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BETWEEN:
GIOVANNI SPINA. JOHN SPINA DRUGS LTD..
ROMEO VANDENBURG and ROMEO VANDENBURG DRUG COMPANY LTD.
Plaintiffs
-and -

SHOPPERS DRUG MART INC. and SHOPPERS DRUG MART (LONDON) LIMITED

Defendants
PROCEEDING UNDER THE CLASS PROCEEDINGS ACT, 1992
STATEMENT OF DEFENCE
[ The defendants admit the allegations contained in paragraphs 2 (provided that

Shoppers Drug Mart Inc. is continued, not incorporated. under the laws of Canada), 3 (provided
that the defendants do not admit the plaintiffs have no knowledge of the arrangement between
SDMI and SDM London, there are 1309 Shoppers Drug Mart and Pharmaprix stores across
Canada as of March 27, 2014, and approximately 36% of the stores are in Ontario as of the same
date), 4, 5 (provided that certain ot the agreements pleaded were new agreements, not renewals).
6. 7 (provided that certain agreements pleaded were new agreements. not renewals), 8 (provided
that the defendants do not agree the renewal clause is “automatic”). 9 (provided that there are
three parties to each Associate Agreement), 10, 12 {provided that the defendants do not admuit
that Associates are “entitled...to all of the profits earned by the business™. 13, 14, 16 (provided
that the defendants’ sales and other financial information are not material). 21. 27. 28 and 30
(provided that Associate Agreements speak for themselves) ot the Second Fresh As Amended

Statement ot Claim, except to the extent such paragraphs are inconsistent with the pleadings

herein.
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The defendants deny the allegations contained in all other paragraphs of the

Second Fresh as Amended Statement of Claim.

The Defendants

3. The defendant Shoppers Drug Mart Inc. ("SDMI™) is a corporation continued

under the Canada Business Corporations Act.

4. SDMI i1s a wholly-owned subsidiary of Shoppers Drug Mart Corporation

(“SDM™), which 1s a holding corporation. SDMI is the principal operating subsidiary of SDM.

5. SDMI grants licenses to operate full-service retail drug stores (each, a “Shoppers
Store™) under certatn trade-marks (the “Shoppers Trade-marks™). including SHOPPERS DRUG

MART (PHARMAPRIX in Quebec).

6. The defendant Shoppers Drug Mart (London) Limited (“SDM London™). formerly
known as Big V Pharmacies Co. Limited. 1s a corporation continued under the Canada Business

Corporations Act. SDM London 1s a wholly-owned subsidiary of SDMI.

7. SDM Londen grants licenses to operate Shoppers Stores in Ontario under an

arrangement with SDML

o0

For simplicity. references to SDMI in this pleading should be read as references to

both SDMI and SDM London, unless stated otherwise.

9. The terms “Class™, "2002 Agreement Class”. “2010 Agreement Class™ and
“Professional Allowance Class™ have the meanings set out in paragraphs 5 and 6 of the
certification order. Reterences in this pleading to “Class Members™ refer to the members of the

(Class.




10. Unless otherwise indicated, pleadings in the present tense should be read as
applying since the commencement of the class period (January 1, 2002) until the date of this

pleading.

L Descriptions of the defendants’ business and operations in this pleading apply

only to their business and operations in provinces other than Québec.

The Representative Plaintiffs

12. The representative plaintiff Giovanm (John) Spina (“Spina”) is an individual

residing in Ajax, Ontario.

,_
[N

The representative plaintiff John Spina Drugs Ltd. (“Spina Drugs™) is a

corporation incorporated under the laws of Ontario.

14 Spina owns and/or controls Spina Drugs.

L5 Smce FPebruary 29, 1992, Spina has. through Spina Drugs, operated Shoppers
Stores pursuant to a sertes of Associate Agreements (as defined below) made between Spina,

Spina Drugs and SDMI or its predecessors.

[6. As at the date of this pleading, the current agreement between Spina. Spina Drugs
and SDMI is an Associate Agreement made March 1. 2009 in respect of the operation of the

Shoppers Store located at 15 Westney Road North, Ajax, Ontario.

7. The representative plaintiff Romeo Vandenburg is an individual residing in

Toronto. Ontario.
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18. The representative plaintiff Romeo Vandenburg Drug Company Ltd.

(“Vandenburg Drugs™) is a corporation incorporated under the laws of Ontario.
[9. Vandenburg owns and/or controls Vandenburg Drugs.

20. Since August 19. 1994, Vandenburg has, through Vandenburg Drugs, operated
Shoppers Stores pursuant to a series of Associate Agreements made between Vandenburg,

Vandénburg Drugs and SDMI or its predecessors.

21 As at the date of this pleading, the current agreement between Vandenburg,
Vandenburg Drugs and SDMI is an Associate Agreement made August 19, 2011 in respect of the

operation of the Shoppers Store located at 3003 Danforth Avenue, Toronto, Ontario.

The Associate Concept

22 The business model that drives the Shoppers Drug Mart business and cuides the

relationship between SDMI and its franchisees is referred to as the “Associate Concept”.!

23, The Associate Concept combines the principles of a franchise arrangement,
through the licensing to individual franchisees of the right to operate retail drug stores in
association with the Shoppers Trade-marks and SDMI’s business svstems. with the benefits of a

large chain operation.

24 Under the Associate Concept. pharmacists who are licensed to practise in the

province in which their respective stores are located (each. an “Associate™) operate. through a

* The descriptions of the Associate Concept and the Associate Guarantee (defined below) in this pleading apply

only to the Shoppers Drug Mart Business in provinees other than Quebec.
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wholly or partially-owned corporation, the Shoppers Stores (excluding Shoppers Stores located

in Quebec).”

25. Both the Associate and a corporation controlled and operated by the Associate

enter into a standard form agreement with SDMI, referred to as an “Associate Agreement”.

26. The Associate Agreement describes the individual pharmacist as the “Pharmacist”
and the pharmacist’s corporation as the “Associate™. In practice, SDMI and the Associates refer
to the individual pharmacist as the Associate. 'The balance of this pleading uses the term
Associate to refer to both the individual and his or her corporation. unless the context requires

otherwise.

27, Under the Associate Agreement, SDMI urants the Associate the right to, among
other things, operate a retail drug store business at a specific location using the Shoppers Trade-

marks.

Unique Aspects of the Associate Concept

28. The Associate Concept is different than other franchise arrangements in a number

of important respects. including:

{a) Associates do not pay an initial “tranchise fee” to SDMI.
(b) Associates do not make any mitial capital investment in the Shoppers Store.
{c) Associates do not purchase or lease store premises.

(d) SDMI identities potental locations tor Shoppers Stores.

{here are a very small number of Associates who are not icensed pharmacists.
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(f)

I

(h)

(1)
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SDMI acquires or leases the store premises and licenses the use of the premises to

the Associate.
SDMI purchases and installs equipment, which it leases to the Associate.

SDMI guarantees every Associate minimum annual eamnings (the “Associate

Guarantee™), which have increased over time.

SDMI provides short-term and long-term financing to Associates for inventory

and working capital through the provision of loans and loan guarantees.

SDMI providing guarantees to various Canadian chartered banks that support

Associate loans to finance inventory purchases and working capital requirements.

An Associate may terminate his or her Associate Agreement on 60 days’ written
notice at any time (with SDMI having the right, after receiving such notice, to
terminate the Associate Agreement before the end of the Associate’s notice

period).

Associates are eligible to participate in SDMI’s Associate Registered Retirement

Savings Plan (or ASSET).

The Associate Agreement

All Associates are required to enter into an Associate Agreement with SDMI.

As at March 27. 2014, there are 99 Associates. all in Ontario. that have Associate

Agreements with SDM London rather than SDMI.



31 SDM London’s form of Associate Agreement is materially identical to the form

of Associate Agreement between SDMI and other Associates.

32 SDM London has appointed SDMI as its agent to carry out certain obligations and

duties undertaken by SDM London pursuant to its form of Associate Agreement.

History of the Associate Agreement
33. SDMI most recently updated the form of Associate Agreement in 2002 and 2010.

The revised forms of agreement are referred to herein as the 2002 Associate Agreement and the

2010 Associate Agreement.

-

34 SDMI pleads and relies upon all of the terms of the 2002 Associate Agreement

and the 2010 Associate Agreement.

