NOTICE THAT FINANCIAL STATEMENTS HAVE NOT BEEN REVI EWED BY AN AUDITOR

PhotoChannel Networks Inc.
Interim Financial Statements for the period ended Mwrch 31, 2006

The Issuer’s auditors have not reviewed or beeolvwed in the preparation of these financial stateisie



PhotoChannel Networks Inc.

Consolidated Balance Sheets
Unaudited — Prepared by Management
(expressed in Canadian dollars)

Assets

Current assets
Cash and cash equivalents
Accounts receivable
Inventory
Prepaid expenses

Capital assets

Liabilities
Current liabilities

Accounts payable and accrued liabilities
Deferred and unearned revenue

Shareholders’ Deficiency

Capital stock
Contributed surplus
Warrants

Deficit

Approved by the Board of Directors
“Peter Fitzgerald”

March 31, 2006

September 30, 2005

Director

The accompanying notes are an integmdlqf these financial statements.

$ 224, $ 187,318
617,655 417,766
198,127 70,971
93,369 62,122
1,203,432 738,177
1,010,693 870,075
2,214,125 $ 1,6682,2
$ 898,799 $ 1,138,203
876,045 188,040
1,774,844 $ 1,328,2
44,997,289 $ 43,625,343
9,365,818 9,303,378
843,020 698,873
(54,766,846) (53,345,585)
439,281 282,009
22142 $ 1,608,252
“Cory Kent” Director



PhotoChannel Networks Inc.

Consolidated Statements of Loss and Deficit
Unaudited — Prepared by Management
(expressed in Canadian dollars)

Three Months Ended Six Months Ended
March 31, March 31, March 31, March 31,
2006 2005 2006 2005
Revenue $ 831,145 $ 554,742 $ 1,373,859 995,356
Expenses
General and administration 378,371 304,511 700,753 655,764
Sales and marketing 196,549 202,861 352,056 315,521
Network delivery 411,202 246,349 616,284 367,892
Research and development 578,593 492,902 974,252 773,421
Amortization 79,289 59,332 156,377 111,841
1,644,004 1,305,955 2,799,722 2,224,439
Net loss from operations (812,859) (751,213) (1,4@3)8  (1,229,083)
Other Income (loss)
Foreign exchange loss (5,103) (473) (8,618) (2,889)
Interest and miscellaneous income 12,067 1,259 13,220 4,767
Gain on disposal of property, plant, ¢
equipment - 6,719 - 6,719
6,964 7,505 4,602 8,597
Net loss for the period (805,895) (743,708) (1,421,261) (1,220,486)
Deficit - beginning of period (53,960,951) (50,216,385) (53,345,585) (49,739,607)
Deficit - end of period $ (54,766,846) $ (50,960,093) $ (54,766,84%)(50,960,093)
Loss per share attributable to
common shareholders $ (0.00) $ (0.00) $ (0.01) $ (0.01)
Weighted average number of
common shares outstanding 198,097,718 170,695,149 198,097,718 170,695,149

The accompanymages are an integral part of these financiakstants.



PhotoChannel Networks Inc.

Consolidated Statements of Cash Flows
Unaudited — Prepared by Management
(expressed in Canadian dollars)

Three Months Ended Six Months Ended
March 31, March 31, March 31, March 31,
2006 2005 2006 2005
Cash flows from operating activities
Net loss for the period $ (805,895) $ (788)7 $ (1,421,261) $ (1,220,486)
Items not affecting cash
Amortization 79,289 59,332 156,377 111,841
Stock-based compensation expense 45,533 - 45,533
Gain on disposal of property, plant and
equipment - (6,719 - (6,719)
(681,073) (691,095) (1,219,351) (1,115,364)
Net change in non-cash working capital items 448,61 33,460 90,309 102,059

(237,462) (657,635)  (1,129,042)  (1,013,305)

Cash flows from investing activities

Purchase of property, plant and equipment (28,330) 44,505) (296,995) (82,576)
(28,330) (44,505) (296,995) (82,576)
Cash flows from financing activities
Loan receivable - 17,600 - 17,600
Issuance of common shares and warrants — net
proceeds - - 1,533,000 -
Issuance of common shares on exercise of
warrants and options - 195,500 - 245,450
- 213,100 1,533,000 263,050
Increase (decrease) in cash and cash
equivalents (265,792) (489,040) 106,963 (832,831)
Cash and cash equivalents - beginning of
period 560,073 612,174 187,318 955,965

Cash and cash equivalents - end of period $ 294,281 $ 123,134 $ 294,281 $123,134

The accompanymages are an integral part of these financiakstants.



PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

1. Summary of significant accounting policies

General

These unaudited interim consolidated financialest&nts have been prepared in accordance with
generally accepted accounting principles (GAAPXCianada, using the same accounting policies as
outlined in Note 2 to the most recent audited chdated financial statements for the year ended
September 30, 2005. These unaudited interim calatet financial statements do not include all
disclosures required for annual financial stateseamd should be read in conjunction with the addite
consolidated financial statements for the year érdleptember 30, 2005. Certain comparative figures
in the unaudited interim consolidated financialtestagents have been reclassified to conform to the
current period presentation.

In the opinion of management, all adjustments (Whielude reclassifications and normal recurring
adjustments) necessary to present fairly the catated financial position, consolidated earnings] a
consolidated cash flows as at March 31, 2006 andilfoperiods presented, have been made. The
earnings for the six months ended March 31, 206éat necessarily indicative of the earnings fer th
full year ending September 30, 2006. All amourgseln are expressed in Canadian dollars unless
otherwise noted.

All material inter-company balances and transastiane eliminated upon consolidation.
Nature of operations and going concern

The company has capital requirements in exceds otirrently available resources. The company is
dependent upon the proceeds of future financin@srtber finance the development and
implementation of its business objectives. Whikestihunaudited interim consolidated financial
statements have been prepared on the going cobasis) which assumes the realization of assets and
the settlement of liabilities in the normal cousd®perations, there are conditions that cast ankisi
doubt on the validity of this assumption. The compga ability to continue its operations is depertden
upon the continued support of its shareholdersioiolg additional financing and generating revenues
sufficient to cover its operating costs in an irtdusharacterized by rapid technological changeer&h

is no assurance that the company will be successfidhieving any or all of these objectives in the
foreseeable future.

Management is implementing a plan to address thesertainties and to enable the company to
continue as a going concern through the end oflfiyear 2006 and beyond. This plan includes
obtaining debt or equity financing in amounts stéint to sustain operations, expanding the comgany’
customer base, and increasing revenues from opesatHowever, there is only a limited operating
history with the existing business model, and theneo assurance that the necessary financing €an b
obtained or on what terms it may be obtained. Tde®mpanying financial statements do not include
any adjustments, which may be material, to refleetpossible future effects on the recoverabilitgd a
classification of assets or the amount and clasgi€in of liabilities that may result from the ooitee of

this uncertainty.



PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

Research and development

Research costs are expensed in the period inciifedre, in the opinion of management, the deferral
criteria established under GAAP are satisfied inralterial respects, development costs are ceguthli
and amortized over the estimated life of the relageducts. Otherwise, development costs are ctarge
as an expense in the period incurred. To dateemeldpment costs have been deferred.

Property, plant and equipment
Property, plant and equipment are recorded at lesst accumulated amortization. Amortization of

property, plant and equipment is charged over ghienated useful lives of the assets at the follgwin
annual rates:

Computer equipment 30% straight-line
Software 33% - 100% straight-line
Furniture and office equipment 20% straight-line
Leasehold improvements life of the lease

The Company assesses the carrying value of loegHassets for recoverability whenever events or
changes in circumstances indicate that the carryialyie may not be recoverable from future
undiscounted cash flows. An impairment loss equidhé difference in the asset carrying value asd it
fair value is recognized in the period in which tfregermination is made.

