
Management’s Discussion and Analysis

34 2006 Financial Report Loblaw Companies Limited 

11. Related Party Transactions 

The Company’s majority shareholder, George Weston Limited and its affiliates (“Weston”), other than the Company, are related parties. 
It is the Company’s policy to conduct all transactions and settle all balances with related parties on market terms and conditions. 
Related party transactions include: 

Inventory Purchases Purchases of inventory from related parties for resale in the distribution network represented approximately 3%
(2005 – 3%) of the cost of sales, selling and administrative expenses.

Cost Sharing Agreements Weston has entered into certain contracts with third parties for administrative and corporate services, including
telecommunication services and information technology related matters on behalf of the Company. Through cost sharing agreements that
have been established between the Company and Weston concerning these costs, the Company has agreed to be responsible to Weston for
its proportionate share of the costs incurred on its behalf. Payments by the Company pursuant to these cost sharing agreements were
approximately $25 million (2005 – $22 million).

Real Estate Matters The Company leases certain properties from an affiliate of Weston, namely office space for approximately $4 million
(2005 – $4 million). During 2006, the Company purchased from an affiliate of Weston a property designated for future development for
consideration of $8 million, which was prepaid in accordance with a former ground lease between the parties.

Borrowings/Lendings The Company, from time to time, may borrow from or may lend to Weston on a short term basis at commercial paper
rates. There were no such amounts outstanding as at year end.

Income Tax Matters From time to time, the Company and Weston and its affiliates may make elections that are permitted or required 
under applicable income tax legislation with respect to affiliated corporations and, as a result, may enter into agreements in that regard.
These elections and accompanying agreements did not have any material impact on the Company.

Management Agreements The Company, through Glenhuron Bank Limited (“Glenhuron”), a wholly owned subsidiary of the Company,
manages certain United States cash, cash equivalents and short term investments for wholly owned non-Canadian subsidiaries of Weston.
Management fees are based on market rates and included in interest expense.

Sale of Loan Portfolio During 2005, Glenhuron sold a portfolio of third-party long term loans receivable to a wholly owned subsidiary of
Weston. The loans in this portfolio were originally acquired from third-party financial institutions in 2001. This transaction was undertaken
by Glenhuron as part of its overall ongoing management of its investment portfolio.

The amount of the cash consideration of U.S.$106 million was based on a fair market value of the loan portfolio and was approximately
equal to carrying value. An independent review of the valuation analysis has been obtained by the Company to ensure that Glenhuron’s
methodology used in arriving at fair market value was reasonable. As at the date of sale, the current portion of this loan portfolio of 
U.S.$13 million was included in accounts receivable and the long term portion of U.S.$93 million was included in other assets. 

Glenhuron has entered into an agreement with a subsidiary of Weston for the administration of the loan portfolio.

12. Critical Accounting Estimates 

The preparation of financial statements in accordance with Canadian GAAP requires management to make estimates and assumptions that
affect the reported amounts and disclosures made in the consolidated financial statements and accompanying notes. 

Management continually evaluates the estimates and assumptions it uses. These estimates and assumptions are based on management’s
historical experience, best knowledge of current events and conditions and activities that the Company may undertake in the future. 
Actual results could differ from these estimates. 
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The estimates and assumptions described in this section depend upon subjective or complex judgments about matters that may be
uncertain and changes in these estimates and assumptions could materially impact the consolidated financial statements. 

12.1 Inventories 

Certain retail store inventories are stated at the lower of cost and estimated net realizable value less normal gross profit margin. Significant
estimation or judgment is required in the determination of (i) discount factors used to convert inventory to cost after a physical count at
retail has been completed and (ii) estimated inventory losses, or shrinkage, occurring between the last physical inventory count and the
balance sheet date. 

Inventories counted at retail are converted to cost by applying a discount factor to retail selling prices. This discount factor is determined 
at a category or department level, is calculated in relation to historical gross margins and is reviewed on a regular basis for reasonableness.
Inventory shrinkage, which is calculated as a percentage of sales, is evaluated throughout the year and provides for estimated inventory
shortages from the last physical count to the balance sheet date. To the extent that actual losses experienced vary from those estimated,
both inventories and operating income may be impacted. 

During 2006, the Company decided to proceed with the liquidation of certain inventory, consisting primarily of general merchandise. 
A charge of $68 million was recorded in 2006 in connection with this liquidation process. Significant estimation or judgment was required 
in the determination of what is considered excess inventory, estimated recovery values and discounted cost of retail store inventories.