[}
LN

All Associate Agreements that were based on a form in use prior to the 2002

Associate Agreement have expired.

~

30. The 2002 Associate Agreement has three versions with different terms: a one-vear
mitial term. with a maximum of two consecutive renewals of one year each: a three-vear initial
term. with a maximum of two consecutive renewals of two years each: and a one-vear term with

no renewals.

[
~d

The 2002 Associate Agreement remained n use until Janoary 1. 2010.

38. On January 1. 2010, SDMI introduced the 2010 Associate Agreement tor all new
Associates and for all Associates whose term. inclusive of renewals. had expired on their existing

Associate Agreement and to whom SDMI offered a new agreement.
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39. The 2010 Associate Agreement is the current form of the Associate Agreement as

of the date of this pleading.

40. The initial term ot the 2010 Associate Agreement 1s one year, with a maximum of

two consecutive renewal terms of approximately one vear each.” SDMI also has a version of the

2010 Associate Agreement that 1s for a one-vear term, with no renewals.

41. Class Members may be parties to a 2002 Associate Agreement, a 2010 Associate

Agreement, or both.

42 References to the “Associate Agreement” in the balance of this pleading should

be read as applying to both the 2002 Associate Agreement and the 2010 Associate Agreement.

Roles and Responsibilities Under the Associate Agreement
43. In return for the licence to use the Shoppers Trade-marks and the other rights and

privileges granted to the Assoctate under the Associate Agreement, an Associate must devote his
or her full time and attention to the operation and management of all aspects of the Shoppers

Store that 1s the subject of the Associate Agreement.

44, Among other things, Associates have the following responsibilities under the

Associate Agreement:

(a) maximizing profitability in their individual Shoppers Store(s);
(b supporting and/or protecting the Shoppers Drug Mart brand:

Fechnically, the term ol the 2010 Associate Agreement is such mumber of “Accounting Periods™ that are
completed within 1 vear of the date ol the Agreement with two consecutive renewal terms of 13 Accounting
Periods, bur without further renewal after that date. There are approxamatelv 13 Accounting Periods in one
calendar vear.



45.

-9.

effectively implementing all store programs and standards;

observing and following all laws and regulations of federal,

municipal governments and professional licensing authorities:

hiring and leading the store team:

provincial and

providing overall leadership in their individual Shoppers Store(s); and

building and maintaining customer and patient relations.

By entering into an Assocliate Agreement, SDMI and the Associate agree that

only such services and equipment as are specified by SDMI may be used by the Associate, and

the Associate 1s not permitted to enter into any leases for equipment except with SDMIL

46.

Associates, as pharmacists, are also subject to certain provincial statutory and

regulatory obligations, in addition to their protessional responsibilities.

47,

Under the Associate Agreement, SDMI agrees to provide various

Associates. Section 3.01 of the 2002 Associate Aureement provides as tollows:

Article 5.00 — Company’s Covenants

301 The Company 1 consideration ol this agreement. agrees that it will render
o the Assocrate the followmg services and assistunce pertaining 1o the
Frunchised Business:

(i) assistance 1 store planning and store design:

thy the acqusition and nstallavon. on the Premises, of all fumishimys, leusehold
improvements. fixtures and equipment theremalter collectively reterred to as the
“Equipment™) as the Company deems appropriate for the conduct of a
Franchised Business. it bemg understood and agreed that such Equipment shall
at all times be and remain the propertv of the Companyv or 1ts Afhliates. as the
case may be. Only the Equipment as spectfied by the Company shall be used in
the conduct of the Franchised Business and the Associate agrees that it will not

services to the
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enter into any lease tor Equipment with any person, firm or corporation other
than the Company {...]

{¢) the secking out of sources of supply ot merchandise and the provision of the
advantages ot bulk purchasing, where practical:

(d) the provision of etticient systems tor bookkeepmyg and stock controls:
(¢) the provision of advertising programs:

{1) the arrangement of certain insurance:

(2) the provision of training programs for staft:

{h) the provision of results of research on market trends ot product lines:

(1) the provision of counselling with respect to merchandising and in respect of
the operation and promotion of the Franchised Business:

(1) assistance regarding the Associate’s dealings with the Provincial College of
Pharmacy or other similar body having jurisdiction in the Provinee in which the
Franchised Business is camried on:

(k) financial advice and consultation;

() consultations with the Associate regarding the establishment of an
approprate security program tor the Franchised Business.

18. The Associate 1s not an agent of SDMI. but is an independent contractor. SDMI

pleads and relies on Section 16.01 of the Associate Agreement.

49, By signing the Associate Agreement, Associates specifically acknowledge that
they were given: (1) the opportunity to be advised by a professional advisor regarding all aspects
of the agreement; and (11) enough time to read and understand the provisions of the agreement.

The defendants plead and relv on Section 17.12 of the Associate Agreement.

The Manual

0. SDMI denies that the documents pleaded at paragraph 83 of the Second Fresh as
Amended Statement of Claim are specifications. standards, rules. policies and procedures

relating to the operation of a Shoppers Store.

' Section 3.01 of the 2010 Associate Agreement is materially identical.
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SDMI denies that these documents form. or ever formed. part of the *Manual” (as
defined in the Associate Agreement) or otherwise form, or ever formed, part of the contract

between SDMI and each Associate.

Law of the Contract

S2. Each Associate Agreement is to be construed in accordance with the laws of the
province in which the Shoppers Store that is the subject of the Associate Agreement is located.

SDMI pleads and relies on Section 2.04 ot the Associate Agreement.

Professional Allowances

The Generic Drug Supply Chain

3. SDMI acts as a pharmaceutical drug wholesaler. SDMI purchases drugs from

th

manufacturers. maintains inventories of drugs, and resells the drugs to Associates. who dispense

the drugs to patients.

h

4. Since 2003, Associates have been required to purchase generic drugs solely from
SDMI." Associates submit purchase orders to SDMI for generic drugs listed by SDMI. SDMI
satisties these orders either from its inventory or by ordering drugs trom the generic

manufacturer.

'h
N

Associates pay the same invoice price that is paid by SDMI to the generic
manufacturers but before deduction of any rebates (whether described as “rebates” or

“professional allowances”. depending on the applicable legislation at the time) received by

SDML

~ There are some limited exceptions where Associates mav order drugs directly from a wholesaler. such as i a
Distribunon Cenwre (as defined below) does not huve mventory of a particular molecule.
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6. SDMI has not charged, and does not charge, a distribution mark-up to Associates

on generic drugs.

Evolution of the Regulation of Professional Allowances
7. Prior to 2006, the applicable legislation in Ontario — namely the Ontario Drug

N

Benefit Act (the “ODBA”) and the Drug [nterchangeability and Dispensing Fee Acr (the
“DIDFA™) — did not address the payment of rebates by ceneric drug manufacturers on purchases

of generic drugs.

s8. In 2006, the Transparent Drug Svstem for Patients Act, 2006 (the “TDSPA™)

came into force. The TDSPA amended the ODBA and the DIDFA.

v

9. Since 2006, legislation in Ontario has prohibited drug manutacturers from paying,
and wholesalers, franchisees, pharmacy operators and pharmacists from receiving, “rebates” on

veneric prescription drug products and prescription drug products listed on the public drug plan.

60. However, under the leuslation that came wnto force in 2006, so-called
“professional allowances™ were created as a defined term and excluded from the definition of

“rebates’”.

ol. The legislation defined “protessional allowances™ as “a benefit. in the form of
currency, services or educational materials, that are provided by a drug manufacturer to
[wholesalers, operators ot pharmacies, or companies that own. operate or franchise pharmacies,

or to therr directors, officers, employees or agents] for the purposes of direct patient care...”

02. As ot July 1. 2010, professional allowances are no longer permitted on sales of

seneric drugs within the public payor drug system (i.¢.. the Ontario Drug Benetit ("ODB™) plan).
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63. SDMI was permitted to continue receiving professional allowances on generic
drugs dispensed in the private payor drug system, but these professional allowances were capped

and eventually phased out entirely effective Apnil I, 2013,

SDM/I’s Receipt of Professional Allowances
64, Between 2006 and July 2010, SDMI received professional allowances trom

veneric drug manufacturers on SDMI's purchases of generic drugs dispensed within the ODB

plan.