Revenue recognition

Revenue is recognized when all of the followingesia have been met: persuasive evidence of an
arrangement exists; the services have been prqvitiedprice is fixed or determinable; customer
acceptance has been received or implied; and thection of sales proceeds is reasonably assured.
Many of the company’s sales arrangements consisiLitfple elements, which may include installation
services, monthly membership fees, transactionsegsed, or archive fees. Under Emerging Issues
Committee 142, “Revenue Arrangements with Multipleliverables”, the fee from a multiple element
sales arrangement is allocated to each of theiohdiV elements based on each element’s relative fai
value. The portion of the fee that is allocatedatoelement is recognized as revenue when all of the
criteria for revenue recognition have been metHat element.

Revenue is earned from the provision of the Phodéo@hl Network to electronically connect
photo-finishing retailers to their customers throufe Internet. Revenue received in advance from
installation services for the set-up of a customebsite is recorded as deferred revenue and is
recognized into income over the estimated termhef dustomer relationship period. Revenue from
monthly membership fees from photo-finishing retesl for the connection to the PhotoChannel
Network is recognized as the service connectioprizvided. Revenue from commissions earned on
transactions processed by the photo-finishing Iegtgi utilizing the PhotoChannel Network, is
recognized at the time the digital image processergices are provided to the end customer. Revenue
from archive fees from online image storage is gaized as the service is provided.



PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

Share issue costs

Direct costs associated with an issue of capitatksbr special warrants are deducted from theeaélat
proceeds at the time of the issue.

Stock-based compensation plan

In November 2001, the Canadian Institute of Chadehccountants issued Handbook Section 3870,
“Stock-Based Compensation and other Stock-Baseth@®aig”. Section 3870 sets out a fair value based
method for the recognition, measurement and disobosf certain stock-based compensation and other
stock-based payments made in exchange for goodseanites. The standard requires the use of the
fair value based method for direct awards of statck appreciation rights and awards that call for
settlement in cash or other assets. Awards thatrgpany has the ability to settle in stock are réedr

as equity, whereas awards that the company is netjio or has a practice of settling in cash are
recorded as liabilities. This section applies tdaie awards outstanding on the date of adoptiemd
October 1, 2004 for the company, and relates tawa#irds granted on or after October 1, 2002. As a
result, the company applied the recommendation$ wétroactive application and recorded an
adjustment to opening deficit of $314,011 in theedil year ending September 30, 2005. Previousdy, th
company disclosed the pro forma effect of emplasteek-based compensation expense in the notes to
the financial statements.

When stock options are granted to non-employeaspeansation expense is recognized, based on the
fair value of the stock options granted. The expaasecorded based on the fair value at the sadie

the date at which the counterparty’s performanceorsplete, a commitment for performance by the
counterparty to earn the stock options is reacbedhe stock options are granted, of they are fully
vested and non-forfeitable at that date.

Financial instruments

Financial instruments are classified in accordanith the substance of the contractual arrangement.
Financial liabilities, which are defined as any waontual obligation to deliver cash or another ficial
asset to another party, are classified as liadslitiwWhere a financial instrument contains bothla ded
equity component, the instruments are presenteldeat component fair values at the time they were
originally issued.

Net loss per share

Basic net earnings (loss) per share are compuiad tiee weighted average number of common shares
outstanding during the year. The treasury stockaotkts used for the calculation of diluted net eésgs
(loss) per share. Under the treasury stock mettiad weighted average number of common shares
outstanding for the calculation of diluted net éags (loss) per share assumes that the procedus to
received on the exercise of dilutive stock optiand warrants are applied to repurchase commonshare
at the average market price for the period. Stquions and warrants are dilutive when the average
market price of the common shares during the peexckeds the exercise price of the options and
warrants.



PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

2.

Foreign currency transactions and translation

Monetary assets and liabilities of the company de&nated in foreign currencies are translated into
Canadian dollars at the exchange rate prevailinthatbalance sheet date. Revenue and expenses
denominated in foreign currencies are translatatieaexchange rate prevailing at the transactide. da
Exchange differences are included in the statewieoss as they arise.

Use of estimates and measurement uncertainty

The preparation of financial statements in confoynwith GAAP requires management to make

estimates and assumptions that affect the repamsalint of assets and liabilities and other reported
amounts in the consolidated financial statementd @re related notes. Significant estimates and
assumptions are necessary in the determinatiomeofrécoverable amounts for property, plant and
equipment and in the determination of the valueilasd to the components of stock-based transactions
Actual results may differ from those estimates.

