the tenth

anniversary of the date of grant.
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

A summary of the status of the director stock option plan and changes during the period is presented below.

2003

Weighted Weighted

Options on Average Options on Average

Common  Exercise Price Common Exercise Price

Shares Per Share Shares Per Share

Outstanding, beginning of period 600,000 $ 19.98 540,000 $ 19.20
Granted 60,000 34.14 60,000 26.95
Exercised (180,000) 18.00 - -
Outstanding, end of period 480,000 22.49 600,000 19.98
Options exercisable, end of period 340,000 $ 19.80 320,000 $ 18.68
Weighted Weighted Weighted

Number of Average Average Number of Average

Options Contractual Life  Exercise Price Exercisable  Exercise Price

Range of Exercise Price Outstanding (Years) Per Share Options Per Share
$18.00 240,000 69 $ 18.00 240,000 $ 18.00
$23.35 - $26.95 180,000 8.0 24.59 100,000 24.12
$34.14 60,000 9.8 34.14 - -
480,000 7.7 $ 22.49 340,000 $ 19.80

Deferred share unit plan for non-employee directors

The Company maintains a deferred share unit (DSU) plan to provide directors with the option to elect to receive DSUs in lieu of
cash payment for all or a portion of their director fees. When elected, the Company will credit to the account of each director a
number of DSUs (each equivalent in value to a common share) equal to the amount of fees divided by the fair market value of
the common shares. The directors’ accounts shall be credited with dividend equivalents in the form of additional DSUs if and
when the Company pays dividends on the common shares. Upon the director ceasing to be a member of the Board of Directors,
the director shall receive a cash amount equal to the number of DSUs in his or her account multiplied by the fair market value
of the common shares on the date the director ceases to be a member of the Board of Directors or on a later date selected by
the director, which shall in any event be a date prior to the end of the following calendar year. During the period, the Company
issued an aggregate of 8,207 DSUs (2003 — 8,999) and recorded $424 (2003 — $335) in director fee compensation.

2003
Accounts receivable $ (35523) $ (18,947)
Inventory (25,083) (26,294)
Prepaid expenses (5,163) (6,607)
Accounts payable and accrued liabilities (11,774) 91,099
Income tax payable 19,015 (35,325)

$ (58,528) $ 3,926



Obligations under operating leases

The minimum lease payments on a calendar year basis under long-term leases for store locations and office space are as follows:

2005 2006 2007 2008 2009 Thereafter
Total lease obligations $ 193428 $ 197955 $ 186213 $ 172365 $ 152650 $ 926,623

The Company charges Associates rent to recover rentals payable for store locations.

Distribution services
The Company has entered into an agreement with a third party to provide distribution services to the Company’s locations to
December 31, 2006. Under the terms of this agreement, the third party will charge the Company specified costs incurred

to provide the distribution services, plus an annual management fee.

Information services
During 2004 the Company entered into a five-year agreement to outsource certain Information Services activities to a third

party. The Company has committed to average annual payments of approximately $7,000 over the term of the agreement.

Financing trust

During the fourth quarter of 2004, the Company arranged for its Associates to obtain additional financing from an independent
trust (the “Trust”) that was created to provide loans to facilitate their purchase of inventory and fund their working capital
requirements. The Trust’s activities are financed through the issuance of short-term, asset-backed notes to third-party investors.
At January 1, 2005, the total amount of loans outstanding from the Trust to the Company’s Associates was approximately
$198,000. The Company has arranged for a standby letter of credit for the benefit of the Trust from a syndicate of banks that
is equal to approximately 10% of the aggregate principal amount of the loans, or $20,500, as a form of credit enhancement

which, in turn, enables the Trust to provide favourable financing terms to the Company’s Associates.