05. During this same time frame, and continuing thereafter until Apnil 1, 2013, SDMI
also recetved professional allowances from manufacturers on SDMI’s purchases of generic drugs

dispensed 1n the private payor system.

60. These professional allowances were in the form of monies paid directly to SDMI

by generic drug manutacturers.

67. In general. the protessional allowances received by SDMI from each veneric drug
manufacturer were based on a percentage of the tnvoice price tor generic drugs purchased by

SDMI from the drug manutacturer.

68. The amount of protessional allowances that could be received by SDMI was

subject to Limits imposed by applicable legislation.

69. SDMI did not pay or remit protessional allowances to Associates. in the sense that
SDMI did not make specific payments to an Associate that are identuitied as professional
allowances to be used by the Associate for the purposes of performing direct patient care

activities. and SDMI was not obligated to do so.




- 14-

Direct Patient Care Reporting

70. During the relevant period, the applicable Ontario legislation required SDMI to
report the amount of protfessional allowances recetved by SDMI from generic drug

manutacturers and the amount expended for the purpose of providing direct patient care.

71. To comply with its reporting obligations with respect to expenditures for the
purpose of providing direct patient care, SDMI required each Associate to complete, for each
reporting period, an online form outlining the time and total amounts expended at the store for

specified direct patient care activities.

72. SDMI used the information provided by Associates to report expenditures in

Ontario for the purpose of providing direct patient care.

73. The direct patient care activities reported by Associates to SDMI were the same
activities that Associates or therr staft regularly performed prior to July 1. 2006, when the
legislation regulating professional allowances was mtroduced. In other words, the direct patient

care activities were not new activities or “extra work’ being done by Associates.

74 Associates continue to perform these direct patient care activities as at the date of

this pleading, even though protessional allowances are no longer permitted.

~1

N

SDMI never instructed Associates to perform particular direct patient care
activities or to increase the amount ot time or money spent on direct patient care activities for the
purpose ot increasing the amount of professional allowances that SDMI could receive from

veneric drug manufacturers.

76. Ar no time did the receipt of professional allowances influence how SDMI
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encouraged or instructed Assoclates to operate the Shoppers Stores.

77. As of July 1. 2010, SDMI was no longer required by Ontario legislation to report

its receipt of professional allowances or the total expenditures on direct patient care activities.

78. SDMI ceased requiring Associates to report to it on direct patient care activities

after SDMI’s legislative reporting obligation ended.

79. At all material times, SDMI's reporting of the amount of professional allowances
received by SDMI from generic drug manufacturers and the amount expended for the purpose of
providing direct patient care complied with applicable legislation, regulations and executive

directions.

30. SDMTI’s reports regarding the amount of professional allowances received contain
highly confidential commercially sensitive information, the public disclosure of which could
seriously prejudice SDMI by giving 1ts competitors a competitive advantage and‘or adversely
atfecting SDMI’s relationships with generic drug manutacturers. These reports were delivered to

the Ontario government on a confidential basis in the expectation that they would at all times

remain confidential.

31, SDMI had no obligation to disclose its reports to Associates.

SDMI Was Entitled to All Professional Allowances

32 Generic drug manufacturers paid protessional allowances to SDMI pursuant to

lawful agreements between SDMI and each manutacrurer.

(o]
[V}

Under these agreements, SDMI calculated a professional allowance amount based

upon a percentage of the price ot generic drug molecules purchased from each manutacturer and
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billed the amount back to the manufacturer. The manufacturer either paid the amount to SDMI or

the amount was credited against SDMI’s future purchases trom the manufacturer.

84, This agreed percentage varied by manufacturer and by generic drug molecule and

was subject to “caps” 1mposed by applicable legislation.

85. Each of the Class Members has expressly acknowledged and agreed that SDMI
was entitled to the professional allowances. SDMI relies on Section 11.04 of the 2002 Associate

Agreement and Section 11.10 of the 2010 Associate Agreement, which provide, in relevant part:

2002 Associate Agreement, Section 11.04

The Associate and Pharmacist acknowledge and agree that the Company shall

be entitled fo the benelit of any and all discounts, volume rehates, advertising

allowances or other sumlur advantages that the Company or its Afliliates may

obtain from any person, firm or corporation by reason of its supplying

merchandise or services to the Assoctate or to associates of the Company or its

Affihates.

2010 Associate Agreement, Section 11.10

The Associate and Pharmacist acknowledge and agree that the Company shall

be entitled fo the benefit of any and all discounts. rebates. advertising or other

allowances. concessions, or similar advuntages obtainable from anv person by

reason ot the supply of merchandise or services to the Company, the Associate

or to Associates of the Company or its Attiliates.
S6. Further, and i any event, there was no express or implied term ot the Associate
Agreement that entitled the Class Members to some or all of the professional allowance

payments.

87. The defendants deny that the professional allowance pavments received by SDMI
are included 1n “Gross Sales™. as detined in the 2002 Associate Agreement and 2010 Associate

Agreement.

38. The defendants deny that the receipt and retention of professional allowances was
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a breach of the Associate Agreement or breach of any duty of good faith or fair dealing in the

performance of the Associate Agreement.

SDMI Was Not Unjustly Enriched by Professional Allowances

89. The agreements between SDMI and the generic drug manufacturers are a juristic
reason for SDMI's receipt and retention of professional allowance payments from the

manutacturers.

90. Further, and in any event, the Associate Agreements, and in particular Section
11.04 of the 2002 Associate Agreement and Section 11.10 of the 2010 Associate Agreement, are

also juristic reasons for SDMI’s receipt and retention of the professional allowance payments.

91. In addition, the Class Members have sutfered no deprivation. As all Associates
are, and were, required to purchase their generic drug requirements solely from SDMI,
Associates were not permitted by contract to negotiate or enter into agreements with generic drug
manufacturers under which protessional allowances could be paid. Associates therefore did not
have. and could not have had. any opportunity to receive protessional allowance payments.
SDMI pleads and relies on Section 6.01()) of the 2002 Associate Agreement and the 2010

Associate Aureement.

92. Further. and i any event. at no material time did the applicable legislation in
Ontario create any right of franchisee-pharmacists to professional allowance payments received

by a franchisor.

03. SDMI has theretore not been unjustly enniched by its receipt and retention of

protessional allowances.
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Fees Payable by Associates

94. Under the Associate Agreement, the Associate must pay certain fees to SDMIL as

described below.

953. SDMI disclosed these fees to Associates.

(a) Advertising Contribution
96. Pursuant to Section 11.04 of the 2002 Associate Aureement and Section 11.05 of

the 2010 Associate Agreement, Associates are required to pay a fee (the “Advertising

Contribution™) to SDMI as a contribution to the cost of advertising and marketing.

97. As t-he representative plaintiffs did not seek to certify any common issue relating
to fees payable pursuant to Section 11.04 of the 2002 Associate Agreement and Section [ 1.05 of
the 2010 Associate Agreement and the Court has not certified such a common issue, the
defendants decline to plead to the plaintiffs’ allegations regarding the Advertising Contribution
at. inter alia, paragraphs 30 to 32 of the Second Fresh as Amended Statement of Claim at this

time. beyond their denials as set out above.

98. The defendants reserve the right to plead to any claims in respect of the
Advertising Contribution. m the event the plamtiffs choose to pursue any such claims following

the comumon issues phase ot this proceeding.

(b) Store Charges

99. Associates pay various charges to SDMI on account ot the services and programs
provided to Associates by SDMI. SDMI refers to these charges as “Store Charges™. SDMI does

not use. and has never used. the term “Cost Recovery Fees™ to reter to these charges.

100. The services and programs provided by SDMI to Associates benefit Assoclates.
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(a)

()

()
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The Store Charges consist ot the following:

Academy Fee — Associates pay a charge calculated as a percentage of Gross Non-
Employee Sales for training that covers the costs of courses for franchisees,

rospective franchisees and for the franchisees' emplovees.
prosp 3

Retail Accounting Fee — Associates pay a tee for bookkeeping and accounting
services supplied by SDMI to Associates through SDMI’s Retail Accounting

Department.