Cash and cash equivalents

Cash and cash equivalents consist of cash on degogi highly liquid short-term interest bearing
securities with maturities at the date of purchafsdbree months or less.

Income taxes

The company uses the liability method of accounfimgincome taxes. Under the liability method,
future tax assets and liabilities are recognizedte future tax consequences attributable to rdiffees
between the financial statement carrying amountsxadting assets and liabilities and their respecti
tax balances. Future tax assets and liabilitiesr@asured using enacted tax rates expected to &pply
taxable income in the years in which those tempodiiferences are expected to be recovered or
settled. The effect on future tax assets and itedslof a change in tax rates is recognized iine in

the period that includes the date of enactmentalvation allowance is recognized to the extent the
recoverability of future income tax assets is ratsidered more likely than not.

Comparative amounts

Comparative amounts have been reclassified, whesssary, to conform to the presentation adopted in
the current year.

Accounts receivable

As at March 31, 2006 As at September 30, 2005
Trade accounts receivable $ 617,655 $ 394,095
GST receivable 23,671

Total $ 617,655 $ 417,766




PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

3.

Capital stock, stock options and loans receivadl

a) Capital stock

Issued As at March 31, 2006 As at September 30, 2005
Common shares 220,514,841 203,514,841
Amount $ 44997,289 $ 43,625,343
b)  Options

The Company has a stock option plan that grantdirectors and certain employees of the
Company the option to purchase up to 10% of the fiamy's issued and outstanding common
shares at the time an option is granted. As attM&1, 2006, the Company had the ability to
option the purchase of 22,051,484 common sharéeeofCompany. The exercise price of each
option is determined by the market price of the @any’s stock on the date of the grant and an
option’s maximum term is five years. Options gafigrvest over 18 months. During the six

months ended March 31, 2006, nil options (2009060,000) were granted to employees.

Business segment information

The Company’s only reportable segment is the groniof digital image delivery, hosting, storagel an
financial reporting for photo-finishing retailers.

The Company’s sales by geographical area ardlas/fo

Revenue Canada us Other
For the six months ended March 31, 2006 $ 1,2324 $ 80,961 $ 407
For the six months ended March 31, 2005 $ 9B, $ 263,338 $ 3,110

Revenue is attributable to the geographic locatibthe Company’s customer. As at March 31, 2006
and 2005, all of the Company’s property, plant agdipment were located in Canada.

Revenue
Six Months Twelve Months

Description March 31, 2006 September 30, 2005
Installation fees $ 370,177 $ 676,274
Membership fees 329,013 519,037
Transaction fees 543,673 708,438
Archive fees 60,179 107,515
Other 70,817 105,239

Total $ 1,373,859 $ 2,116,503




PhotoChannel Networks Inc.

Notes to Consolidated Financial Statements
Unaudited — Prepared by Management
(expressed in Canadian dollars)

6. Expense details

March 31, 20
General and administration

Accounting and legal $ 19,394
Investor relations 30,000
Office and miscellaneous 121,878
Public company fees 26,931
Salaries 214,260
Consulting 199,486
Stock-based compensation expense 45,533
Interest 2,768
Rent 40,503
$ 700,753
Sales and marketing
Salaries $ 115,240
Consulting 109,833
Printing, advertising and promotion 102,830
Travel and Miscellaneous 24,153
$ 352,056
Network Delivery
Telecommunication costs $ 108,878
Customer Service 164,258
Lab system installation 269,380
Other 73,768
$ 616,284
Research and development
Salaries $ 439,543
Consulting 489,088
Miscellaneous 45,621
$ 974,252

6. Subsequent event

On April 20, 2006, the Company announced a nolkdyexl private placement of up to 20,000,000
units. Each such unit comprising one common sbhiiee Company and one half of one non-
transferable share purchase warrant, each fullamaentitling the purchase of an additional common
share of the Company for a period of one year, fiteendate of close, at a price of $0.15. On May 29
2006, the Company announced that it has closegecub TSX Venture Exchange approval, the
previously announced non-brokered private placemmethie amount of $2,750,000 upon issuance of
27,500,000 units.



