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

PhotoChannel Networks Inc.
Interim Financial Statements for the period ended dne 30, 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)

June 30, 2006  September 30, 2005

Assets
Current assets
Cash and cash equivalents $ 1,163,57% 187,318
Accounts receivable 1,066,350 417,766
Inventory 291,551 70,971
Prepaid expenses 48,011 62,122
2,569,488 738,177
Capital assets 1,098,082 870,075
$ 3,667,570 $ 1,662,2
Liabilities
Current liabilities
Accounts payable and accrued liabilities $ 1,048,808 $ 1,138,203
Deferred and unearned revenue 567,113 188,040
$ 1,615,921 $ 1,328,2
Shareholders’ Deficiency
Capital stock $ 47,360,750 $ 43,625,343
Contributed surplus 9,463,102 9,303,378
Warrants 1,020,279 698,873
Deficit (55,792,482) (53,345,585)
2,051,649 282,009
$ 3,667,570 $ 1,662,2

Approved by the Board of Directors
“Peter Fitzgerald” Director “Cory Kent” Director

The accompanying notes are an integmdlqf these financial statements.



PhotoChannel Networks Inc.

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

Three Months Ended Nine Months Ended
June 3Q June 3Q June 30. June 30
2006 2005 2006 2005
Revenue $ 1,310,520 $ 564,775 $ 2,684,389 1,560,131
Expenses
General and administration 524,042 517,030 1,224,795 1,172,794
Sales and marketing 347,356 181,009 699,412 496,529
Network delivery 617,118 280,088 1,233,402 647,981
Research and development 759,851 389,058 1,734,103 1,162,479
Amortization 106,677 90,207 263,054 202,048
2,355,044 1,457,392 5,154,766 3,681,831
Net loss from operations (1,044,524) (892,617) (2,386) (2,121,700)
Other Income (loss)
Translation gain (loss) 10,625 (4,392) 2,006 (7,281)
Interest and miscellaneous income 8,263 229 21,483 4,996
Expense recovery - - - -
Gain on disposal of property, plant, ¢
equipment - - - 6,719
18,888 (4,163) 23,489 4,434
Net loss for the period (1,025,636) (896,780) (2,446,897) (2,117,266)
Deficit - beginning of period (54,766,846) (50,960,093) (53,345,585) (49,739,607)
Deficit - end of period $ (55,792,482) $ (51,856,873) $ (55,792,48R)(51,856,873)
(Loss) Gain per share attributable to
common shareholders $ (0.00) $ (0.01) % (0.01) $ (0.01)
Weighted average number of
common shares outstanding 210,888,985 149,763,490 210,888,985 149,763,490

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)

Cash flows from operating activities
Net (loss) gain for the period
Items not affecting cash
Amortization
Stock-based compensation expense

Gain on disposal of property, plant and
equipment

Net change in non-cash working capital items

Cash flows from investing activities

Purchase of property, plant and equipment

Cash flows from financing activities
Loan receivable
Subscription Advances

Three Months Ended Nine Months Ended

June 3Q June 30,
2006 2005

June 30, June 30,
2006 2005

$ (1,025,636) $896,780) $ (2,446,897) $ (2,117,266)

Issuance of common shares and warrants — net

proceeds

Issuance of common shares on exercise of

warrants and options

Increase (decrease) in cash and cash
equivalents

Cash and cash equivalents - beginning of
period

Cash and cash equivalents - end of period $ 1,163,576 $

106,677 90,207 263,054 202,048
97,284 - 142,817
- - - (6,719)
(821,675) (806,573)  (2,041,026)  (1,921,937)
(6556 422,458 (565,375) 524,516
(1,477,359) (384,115)  (2,606,401)  (1,397,421)
(194,066) (297,783) (491,061) (380,358)
(194,066) (297,783) (491,061) (380,358)
- - - 17,600
985,440 985,440
2,540,720 - 4,073,720 -

- - - 245,450
2,540,720 985,440 4,073,720 1,248,490
869,295 303,542 976,258 (529,289)
294,281 123,134 187,318 955,965

426,676 $ 1,163,576 $426,676

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 ér@kptember 30, 2005.

In the opinion of management, all adjustments (Whielude reclassifications and normal recurring
adjustments) necessary to present fairly the cateed financial position, consolidated earnings] a
consolidated cash flows as at June 30, 2006 andlfgperiods presented, have been made. The
earnings for the nine months ended June 30, 2@®&airnecessarily indicative of the earnings fer th
full year ending September 30, 2006. All amourgsem are expressed in Canadian dollars unless
otherwise noted.