Insurance Fee — Associates pay a fee for a blanket insurance program obtained

by SDMIL

Loss Prevention Fee — Associates pay a tee for an overall loss prevention process

and strategy for all Associates.
I'T Support Fee — Associates pay a tee for technical support of computer systems.

Dataline Communications Fee — Associates pay a pre-tax charge for use of

SDMTI’s data network.

PIN Pad Fee — Associates pay a fee for PIN pads provided to Associates. which

allow Associates to process debit and credit card transactions through banks.

Optimum Fee — Associates pay a fee (the “Optimum Fee™) for the Optimum

Program, which 1s described in more detail below.
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102. SDMI is expressly permitted to charge the Store Charges to each Associate
pursuant to Section [1.05 of the 2002 Associate Agreement and Section 11.07 of the 2010

Assoclate Agreement:

2002 Associate Agreement, Section 11.05

11.05 The Associate acknowledges and agrees that the payments trom time to
ume required of the Associate on account of the rental of the Equpment or the
fease of the Premuses or on account of services rendered by the Company in
respect ol (1) the establishment of a secunity program for the Franchised
Business: (1) traning programs from time to time provided by the Company;
(11) taking ot inventory. and (1v) other services from time to tme rendered by
the Company to the Associate that are not included m the services turmished by
the Company to associates generally at the present time, shall be in addition to
the fees payable by the Associate from time to time under Section 11.01 hereof.
The fee or tees 1o be charged to the Associate for any such additional services
shall be such amount or amounts as the Company, in the good faith exercise of
its judgment, determine.

2010 Associate Agreement, Section 11.07

11.07 The Associate acknowledges and agrees that the payments from time to
time required of the Associate on account of the vental of the Equipment or the
lease of the Premises or on account of services or programs rendered or made
avatlable by the Company or its Affiliates in respect ot (1) the establishment of' a
security program for the Franchised Business. (i1) training programs from time
o time provided by the Company or 1ts Attiliates, (111) taking ol inventory, {iv)
fovalty programs from time to time developed by the Company or its Affiliates.
and (v) other services or programs {rom time to time rendered or made available
by the Company or 1ts Atfiliates to the Associate that are not mcluded in the
services or programs furnished by the Company or its Affiliates to Associates
cenerally at the present time. shaill be m addition to the Fee and other amounts
pavable by the Associate trom time to time under this Agreement. The fee or
fees to be charged to the Associate for anv such additional services or prograns
shall be such amount or amounts as the Company shall determine in the good
laith exercise of its judgment.

103. SDMI 1s expressly permitted to charge the Retail Accounting Fee to Associates

pursuant to Section 6.03 of the Associate Agreement, which provides:

2002 Associate Agreement, Scction 6.03:

6.03 At such tme as the Company provides a centralized bookkeeping and
accounting service (o the Associate and other associates of the Company. the
Associate agrees o appoint the Company to act as its agent to provide such
bookkeeping and accounting services and to cooperate with the Company in the
implementation and use ol such cenmralized bookkeeping and accounting
~ervices. Lhe Associate will puv to the Company such tee as may be determined
by the Company from tme to time 1 respect of the centralized bookkeeping and
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accountng services. and will be released trom its obligation to itself prepare and
tfurnish reports, books, records. accounts and statements as provided for in
Sections 6.01(k)y and (1). The Associate acknowledges that the centralized
bookkeeping and accounting services will be comprehensive and may include
supervision of banking. pavment ol accounts pavable, the collection of accounts
recetvable and the preparation of statements, balance sheets and other reports of
the financial status of the Associate. The Associate and the Pharmacist will
cooperate fully with the Company and provide to 1t all mformation required by
the Company m order to perform the centralized bookkeeping and accounting
service.

The services provided as part of the centralized bookkeeping and accounting
service to the Associate will be as outlined n the bookkeeping and accounting
manual to be provided by the Company to the Associate and the Associate
agrees to comply with all of the policies und operating procedures preseribed
from time to time by the Company m the bovkkeeping manual or otherwise
communicated 0 the Associate m writing.

The tee or tees fo be charged to the Associate for the provision ot a centralized
bookkeeping and accounting service shall be such amount or amounts as the
Company shall, in the good taith exercise of its judgment. determine, and shall
be charged on u basis consistent with the basis on which such fees are
determined for other associates m the Shoppers Drug Mart system.

2010 Associate Agreement, Section 6.03:

6.03 So long as the Company provides or arranges to provide a centralized
hookkeeping and accounting service to the Associate and other Associates of the
Company. the Associate agrees to and does hereby retain the Company to
provide or arrange 1o provide such bookkeeping and accounting services und to
couperate with the Company in the implementation and use of such centralized
bookkeeping and accounting services. The Associate will pav to the Company
or the service provider (the “Service Provider”) such fee as mav be deterined
bv the Company {rom time to time 1 respect of the centralized bookkeeping and
accounting services. and will be released trom 1ts obligation to itseif prepare and
furnish reports, books, records. accounts and statements as provided for in
Sections 6.01(ky and (. The Associate acknowledges that the centralized
bookkeeping and accounnng services will be comprehensive and mav inclode
supervistion of banking, pavment of accounts pavable. the collection of accounts
receivable and the preparation of statements, balance sheets and other reports of
the financial status of the Associate. The Associate and the Pharmacist will
cooperate fullv with the Company or the Service Provider and provide 1o 1t all
intormation required by the Company in order to perform the centralized

bookkeepmng and accounting service.

The services provided as part of the centralized bookkeeping and accounting
service (o the Associate will be as outhined 1 the Manual and the Associate
agrees o comply with all of the policies and procedures prescribed trom time to
inme by the Company in the Manual or otherwise communicated to the
Assoclate I wriing.

The fee or fees w he charged to the Associate for the provision ol a centralized
beokkeeping and accounting service shall be such amount or amounts as the
Company shall, in the good faitl exercise ot its judgment. determine, and shall
be charged on a basis consistent with the basis on which such fees are
determined for other Associates of the Cowmpany.
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104. SDMI determines the Retail Accounting Fee for each Associate on a basis

consistent with the basis on which such fees are determined for other Associates.

105. Further, pursuant to Section 6.02 of the Associate Agreement, the Associate
expressly agrees to introduce, utilize and pay for information systems and technology specified

by SDMI:

2002 Associate Agreement, Section 6.02

602 Recognizing the continuing need to optinnze procedures tor recording
and reporting fimancial information. for merchandise reordering, for labour
scheduling, tor inventory control, and for otherwise operating the Franchised
Business, the Associate agrees that the Companv may from tine to time require
the Associate to mtroduce and utilize tn the operation of the Franchised Business
imformation systems and technology specified by the Company, mcluding
without limitation computerized bookkeeping, accounting, point-of-sale and
mventory control systems. The Associate agrees on request of the Company to
promptly purchase or otherwise obtain, implement and use any such svstem
spectfied by the Company.  All components of any such system may be
purchased, leased or licensed only from sources of supply authorized in writing
by the Company. The Associate agrees that it will not utilize i connection with
the Franchised Business any computer hardware. application software. operaung
software, supplies or services that have not previously been approved by the
Company m writing. The Associate further agrees. that upon request by the
Company, 1t will execute any license agreements. contidentiality agreements,
user agreements, lerters or other documents whatsoever which the Company
deems  necessary in order to protect the said information systems and
technology.

[he Associate may not enhance or modity anv such svstem without the
Cowmpany's prior written approval.  The Associate 1s solelv responsible for
paving all amounts owing ro suppliers for any such svstem and in respect of the
maintenanee, service and support of anv such svstem.  [he Assoctate shall
tollow all procedures established trom tme to tme by the Company with
respect to the use of such svstem, meluding without limitation, procedures for
ott-site buck-up and nmplementation and use of new releases and updates. The
Assoctate shall at its own expense obtain and maintan maintenance and support
for ull such mformation svstems and technologv. for the nunimum hours ot
coverage specifled from time to time by the Company, and from suppliers
approved by the Company. The Assocrate agrees that it will not relocate any
computer hardware forming a part of such mlormation svstems and technology
without the prior written consent of the Company.