Changes or differences in these estimates may result in changes to inventories on the consolidated balance sheet and a charge or credit 
to operating income in the consolidated statement of earnings. 

12.2 Employee Future Benefits 

The cost and accrued benefit plan obligations of the Company’s defined benefit pension plans and other benefit plans are accrued based 
on actuarial valuations which are dependent on assumptions determined by management. These assumptions include the discount rate, 
the expected long term rate of return on plan assets, the expected growth rate of health care costs, the rate of compensation increase,
retirement ages and mortality rates. These assumptions are reviewed annually by management and the Company’s actuaries. 

The discount rate, the expected long term rate of return on plan assets and the expected growth rate in health care costs are the three most
significant assumptions. 

The discount rates are based on market interest rates, as at the Company’s measurement date of September 30 on a portfolio of Corporate
AA bonds with terms to maturity that, on average, match the terms of the accrued benefit plan obligations. The discount rates used to
determine the 2006 net cost for defined benefit pension and other benefit plans were 5.25% and 5.2%, respectively, on a weighted average
basis, compared to 6.25% and 6.1%, respectively, in 2005. The discount rates used to determine the net 2007 defined benefit pension and
other benefit plans costs decreased to 5.0% and 5.0%, respectively and as a result, the Company expects an increase in these costs in 2007. 

The expected long term rate of return on plan assets is based on current market conditions, the asset mix, the active management of defined
benefit pension plan assets and on historical returns. The Company’s defined benefit pension plan assets had a 10 year annualized return 
of 9.0% as at the 2006 measurement date. The actual annual returns within this 10 year period varied with market conditions. The Company
has assumed a 7.75% expected long term rate of return on plan assets in calculating its defined benefit pension plans cost for 2007. 

The expected growth rate in health care costs for 2006 was based on external data and the Company’s historical trends for health care
costs, and in 2007 initial growth rates will be relatively consistent with that of 2006. 
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Since the three key assumptions discussed above are forward-looking and long term in nature, they are subject to uncertainty and actual
results may differ. In accordance with Canadian GAAP, differences between actual experience and the assumptions, as well as the impact of
changes in the assumptions, are accumulated as unamortized net actuarial gains or losses and amortized over future periods, affecting the
recognized cost of defined benefit pension plans and other benefit plans and the accrued benefit plan obligation in future periods. While the 
Company believes that its assumptions are appropriate, significant differences in actual experience or significant changes in the Company’s
assumptions may materially affect its defined benefit pension plans and other benefit plans accrued benefit plan obligations and future cost. 

Additional information regarding the Company’s pension and other benefit plans, including a sensitivity analysis for changes in key
assumptions, is provided in Note 15 to the consolidated financial statements and in the Employee Future Benefit Contributions discussion 
in the Operating Risks and Risk Management section of this MD&A. 

12.3 Goodwill 

Goodwill is not amortized and is assessed for impairment at the reporting unit level at least annually. Any potential goodwill impairment is
identified by comparing the fair value of a reporting unit to its carrying value. If the fair value of the reporting unit exceeds its carrying value,
goodwill is considered not to be impaired. If the carrying value of the reporting unit exceeds its fair value, a more detailed goodwill
impairment assessment must be undertaken. A goodwill impairment charge is recognized to the extent that, at the reporting unit level, 
the carrying value of goodwill exceeds the implied fair value. 

The Company determines the fair value using a discounted cash flow model corroborated by other valuation techniques such as market
multiples. The process of determining these fair values requires management to make estimates and assumptions including, but not limited
to projected future sales, earnings and capital investment, discount rates and terminal growth rates. Projected future sales, earnings and
capital investment are consistent with strategic plans presented to the Company’s Board. Discount rates are based on an industry weighted
average cost of capital. These estimates and assumptions are subject to change in the future due to uncertain competitive and economic
market conditions or changes in business strategies. 

In 2006, the Company performed the annual goodwill impairment test and it was determined that the carrying value of the goodwill
established on the acquisition of Provigo Inc. in 1998 exceeded its respective fair value. As a result, the Company recorded in operating
income a non-cash goodwill impairment charge of $800 million relating to this goodwill, which was within its previously disclosed 
range of $600 million to $900 million. The Company expects no income tax deduction from this non-cash goodwill impairment charge. 
The determination that the fair value of goodwill was less than its carrying value resulted from a decline in market multiples, both from an
industry and Company perspective, and a reduction of fair value as determined using the discounted cash flow methodology, incorporating
both current Company and market assumptions, which in combination resulted in the goodwill impairment. This non-cash goodwill
impairment charge is expected to be adjusted if necessary in the first half of 2007 and may result in a charge or credit to operating 
income in the consolidated statement of earnings and in the carrying value of goodwill on the balance sheet.