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

The company has capital requirements in excests afuirrently available resources. The company is
dependent upon the proceeds of future financingsfudher finance the development and
implementation of its business objectives. Whileestlh unaudited interim consolidated financial
statements have been prepared on the going cohasis which assumes the realization of assets and
the settlement of liabilities in the normal coutdeoperations, there are conditions that cast ankisi
doubt on the validity of this assumption. The comps ability to continue its operations is depertden
upon the continued support of its shareholdersininy additional financing and generating revenues
sufficient to cover its operating costs in an indusharacterized by rapid technological changeeréh

is no assurance that the company will be successfathieving 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 oflfigear 2006 and beyond. This plan includes
obtaining debt or equity financing in amounts sti€fint to sustain operations, expanding the company’
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 clasdiéin of liabilities that may result from the ooiee 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 tfretermination 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 Iegti 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, if 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 loss per share is computed using thehtegigaverage number of common shares outstanding
during the year. The treasury stock method is feethe calculation of diluted net earnings (logs)
share. Under the treasury stock method, the weadghterage number of common shares outstanding for
the calculation of diluted net earnings (loss) gleare assumes that the proceeds to be receivddon t
exercise of dilutive stock options and warrantsapplied to repurchase common shares at the average
market price for the period. Stock options and a@ts are dilutive when the average market price of
the common shares during the period exceeds theisagrice of the options and warrants.



PhotoChannel Networks Inc.

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

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 @ie 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 apply
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.

2. Accounts receivable

As at June 30, 2006 As at September 30, 2005
Trade accounts receivable $ 1,013,991 $ 394,095
GST receivable 52,359 23,671

Total $ 1,066,350 $ 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 June 30, 2006 As at September 30, 2005

Common shares 248,014,841 203,514,841

Amount $ 47,360,750 $ 43,625,343
b) Options

The company has a stock option plan that grantréetors and certain employees of the Company the
option to purchase up to 10% of the Company’s dsara outstanding common shares at the time an
option is granted. As at June 30, 2006, the Companiythe ability to option the purchase of 24,884 ,4
common shares of the Company. The exercise prieadf option is determined by the market price of
the Company’s stock on the date of the grant andmion’s maximum term is five years. Options
generally vest over 18 months. During the nine e®inded June 30, 2006, 6,150,000 options (2005 —
1,000,000) 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 nine months ended June 30, 2006 $ 2877,1 $ 306,604 $ 594
For the nine months ended June 30, 2005 $ 18264 $ 329,746 $ 3,923

Revenue is attributable to the geographic locadiothe Company’s customer. As at June 30, 2006 and
2005, all of the Company’s property, plant and pmént were located in Canada.

Revenue
Nine Months Twelve Months

Description June 30, 2006 September 30, 2005
Installation fees $ 842,816 $ 676,274
Membership fees 525,620 519,037
Transaction fees 1,026,611 708,438
Archive fees 90,298 107,515
Other 199,035 105,239

Total $ 2,684,380 % 2,116,503




PhotoChannel Networks Inc.

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

6. Expense details

June 30, 200
General and administration
Accounting and legal $ 104,24
Investor relations 40,00(
Office and miscellaneous 193,48
Public company fees 38,04
Salaries 335,27-
Consulting 270497
Stock-based compensation expense 142,81
Interest 2,801
Rent 64,89:
Bad debt 8,72(
Loss due to decline in inventory value 24101
$ 1,224,7
Sales and marketing
Salaries $ 232,2.
Consulting 206,58
Printing, advertising and promotion 219665
Travel and Miscellaneous 40,94
$ 699,4.
Network Delivery
Telecommunication costs $ 171,93:
Customer Service 256,12:
Lab system installation 680,23:
Other 125,11:
$ 1,233,4(
Research and development
Salaries $ 754,59!
Consulting 897,92!
Miscellaneous 81,58:

$ 1734,10:




MANAGEMENT DISCUSSION & ANALYSIS
THIRD QUARTER 2006

This discussion and analysis is a review of theratjprey results, financial condition, and businesks of
PhotoChannel Networks Inc. (“PhotoChannel” or tl&ofhpany”). This discussion should be read in
conjunction with the Management’s Discussion andlsis presented in PhotoChannel’'s 2005 Annual
Report and the consolidated financial statemerdsaanompanying notes for the nine months ended 3dine
2006 and 2005. The financial information reportedein has been prepared in accordance with Canadia
Generally Accepted Accounting Principles (“GAAPT)dais presented in Canadian dollars, unless otkerwi
noted.