2010 Associate Agreement, Section 6.02

6.2 Recognizing the continuing need to optinize procedures for recording
and reporting lnancial wtormation. for merchandise reordering, for labour
schedubhne. tor mventory control. and tor otherwise operating the Franchised
Business, the Associate agrees that the Company may from time (o time require
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the Assoctate to introduce and utilize in the operation of the Franchised Business
mformation systems and technology specitied by the Company, including
without hmitation computerized or electronmie bookkeeping, accounting, point-
of-sale and inventory control systems. The Associate agrees on request of the
Company to promptly purchase, lease. license or otherwise obtain. implement
and use any such system specified by the Company. All components of any
such system may be purchased. leased. licensed or otherwise obtained only trom
sources of supply authorized in writing by the Company. The Associate agrees
that 1t will not utilize 1n connection with the Franchised Business any computer
hardware, application software. operating software. supplies or services that
have not previously been approved by the Company in writing. The Associate
turther agrees. that upon request by the Company. it will execute any license
agreements. confidentiality agreements. user agreements. letters or other
documents whatsoever which the Company deems necessary in order to protect
the said information systems and technology.

The Assoctate may not enhance or medify any such svstem without the
Company's prior written approval. The Associate is solelv responsible for
paving all amounts owing to suppliers for any such system and in respect of the
use, maintenance, service and support of anv such system. The Associate shall
follow all procedures estabhshed from time to time by the Company with
respect to the use of such system, meluding without himitation. procedures for
off=site back-up and implementation and use of new releases and updates. The
Assoctate shall at its own expense obtain and mamtain maintenance and support
for all such information systems and technology. for the minunum hours of
coverage specified from time to tme by the Company. and from suppliers
approved by the Company. The Associate agrees that it will not relocate any
computer hardware forming a purt of such information systems and technology
without the prior written consent of the Company.

SDMI determines each of the Store Charges in the good faith exercise of its

SDMI sets the Store Charges using a variety ot approaches, depending on the

nature of the charge, as tollows:

{a)

The Academy Fee, the Insurance Fee and the Loss Prevention Fee are set at a
percentage of each store’s Gross Non-Employee Sales on the assumption that
each store’s use of these services is proportionate to the size of the store. as

tollows:

() Academy Fee ~ 0.028% of Gross Non-Emplovee Sales
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(11) Insurance Fee — 0.1°% of Gross Non-Employee Sales (pre-tax)

(m)  Loss Prevention Fee — 0.07% of Gross Non-Employee Sales by the

Associate

(b) The Retail Accounting Fee is also set based on each store’s Gross Sales on the
assumption that larger, busier stores will need more accounting support. The
Retall Accounting Fee levied for these services ranges from $6,080 per annum for
stores with Gross Sales of $4.251.000 or less to $18.905 per annum for stores

with Gross Sales of $11.662.000 or more.

(¢) The IT Support Fee, the Dataline Communications Fee and the PIN Pad Fee are
set using “postage stamp pricing” (i.e., one fixed amount charged to all stores).
The underlying principle is that SDMI invests in technology across the country
and all stores have access to essentially identical services. regardless ot their sales
or other factors. The IT Support Fee is a pre-tax charge of $725 per period. The
Dataline Comhmnications Fee 1s a pre-tax charge is 3650 per period. SDMI
currently charges each Associate for the PIN pads based on a per period flat

charge of S17, a charge which has been reduced.

[029)

108. SDMI dentes the plaintiffs™ allegation at paragraph 54 of the Second Fresh as
Amended Statement ot Claim that the Store Charges “are intended to allow the Defendant to
recover only the costs of the specified services, and not to be a source of profit for the

Defendant.” The plamnuffs™ allegation ignores the plain text of the Associate Agreement.

particularly the provisions set out in paragraphs 102 to 105 above.
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109. SDMI's overall approach to Store Charges is to set them at a level that the
ageregate of charges paid by Associates 1s sufficient for SDMI to recover its capital investments.
including a reasonable return on capital, and the operating costs associated with the programs

and services provided to Associates.

110. However, the cost to SDMI of providing a service or program to an individual
Associate may be greater than or less than the fee paid in respect of that service or program by

that specific Associate.

(c) Occupancy Charge

L SDMI (or one of its affiliates) leases almost all ot the Shoppers Store premises

from third party landlords. SDMI or an attiliate 1s the tenant under these leases.

[12. Assoclates are not tenants or otherwise party to the leases with these third party
landlords. Associates have no obligations to third party landlords and may terminate their

Assoclate Agreements oi notice at any time.

113. Pursuant to Section 6.01(c) of the Associate Agreement, each Associate agrees to

pay all rent and other occupancy costs under the lease for the store premises:

2002 Associate Agreement, Section 6.01(¢)

N
=

xnluu‘lhuux the term of this agrecnient and A0V {CneWs al thereof. the

\ssou ite and the Pharmacist jomtly and severallv agree:

) to pertorm and observe all of the covenants on the pwt of the fessee
contained m the lease of the Premises the particulars of which are set forth in
Schedule "A" hereto, including the pavment of all amounts reserved thereby and
to mdemnty and save the Company and tts Affiliates harmless ol and trom any
and all cloims which may avise or be asserted against themn or any of them by
reason ol the said lease during the term ot this agreement;

J010 Associate Agreement. Section 6.01(¢)
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601 Throughout the Term of this Agreement. the Associate and the
Pharmacist jointly and severally agree:

(¢} o perform and observe all of the covenants on the part of the lessee
contained in the lease of the Premises the particulars of which are set forth in
Schedule "A" hereto, including the payment of all amounts reserved thereby and
to imdemnify and save the Companyv and 1ts Aftiliates harmless of and from any
and all clanms which may arise or be asserted against them or any of them by
reason ot the said lease during the Term of this Agreement;

[14. Pursuant to these provisions of the Associate Agreement. SDMI charges a fee (the
“Occupancy Charge™) to each Associate based upon the amount of rent, Common Area
Maintenance (“CAM™) and realty tax payable under the applicable lease for the store for that

vear.

5. The Occupancy Charge retlects the actual amount of rent. CAM and realty tax

pavable under the applicable lease. without any mark-up by SDMIL

L16. SDMI absorbs any unanticipated variances in rent. CAM or realty tax over the
course of the vear. In other words. if the amount of rent. CAM or realty tax payable under the
lease for a store’s premises unexpectedly increases during a year, SDMI will not hold the

Associate accountable for the occupancy variance.

117. In the small number of cases in which SDMI owns the store premises. the
Associate pays an Occupancy Charge tor the premises, including an annual rental fee based on
the fair market rent for the premises. SDMI denies that the Occupancy Charge in these cases is in

excess of a commercially reasonable rate for the store premises.

118. Schedule “"A™ to each Associate Agreement sets torth the particulars of the lease

of the premises for the Shoppers Store, including the term and minimum rent.
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119. Further. SDMI prepares and provides to the Associate a summary of the material

terms of the lease for the store.

120. SDMI also discloses the Occupancy Charge payable by the Associate on an

annual basts.

121 SDMI does not provide Associates with copies of the leases that SDMI enters into
with third party landlords, nor does it have any obligation under the Associate Agreement or at

law to do so.

122. For some but not all Shoppers Stores, SDMI does receive inducements from third
party landlords to enter into a lease, such as a rent free pertod. during which SDMI does not pay
rent to the third party landlord, or a tenant allowance. which ts paid by the landlord to SDMI1

towards the construction of tenant improvements.

123. When SDMI receives tenant allowances, SDMI does not disclose to the Associate
operating the stores in question the fact of its receipt of the allowance or the amount of the
specitic allowance. nor does it have any obligation to do so under the Assoctate Agreement or at

law.

124 SDMII receives the landlord inducements pursuant to lease agreements between it

and third party landlords.

123. SDMI has no oblication to adjust the Occupancy Charge payable by a given
Associate in hieht of landlord inducements i respect of a store operated by the Associate, and

the Class Members have no right under the Associate Agreement or under any duty of vood faith
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or fair dealing to receive any benefit of landlord inducements that SDMI may have received

cduring the class period.

126. SDMI relies on Section 11.04 of the 2002 Associate Agreement and Section 11.10

of the 2010 Associate Agreement in support of its receipt of landlord inducements.