12.4 Income Taxes 

Future income tax assets and liabilities are recognized for the future income tax consequences attributable to temporary differences between
the financial statement carrying values of assets and liabilities and their respective income tax bases. Future income tax assets or liabilities
are measured using enacted or substantively enacted income tax rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The calculation of current and future income taxes requires management to
make estimates and assumptions and to exercise judgment regarding the financial statement carrying values of assets and liabilities which
are subject to accounting estimates inherent in those balances, the interpretation of income tax legislation across various jurisdictions,
expectations about future operating results and the timing of reversal of temporary differences and possible audits of tax filings by the
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regulatory authorities. Management believes it has adequately provided for income taxes based on current available information. Changes 
or differences in these estimates or assumptions may result in changes to the current or future income taxes on the consolidated balance
sheet, a charge or credit to income tax expense in the consolidated statement of earnings and may result in cash payments or receipts. 

12.5 Goods and Services Tax and Provincial Sales Taxes 

During 2005, the Company recorded a charge relating to an audit and proposed assessment by the Canada Revenue Agency relating to 
GST on certain products sold on which GST was not appropriately charged and remitted. In light of this proposed assessment, the Company
assessed and estimated the potential liabilities for GST and PST in other areas of its operations for various periods. Accordingly, a charge 
of $40 million was recorded in operating income in 2005. Approximately $1 million was paid in 2006 (2005 – $15 million) and approximately
$24 million remains accrued as at December 30, 2006. The ultimate remaining amount paid will depend on the outcome of audits 
performed by or settlements reached with the various tax authorities, and therefore may differ from this estimate. Management will continue
to assess the remaining accrual as progress towards resolution with the various tax authorities is made and will adjust the remaining
accrual accordingly. Changes in this accrual may result in a charge or credit to operating income in the consolidated statement of earnings.

12.6 Fixed Assets

Fixed assets to be held and used are reviewed for impairment annually and when events or circumstances indicate that their carrying value
exceeds the sum of the undiscounted cash flows expected from their use and eventual disposition. An impairment loss is measured as 
the amount by which the fixed assets carrying value exceeds the fair value. As discussed in notes 4 and 13 to the consolidated financial
statements, the Company recorded fixed asset impairment and accelerated depreciation charges of $32 million (2005 – $7 million) and 
an additional $27 million (2005 – $14 million) was recorded in restructuring and other charges. 

Factors that most significantly influence the impairment assessments and calculations are estimates of future cash flows. The Company
uses its internal plans in estimating future cash flows. These plans reflect the Company’s current best estimate of future cash flows 
but may change due to uncertain competitive and economic market conditions or changes in business strategies. Changes or differences 
in these estimates may result in changes to fixed assets on the consolidated balance sheet and a charge to operating income on the
consolidated statement of earnings.

13. Accounting Standards

13.1 Accounting Standards Implemented in 2006 

During the year, the Company implemented the following accounting standards issued by the CICA:
• Section 3831, “Non-Monetary Transactions”, issued in June 2005, replaces Section 3830 of the same name. The revised standard

addresses the measurement and disclosure of non-monetary transactions and defines when an exchange of assets is measured at fair
value and when it is measured at the carrying amount. The criterion for the measurement of a non-monetary transaction at fair value 
is based on whether the non-monetary transaction has commercial substance rather than the culmination of the earnings process under
Section 3830. The revised standard is applied to non-monetary transactions initiated in periods beginning after January 1, 2006. 
The adoption of these new recommendations, on a prospective basis, did not have a material impact on the Company’s consolidated
financial statements.

• EIC Abstract 156, “Accounting by a Vendor for Consideration Given to a Customer (Including a Reseller of the Vendor’s Products)”, 
(“EIC 156”) issued in September 2005, addresses cash consideration, including sales incentives, given by a vendor to a customer. 
This consideration is presumed to be a reduction of the selling price of the vendor’s products and should therefore be classified 
as a reduction of sales in the vendor’s statement of earnings.


	12. Critical Accounting Estimates
	12.1 Inventories
	12.2 Employee Future Benefits
	12.3 Goodwill
	12.4 Income Taxes
	12.5 Goods and Services Tax and Provincial Sales Taxes
	12.6 Fixed Assets