This discussion and analysis may contain forwaadilog statements. Statements which are not hestiori
facts reflect the Company’s views at August 23,60ath respect to future events and are subjecettin
risks, uncertainties and assumptions. These aslsassumptions include, but are not limited tanges in
the market for our services, changes in the econamgeasing competition in our market, the riskasfs of
current customers, risks related to changes inntdogy, employee retention, inability to deliver on
contracts, failure of customers to adequately ntafieonline photo-finishing services they proviftggign
exchange, and risks with respect to our financigdacity. These risks are set out in greater ditadur
Form 20F filed for the year ended September 30,5208vailable on the SEC’'s website at
http://www.sec.gov/edgar.shtnThe Company’s actual results could differ mathrior those expressed or
implied by such forward-looking statements

We are pleased to provide you with an update omptbgress PhotoChannel made in its third quarter of
fiscal 2006 ended June 30, 2006.

Business Highlights
For Q3 — FY06 PhotoChannel reports:
b) That CVS/pharmacy launched the print in-store, lom@ online photofinishing solution, late in June;

c) Revenues for the nine months ended June 30, 200k2,684,380, up 72% or $1,124,249 over the
corresponding period of 2005. Revenue continudxetdriven by increases in installation, membership
and transaction fees, which increased by 61%, 40%,95%, respectively, from the first three quarter
of fiscal 2005.

d) Revenues for the three months ended June 30, Z&16310,520, up 58% or $479,375 over its previous
guarter ended March 31, 2006.

e) The Company recorded a loss for the three montbdededune 30, 2006 of $1,025,636, or $219,741
greater loss than its previous quarter ended M&dch2006. This loss included one-time and non-
recurring charges of $489,818, primarily due tdreesuring, software purchases and marketing rabate
during the quarter.

f) That it has closed a non-brokered private placefiegrgross proceeds of $2,750,000 on May 30, 2006.



RESULTS OF OPERATIONS

Nine month ended Nine month ended

June 30, 2006 June 30, 2005

Revenue $ 2,684,380 $ 1,560,131
Loss from operations (2,470,386) (2,121,700)
Net loss (2,446,897) (2,117,266)
Basic and diluted net loss per share $ (0.01) $ (0.01)

The Company has four main sources of revenue dkfieen the provision of the PhotoChannel Network
(the “Network™) to electronically connect photodshing retailers to their customers through thernmét:
installation revenue, membership fees, transadies and archive fees. For further informationtiom
Company’s revenue recognition policies, see Clithaa@ounting Estimates, Revenue Recognition, balow
this report.

Network revenue increased 72% to $2,684,380 fonthe month period ending June 30, 2006 compared to
the same period last year. Revenue from Canaéi@ilers increased 94% or $1,150,720 from the same
period last year. The increase was attributabtaree factors: organic growth in usage of the Nekwirom
customers of the Company'’s photo-finishing retaijléhe Company’s retailers commencing to printtores

and additional customers using the Network. Regenm US retailers decreased 8% or $23,142 fram th
same period last year. This decrease was primduiyto the loss of a 63 store test with Costco Usich
ended in the Company’s®3uarter of fiscal 2005, having significantly cobtrted to US based revenues
during the Company’s first and second quarters0®62 This loss of business has been substanttgt

by new US based retailers joining the Company’sageit during the last two quarters.

Primary increases occurred in installation, mentiiprand transaction fees, which increased 61%, 4686
95%, respectively, for the period nine months egdinne 30, 2006. Installation fees increased 42 $3.6

as a result of customers connecting stores diréatiife Network to facilitate in-store printing plfiotos and
installation of CD burning devices in certain Waki¥ locations, which will allow Wal-Mart to produce
picture CD’s in-store, as well as music CD’s in theure. These installation fees are offset bydbst of
installing the locations in the amount of $680,23¥%s a result of these new connections, memberfsieip
also increased to $525,620. With the increasedbeurof installations, the Company expects to see
membership fees remain constant or to increasésssof our new and existing customers continuleeto
connected to the Network providing in-store prigtininstallation fees and expenses will also ingeeas
stores are connected to the Network. Transactioenree for the nine month period ended June 30, 2236

up 95% from the comparable period of fiscal 20@#fi$526,641 to $1,026,611. Even with this sigaific
increase, transactional revenue was negativelydtegaover the comparable period of last year byetigeof

the 63 store test with Costco USA. Transactionatmee, however, was up 56% from the second quafter
fiscal 2006, from $309,940 to $482,938. The Comgfsampast experience is that transaction revenue
increases as stores are connected to the Networkafstore printing. The Company expects that the
installations made during the first three quartérisscal 2006 will benefit the Company going fomga