127. Accordingly, SDMUI’s receipt of landlord inducements does not breach either the

Associate Agreement or any duty of good faith or fair dealing.

128. In-any event, during a rent free period, SDMI does not charge the Associate the

rent component of the Occupancy Charge.

[29. Further, SDMI uses tenant allowances to reduce the book value of the Equipment
(as defined below) installed at the store, which in turn reduces the Equipment Rental Fee (as

defined below) payable by the Associate.

(d) Equipment Rental Fee

130. SDMI purchases fixtures, leasehold improvements and equipment (collectively,
“Equipment”) for each Shoppers Store and leases the Equipment to the Associate, pursuant to

Subsection 5.01(b) of the Associate Agreement:

2002 Associate Agreement, Section 5.01(h)

S.0] The Company, m consideration ot this agreement. agrees that it will
render to the Associate the following services and assistance pertaining to the
Franchised Business:

th) the acquisttion and installation. on the Premises. of all furnishings,
leasehold improvements, lixmures and equipment  thereinalter collectively
referred to as the "Equipment™) as the Company deems appropriate tor the
conduct of a Franchised Business. it bemng understood and agreed that such
Equipment shall at all times be and renmaim the property of the Company or its
Atliliates, as the case mav be. Only the Equipment as specitied by the Company
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shall be used 1n the conduct of the Franchised Business and the Associate agrees
that 1t will not enter into anv lease tor Equipment with any person. firm or
corporation other than the Company. All Equipment shall be leased to the
Assocrate upon terms and conditions to be mutually agreed upon between the
parties from time to ime. For greater certainty, it is acknowledged and agreed
that all Equipment presently located on the Premises 1s the exclusive property of
the Company or its Affiliates. as the case may be. The Associate further agrees
that uny asset (including but not limited to computer soltware) purchased for the
Franchised Business and which has previously been classified as an expense of
the Franchised Business m accordance with generallv accepted accounting
principles shall automatically be acquired by the Company under the terms of
Section 13.06 hereof upon any termination of this agreement without any
additional compensation being due to the Associate pursuant to Section 13.07.

2010 Associate Agreement, Section 5.01(b)

.01 The Company agrees that it will render or cause to be rendered to the
Associate the following services and assistance pertaining to the Franchised
Business:

(h) the acquisition and mstallation. on the Premises, of all furnishings.
leasehold improvements. fixtures and cquipment (hereinafter collectively
referred to as the "Equipment”) as the Company deems appropriate for the
conduct of the Franchised Business. it being understood and agreed that such
Equipment shall at all times be and remain the propertv ot the Company or its
Atfiliates, as the case may be. Only the Equipment as specified by the Company
shall be used m the conduct of the Franchised Business and the Associate agrees
that it will not enter into any lease tor Equipment with any person, firm or
corporation other than the Company or its Atliliates.  All Fquipment shall be
leased to the Associate upon terins and conditions to be mutually agreed upon
between the Associate and the Company or its Alfiliates. For reater certainty.
1t s acknowledged and agreed that all Equipment presently located on the
Premises 15 the exclusive property of the Company or its Atlfiliates. as the case
may be. The Associate further agrees that any asset tincluding but not limited to
computer software) purchased tor the Franchised Business and which has
previously been classified us an expense of the Franchised Business in
accordance with generally accepted accounting principles shall automatically be
acquired by the Company under the terms of Section 13.06 hereof upon any
termination of this Agreement without any additional compensation heing due to
the Associate pursuant to Section 13.07:

131 SDMI charges each Associate a fee (the “Equipment Rental Fee™) for the use of
Equipment in the Associate’s store pursuant to Section 11.05 of the 2002 Associate Agreement

and Section 11.07 of the 2010 Associate Agreement.

132 The Equipment Rental Fee i1s generally based upon the useful life of the

Equipment in the store. It is calculated as follows:
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(a) a 2 year asset has a lease rate of 55.91 % of the cost of the asset per annum;:

(b) a3 year asset has a lease rate of 39.27% of the cost of the asset per annum;

(c) a 5 year asset has a lease rate ot 26.08% of the cost of the asset per annum;

(d) a 10 year asset has a lease rate ot 16.53% of the cost of the asset per annum; and
(e) a 15 year asset has a lease rate of 13.64% of the cost of the asset per annum.”

133, SDMI set these lease rates to recover its original capital investment as well as a

reasonable return on the invested capital.

134, SDMI denies that it had any obligation to set Equipment Rental Fees at a

“commercially reasonable rate”.

135, In any event, the Equipment Rental Fees charged to each Associate were less than
the cost of leasing the Equipment in the open market. taking into account that the SDMI did not

require additional security trom the Associate.

136. The leasing of Equipment to Associates benefits Associates.
137. SDMI discloses the planned Equipment Rental Fee to Associates for each year.
138. By their conduct. including by using the Equipment, the Class Members accept

and agree to the terms and conditions on which SDMI leases the Equipment, including agreeing

" Previeusty. SDMI also had a 7 vear asser class. which had a lease rate of 20.54% ol the cost of the asset per
anuaumn.




to pay the applicable Equipment Rental Fee in accordance with the lease rates specified by

SDML

139. Accordingly, by charging Associates the Equipment Rental Fee, SDMI does not

breach the Associate Agreement or breach any duty of good faith or fair dealing.

(e) Optimum Fee

140, The Optimum Program is a loyalty points program.
141, The Optimum Program operates at all Shoppers Stores.
[42. Under the Optimum Program, customers accumulate points when they purchase

goods. and these points can be redeemed for discounts on product purchases.

143. The Optimum Program is a benefit to Associates.

144, Three types of points are issued under the Optimum Program: (1) Base Points: (2)

Bonus Points: and (3) Partner Points.

45, To fund the Base Points. SDMI charges a fee (the “Optimum Fee™) to each
Associate pursuant to Section 11.05(1v) of the 2002 Associate Agreement and Section 11.07(iv)

ot the 2010 Associate Agreement.

146, The Optimum Fee charged to each Associate depends on the volume of Base
Points issued at each Associate-operated store. The calculation of the Optimum Fee does not

depend on redemptions of points or promotions.

147, Associates are not charged for Bonus Points or Partners Points when these points

are 1ssued to customers.
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148, When points are redeemed for a discount at a store, they are treated as a form of

tender. like cash or credit cards.

{49. As SDMI is permitted to charge the Optimum Fee pursuant to the Associate
Agreement. SDMI did not breach the Associate Agreement or breach any duty of good faith or

fair dealing by charging the Optimum Fee to the Class Members.

1

N

0. In the alternative, if the 2002 Associate Agreement does not permit SDMI to
charge ot the Optimum Fee and SDMI is hable to repay the Optimum Fee charged to members

of the 2002 Ag¢reement Class (which is not admitted but denied):

{a) The members of the 2002 Agreement Class knowingly and willingly accepted the
benefit of the Optimum Program and did not retuse to pay or object to paying the

Optimum Fee prior to this proceeding.

(b) SDMI provided the Optimum Program to the 2002 Agreement Class in reliance

on the pavment of the Optimum Fee.

{c) The 2002 Aureement Class members were enriched by the benefits conferred by

the Optimum Program.

() There was a corresponding deprivation of SDMI i that it incurred costs to
operate the Optimum Program. which benefitted the members of the 2002

Agcreement Class.

(e) SDMI did not intend to provide the Optimum Program to members ot the 2002

Avreement Class without receiving compensation from those Associates.



() There was no juristic reason for the enrichment of the members of the 2002
Agreement Class, and therefore the members of the 2002 Agreement Class would

unjustly enriched.

(<
~—

The benefits received by each member of the 2002 Agreement Class from the
Optimum Program are clearly connected with the claim for repayment of the
Optimum Fees charged to members of the 2002 Agreement Class, and so it would
be inequitable and manifestly unjust to allow the 2002 Agreement Class to receive

repayment without consideration of the benefits recetved.

(h) The value of the benefit received by each Associate from the Optimum Program
must therefore be set off against any amount of the Optimum Fee that the
defendants may be liable to return to the members of the 2002 Agreement Class.

such hability being denied.
{1 The defendants rely on unjust enrichment and the doctrine of equitable set-oft.