If at any time the Trust’s cost of borrowing and applicable fees are greater than the interest rate charged to Associates on their
loans, the Trust has the right to request payment from the Company for any shortfall. In the opinion of the Company’s
management, the Company is unlikely to have to make any such payment as it is involved in setting the rate that Associates
are charged on their loans. In the event that an Associate defaults on a loan from the Trust, the Company has the right to
purchase the Associate’s loan from the Trust, at which time the Company is assigned the Associate’s loan agreement and related
security documentation provided to the Trust. The assignment of this documentation would provide the Company with first
priority security over the Associate’s inventory, subject to certain prior ranking statutory claims. The Company expects that
the net proceeds from secured assets would cover any payments made to purchase a defaulted loan from the Trust, including
any related expenses, as it is involved in setting the amount borrowed from the Trust by its Associates. In the event that the
Company does not elect to purchase a defaulted loan from the Trust, the Trust may draw upon the standby letter of credit or
realize on its security. If the Trust draws against the standby letter of credit, the Company has agreed to reimburse the issuing

syndicate of banks for the amount so drawn.
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January 1, 2005 and January 3, 2004 (in thousands of dollars, except share data)

Guarantees

As at January 1, 2005 and January 3, 2004, the Company has provided guarantees of approximately $350,000 and $449,000,
respectively, to various banks in respect of borrowings by Associates. As of these dates, an aggregate amount of $285,250
and $412,525, respectively, in available lines of credit had been allocated to Associates by the various banks, against which

aggregate amounts of $185,462 and $355,313, respectively, were drawn.

As recourse in the event that any payments are made under the guarantees, the Company holds a security interest on all assets
of the Associate-owned stores, except inventory pledged as security for loans Associates have received from the above-
mentioned Trust. As at January 1, 2005, the Company estimates the net proceeds from secured assets would exceed the

amount of any payments required in respect of the guarantees.

Litigation
The Company has indemnified Imperial Tobacco Canada Limited for all legal claims against the Company for the period prior

to February 4, 2000. In addition, the Company is involved in certain legal claims arising in the normal course of business.

In the opinion of management, the eventual settlement of such claims will not have a significant effect on the Company’s
financial position or results of operations. Management has recorded a provision for these claims based on its best estimate

of the final settlements.

Other
In the normal course of business, the Company enters into significant commitments for the purchase of goods and services, such

as the purchase of inventory or capital assets, most of which are short-term in nature and are settled under normal trade terms.

Interest rate derivatives

The Company has entered into interest rate derivative agreements converting an aggregate notional principal amount of
$350,000 of floating rate debt into fixed rate debt. The fixed rates payable by the Company under these agreements range
from 6.07% to 6.10%. These agreements mature on April 14, 2005.

Based on market values at January 1, 2005 and January 3, 2004, the Company would have incurred losses of $3,252 and
$14,835, respectively, to terminate these interest rate derivative agreements. Market values were determined based on

information received from the Company’s counterparties to these agreements.

Counterparty risk

Changes in the underlying interest rates of the Company’s interest rate derivative agreements will result in market gains and
losses. Furthermore, the Company may be exposed to losses should any counterparty to its derivative agreements fail to fulfil
its obligations. The Company has sought to minimize counterparty risk by transacting with counterparties that are large

international financial institutions.
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Credit risk
The Company has credit risk associated with accounts receivable and long-term receivables from Associates. The risk of

collection is mitigated since these balances owed are spread over a number of different Associates.

Fair value of financial instruments
The fair value of a financial instrument is the estimated amount that the Company would receive or pay to terminate the

contracts at the reporting date.

The fair values of cash, accounts receivable, bank indebtedness, commercial paper and accounts payable approximate their
carrying values given their short-term maturities. The fair values of long-term receivables, long-term liabilities and long-term

debt approximate their carrying values given the current market rates associated with these instruments.

The fair value of the interest rate, as noted above, is determined based on current market rates and on information received

from the Company’s counterparties to these agreements.

The Company incurred management fees and expenses of $584 and $2,214 during the periods ended January 1, 2005
and January 3, 2004, respectively, to certain shareholders who collectively held 25.5% of the common shares of the Company
at January 3, 2004. The management fees and expenses paid to these shareholders ceased upon the termination of an

agreement between these shareholders effective April 6, 2004.

52 weeks ended January 1, 2005

Earnings coverage on long-term debt obligations 11.89 times

The earnings coverage ratio on long-term debt (including any current portion) is equal to net earnings (before interest and
income taxes) divided by interest expense on long-term debt (including any current portion). Interest expense excludes any
amounts in respect of amortization that were included in interest expense as shown in the consolidated statement of earnings

of the Company for the period.
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