(1) By their conduct. including accepting the benefit of the Optimum Program. all
members ot the 2002 Agreement Class have waived any breach of the 2002

Assoclate Agreement.

The Annual Budget Planning Process
1

th

[ As this Court has not certitied common issues relating to the plamntitfs’ ¢claims in
respect of the budgeting process. the defendants decline to plead to the plamntffs™ allegations
recarding the budgeting process at. inrer alia, paragraphs 121 to 128 of the Second Fresh as

Amended Statement of Claim at this time. bevond their denials as set out above.
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The defendants reserve the right to plead to the plaintiffs” claims in respect of the
budgeting process, in the event the plaintiffs choose to pursue those claims following the

common issues phase of this proceeding.

The Distribution Centres

153. SDMI operates a number of distribution centres (the “Distribution Centres”) to

supply products to Shoppers Stores.

,.__
AN

4. The Distribution Centres distribute prescription drugs (generic and non-generic)

and most front-store merchandise.

[S5. Associates are required (with limited exceptions) to obtain all products from the
Distribution Centres. Subsection 6.01(j) of the 2010 Associate Agreement provides, in relevant

part:

[hroughout the Term of this Agreement, the Associate und the Pharmacist
Jomtly und severally agree:

{j) W advertise und sell 1in connection with the Franchised Business onlv such
woods and to provide only such services as are approved by the Company in
writing from time to time and are not thereafter disapproved.

The Associate agrees that the maintenance of the standards of quality and
uniformiry of goods sold or merchandised and services provided, at or lrom
Shoppers Drug Mart stores is essential to the coodwill. suceess and continued
public acceptunce of the Shoppers Drug Mart svstem, for the benefit of the
Company, the Associate and all other Associates licensed by the Company
operate a rerad store using the Shoppers Drug Mart svstem and the Shoppers
Marks. Accordingly, the Associate agrees (0 (A) sell. merchandise. promote or
otherwise deal in products specified from time to time by the Compuny to be
offered m the operatton of the Franclused Business und provide only such
services specttied {from time o tme by the Company to be offered in the
operation of the Franchised Business: (B} purchase all muternals and supplies
needed for the operation of the Franclused Business. and all products specitied
from wme w© time by the Company to be olfered in the operation of the
Franchised Busmess. etther directlv from the Company or {rom such other
~upphiers specitled from e o tme by the Company. which mav mclude an
Aftiliate.
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So long as the Company has established a Distribution Centre or Centres (which
may be owned and managed by the Company. an Attiliate or a third party
designated by the Company) for certain of the products specitied from time t0
tume by the Company to be otfered in the operation of the Franchised Business,
the Associate shall purchase all of s requirements of these items solely from
the Distribution Centrets).  The prices charged by the Distribution Centre(s)
will, when assessed as a whole over a reasonable period of time. be competitive,
Despite anything contained 1n this Agreement, the Company will not be liable
for any delay or fatlure to supply these ttems due to anv circumstances beyond
its control.

It

(A) the Distribution Centre(s) choose not to carry certain of the products
spectiied from tume to time by the Compuny to be offered in the operation of the
I'ranchised Business, the Associate shall purchase such products directly trom
suppliers which are designated by the Company to be part of a specialized
supplier distribution network ("Direct Suppliers");

(3) the Distribution Centre(s) established by the Company (i) are incapable
of supplying to the Assoctate its total requirements of any products specitied
from thme to time by the Company o be offered m the operation of the
Franchised Business. or (i1} do not supply or carry certam products which ure
approved by the Company tor sale i the Franchised Business. or (ii1) if certain
products are not available trom etther the Distribution Centre(s) or a Direct
Supplier. then the Associate shall purchase such products from a secondary
suppher designated m writing by the Company for the Franchised Business
("Secondary Supplier”); and

(<) the Associate wishes to sell certain products to meet the particular
customer needs ot the Franchised Business. which products are not otherwise
spectfied by the Company to be offered in the operation of the Franchised
Jusiness. the Associate may purchase these items trom other suppliers so long
as the products:

(1) are of a smmlar or superior quality to the tvpe of products specilied
from time to time by the Company to be otfered in the operation of the
Franchised Business:

(i) will not result i a violation of any agreement which the Company may
have with s suppliers (ncluding Direct and Secondary Suppliers):

o comply with all current packaging. labelling and language leaislation:
{(iv) are legitimate products not m violation of the trade-marks. trade dress.

copvright. industrial design. patent, or other proprictary rights of any third party:

and

() do not conthict with any produets carried or offered for sale by the
Distribution Centre(s) in the case of products which are "discontinued” or
“close-out product lines”.

The Associate acknowledges that the Company may add 0 or remove trom the
products or services specified from tme to tme by the Company that will be
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provided or sold in connection with the Franchised Business, mn which event the
Assoctate will promptly conform to any such changes.

156. SDMI discloses these inventorv purchasing requirements to Associates.
157. Further. all Associates expressly agree to operate the stores in conformity with the

standards prescribed by SDMI. Section 6.01(b) of the 2010 Associate Agreement provides:

{hroughout the Term of this Agreement, the Associate and the Pharmacist
jointly and severally agree:

(b)Y to conduct the Franchised Business in an orderly and business-like manner,
in comphiance with all laws. rules. regulations and orders as are apphicable to the
Assoctate. to the Pharmacist and to the Franchised Business. and strictly in
conlormity with all specitications. stundards, rules. policies and procedures from
time to time prescribed by the Company relaung to the operation of the
Franchised Business (includmg without limitation the nature, type and quality of
goods and services offered for sale by the Franchised Business and the
maximum sale prices established ftor such goods and services, the safety,
muaintenance, cleanliness. function and appearance ot the Premises and it
contents, the general appearance. dress and use ot prescribed uniforms and name
hadeaes by all employees, the use of the Shoppers Marks. hours durtng which the
Franchised Business is open for business. and the use and retention of stundard
torms. Specitications. standards. rules, policies und procedures prescribed from
time to time by the Company m the Manual. or otherwise communicated to the
Associate in writing. shall constitute provisions of this Aercement us if tully set
torth herein. and all reterences heremn to this Agreement shall include all such
spectfications,  standards, rules. policies and procedures.  The Associate
acknowledges that chunges mn such speaitications, standards. rules. policies and
procedures will be necessary from time to tune and agrees that the Company
niay at its opton from ume to ume add to. subtract from, or otherwise modify
the Manual and any specitications, standards, rules, polictes and procedures.
The master copy of the Manual matntamed by the Company shall govern if there
is o dispute reluting to the contents of the Manual. The Associate ucknowledges
and agrees that die uniform application of such spectifications, standards, rales.
policies and procedures 1s vitally yimportant to the preservarion of the goodwall
and prestige which the Company enmjovs with the public and to the collecuve
success of atl Associates. The Associate hereby acknowledaes receipt and loan
ola copy of the Manual in written or electronie format and 1t undertakes not w
disclose the same or ts contents to anv person. except insofar as it mav be
necessary in the conduct of the Franchised Business or make anv reproductions
or copies thereot. 1 whole or in part, without the prior written approval of the
Company.  The Manual, together with any copies or reproductions thereof.
meluding any copies stored 1w electronie format. shail at all umes rennun the

" Section 60111 of the 2002 Associate Agreement is materially identical.




sole property of the Company and shall promptly be returned to it upon the
ternunation of this Agreement:”

Mass Order Generations (MOGs)

138. The term "MOGs" 1s a term used within SDMI to describe a mass delivery of

product from its Distribution Centres to individual Associate stores.

159. SDMI uses MOGs, and Associates are obligated to accept MOG orders, pursuant

to the Associate Agreement and standards prescribed by SDML

160. MOGs generally fall within one of the following categories:
(a) Flyer MOGs — Products that are delivered to the stores to support the sale of

products that are included in the weekly store advertising flyer.

(b) Seasonal Program MOGs — Products that are consumed during various seasons

or holidays in the year.

(c) Cosmetic Launch MOGs — New cosmetic products that are launched in pre-

packaged form.

(d) Prepack MOGs — Products that have been prepackaged prior to delivery 1o the

stores.

(e) New planogram item MOGs — Products that are sent to a store to support a new

planogram (display).

() Auto-Replenishment MOGs — Product that 1s automatically sent to stores based

on an automatic replenishment model to maintain quantities.

“Section 6,01y of the 2002 Associate Agreement is matenally identical.
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161 For a period of time, SDMI had a category of MOGs referred to as “Service Level
MOGs”, which were MOGs 1ntended to butfer store inventory ot core products through key

selling periods. SDMI discontinued the use of Service Level MOGs a number ot years ago.

162. Contrary to the allegations in paragraphs 111 to 113 of the Second Fresh as
Amended Statement of Claim, SDMI does not use MOGs to send “excess inventory’ to
Associates to “move this inventory from the SDM Distribution Centre™ and “shift[] a part of the
cost of stale merchandise from the Defendants to the individual Class Members”. The plaintifts’

allegations regarding why and how SDMI uses MOGs are simply false.

163. On the contrary, when perishable inventory at the Distribution Centre reaches its

expiry date, SDMI writes off such inventory. absorbing the entire cost at a head office level.

164. In the past, in cases where MOG products were approaching their expiry date,
SDMI shipped the product at 50% off reduced store cost. [n the event that any product remained
at the store level at the time of expiry, the store was credited with the balance. In other words. the
stores were tully compensated for any margin investment or remaining product that they could
not sell so that the store was kept 100% whole on profitability. SDMI no longer engages in this
practice: when product is approaching its expiry date and SDMI does not expect the product can

be sold through a store prior to the expiry date, it will write off the product.

Process for MOGs

163, Generally speaking. the criteria for MOG selection are items for which the stores
have limited history or experience n determining an appropriate order quantity or items that

stores trequently run out of early in a promotional week.
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SDMI uses sophisticated analytics to estimate the appropriate product quantities

for MOGs. Generally speaking, to determine MOG quantities, SDMTI’s analvtical tools will

consider the tollowing variables:

(a)

167.

product.

168,

for a Flver MOG. the current inventory for the MOG product at each individual

store:

whether the MOG product 1s carried at the store:

anticipated sales for the MOG product for each store;

the prior season’s sell through:

whether the product has experienced an wcrease in sales at each store through

seasonality or on major event promotions;

promotional activity at each store between the time the MOG product is

determmed and the actual tlver date:

product that is out-of-stock:

lost sales: and

the category of store.

As part of the MOG process. district managers also review the allocations of

As a result of this process. MOGs may vary trom store to store. Not all stores

receive all MOGs.
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169. MOG ordering is not a pertect science, and there may be cases where a MOG

results in the deliverv of unsuitable quantities or types of products to a particular store.

170. Where this happens, Associates have a number of options available to them for
dealing with this inventory. mcluding selling the product to another Associate or raising the

matter with the Associate’s district manager, who may facilitate a transfer to another store.

171 Further, some categories ot products are returnable by the Associate to the vendor

in some circumstances, resulting in no loss to the Associate.

MOGs Benefit Associates
172. SDMI uses MOGs for legitimate business purposes and denies that SDMT's use of

MOGs 1s prejudicial to Associates.

173. On the contrary, the use of MOGs increases overall sales at the individual stores
by reducing the frequency of out of stock items and 1ncreasing (or at least maintaining) customer

lovalty.

174 In particular, with respect to the plamnufts™ allegation at paragraph 113 of the
Second Fresh as Amended Statement ot Claim that “Class Members may be forced to discount
the price of these unwanted goods to sell them to customers™, the plamnffs ignore the lost sales
and lost profits that would result in the event a store is unable to make sales because the

Assoclate 1s out of stock.

175. Associates have the ability to escalate a complaint recarding a MOG to their

district manager. who will investigate and determine whether any action should be taken.
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176. Further. and 1n any event. the use of mass product delivery is common and widely

accepted in the retail industry.

Inventory Adjustment Claims
177. SDMI has prescribed standards relating to inventory adjustment claims as part of

its Distribution Centre Claims and Receiving Policies and Procedures (the “DC Claims and

Receiving Policies™).

178. Section 6.01(b) of the Associate Agreement expressly requires Associates to
comply with standards prescribed by SDML including without limitation the DC Claims and

Receiving Policies.

179. SDMI consults with Associates regarding the DC Claims and Receiving Policies

through working groups established from time to time.

[80. As set out below, the provisions of the DC Claims and Receiving Policies
impugned by the plainutfs were established 1n ¢ood faith. are not unfair and are in accordance

with reasonable commercial standards.

(81, Accordingly, the impugned provisions of the DC Claims and Receiving Policies

do not breach any duty of good faith or fair dealing.

Claim Submission Time Limits

[82. Under the DC Claims and Receiving Policies, it there are any discrepancies in an

order. the store must submit a claim within a certain period of time.

L

i3 The purpose ot the time limit is to protect the integrity of the claims process and

to allow SDMI to properly investigate the claim to ensure the accuracy of the on-hand inventory.
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134 The ume limit 1s based on a reasonable assumption about how long it should take

an Associate to merchandise a delivery and identity shipping errors or damaged products.

185. Claims for seasonal inventory are an exception and are subject to a longer time
limit. The rationale for this exception is that seasonal products may not be merchandised
immediately upon delivery, and so it may take longer for an Associate to detect missing or
damaged seasonal products. SDMI introduced this exception m 2008 or 2009 following

consultation with Associates.

186. The time limit retlects a fair and reasonable balancing of the costs and benefits of

investigating claims to the entire system.

187. The time lumit 1s in accordance with reasonable commercial standards.

Minimum Claim Values
138. Under the DC Claims and Receiving Policies. SDMI will not process certain

claims with claim values of less than specified minimums.

189. Investigating claims requires an expenditure of time by both the Associate’s statf

and staff at SDM1I's Distribution Centres.

190. The mmimum claim values protect against Associates and SDMI incurring greater
costs to dentify. submit. investigate and resolve a claim than the value of the product that is the

subject of the claim.

191 The mimmum claim values retlect a fair and reasonable balancing of the costs and

benefits of mvestgaung claims to the entire system.
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192. Further. SDMI has reduced the upcharge to Associates on products shipped from

the Distribution Centre as a result of costs savings realized from the minimum claim values.

193. The minimum claim values are 1n accordance with reasonable commercial
standards.

Receiving Policy

194, The DC Claims and Receiving Policies provide Associates should do a complete

pallet and tote count at the time a delivery is received from a Distribution Centre.

195. SDMI does not advise Associates to do a detailed item-by-item inventory count

because. among other things, it is not efficient tor either SDMI or Associates.

196. SDMTI's direction regarding the receiving process retlect a fair and reasonable

balancing of the costs and benefits of the time spent recetving products.

197. This aspect ot the DC Claims and Receiving Policies is in accordance with

reasonable commercial standards.

Claims Escalation Process
198. Assoclates have the ability to escalate a claim under the DC Claims and

Receiving Policies to their district manager, who will investigate and determine whether an

excepuon should be made.

Limitations Defence

199. The representative plaintitts and some or all of the Class Members discovered. or
ought to have discovered. some or all of the claims asserted in this proceeding more than two

vears prior to the commencement of this proceeding.
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200. Further. with respect to claims based conduct. events or other facts that allegedly
occurred prior to January 1, 2004, the representative plantitfs and some or all of the Class
Members discovered, or ought to have discovered. such claims prior to January 1, 2004 or, m the

alternative. at least two vears prior to the commencement ot this proceeding.

201. The defendants plead and rely on, inrer alia, sections 4, 5 and 24 of the
Limitations Act, 2002, S.O. 2002, ¢. 24, Sched. B. as amended and. inrer alia, section 43 of the

Limitations Act. R.S.0. 1990. ¢c. L.15. as amended.

Damages

202. The defendants deny that the representative plantiffs or any of the Class

Members have each in fact suffered any injury, loss or harm caused by the defendants’ conduct.

203. In the alternative, the alleged injuries. losses and harms are excessive, not

reasonably foreseeable, speculative and too remote to be recoverable at law.

204, Some or all of the Class Members have fully mitigated any damages. such

damages being denred.

205. In the further alternative, some or all of the Class Members have failed to take

reasonable steps to fully mitigate their alleged damages.

206. The detendants ask that this action be dismissed with costs on a tull indemnity

basis.
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