The Company'’s costs of operations for the nine mpetiod ended June 30, 2006 were $5,154,766, 4p 40
or $1,472,935 when compared to the same period@5.2 This increase was primarily attributabledoe

time restructuring and non-recurring items of $888; an increase in research and development as the
Company continues to launch existing customers ibgitoew platform and the continued developmeritsof



new music platform; the cost of Network deliveryaasesult of the increase in the installation ofdazare
for CD burners and lab servers and the continudmption of the Company’s online solution; and an
increase in sales and marketing due to advertemnggoromotion.

General and administration expenses for nine moetided June 30, 2006 increased by $52,001 to
$1,224,795, an increase of 4% from the comparadi®g last year. This increase was primarily due t
charge for stock-based compensation, increasesoirsutting, accounting and legal and office and
miscellaneous. On a comparative basis the comelpg quarter of 2005’s expenses had included a one
time severance, which if excluded the Company wbalde shown an increase in general and admingstrati
expenses of 24% or $230,028 for third quarter 2@8@&;ompared to third quarter 2005.

Sales and marketing expenses for the nine monthededune 30, 2006 increased by $202,883 to $699,412
an increase of 41% from the comparable period 65620 his increase was due to expansion into the US
market and an increase in printing, advertising prmmotion. As a result of our increased marketing

activities during the first nine months of fiscdd, the Company was able to attract new customers,
including CVS/pharmacy and Wal-Mart Puerto Rico.

Network delivery expenses for the nine months enllete 30, 2006 increased by $585,421 to $1,233,402,
an increase of 90% from the comparable period 6620This increase was primarily due to an incresdse
$403,609, or 146%, related to the installationatif $ystems required for direct to in-store printamgl CD
burning equipment. The lab systems and CD buraeqmgpment represented $842,416 in revenue duriag th
first three quarters, an increase of 61% over tiieesponding period of 2005. As well, the costustomer
service increased by $97,873, to $256,123 or 62&4 the corresponding quarter of 2005, due to irraéa
staffing to meet the requirements of our customiechiding new customers such as Wal-Mart PuertmRi

Research and development expenses for the ninehmenided June 30, 2006 increased by $571,624 to
$1,734,103, an increase of 49% from the comparnadaliod of 2005. This increase was primarily duaro
increase of staffing to develop the next generatiuiti-media Digital Content distribution platforralong

with development specifically related to the defjwef music through the Network. The completiorttus

new platform allows the Company to provide its iteta printing in-store the ability to offer a omeur
solution and the subsequent completion of the me@ioponent will allow the Company to offer existing
and new customers the ability to sell music throtigh distribution platform. The Company intends t
maintain or increase its current level of staffingorder to complete the development of its new imus
platform, which should be launched in the first ge@of its fiscal 2007.

Amortization expense for the nine months ended BMe2006 increased by $61,006 to $263,054, an
increase of 30% from the comparable period of 200&s increase was due to the purchase of equipment
during fiscal 2005 and 2006 for both the new platf@nd new staffing hires both of which permit the
Company to process an increased number of orders.

The Company recorded a nine month net loss atfibeito common shareholders of $2,446,897 or $0.01
per share compared to $2,117,266 or $0.01 per &hahne same period last year. This increase &6 16
was primarily due to increases in network delivetyich resulted from increased installations as \asll|
increased staffing, and research and developmegrnees related to the new platform and development
of a music component, and was offset by an incré@asevenues. As our new customers commence
conducting transactions through the Network, then@any believes that the increase in expenses ®ill b
more than offset by the related increase in revegoéeng forward.

i)

i) Contingencies



As of August 23, 2006, there were no legal proaeggimaterial to the Company to which the Company
or its subsidiaries are a party or to which theoperty is subject, nor to the best of the knowkedd
management, are any such legal proceedings cordatedpl

iii) FINANCIAL CAPABILITY

As at June 30, 2006, the Company had a workingtadapi $953,567 compared to a negative working
capital position of $1,495,507 as at June 30, 20DBe cash and cash equivalents on hand at thedperi
ended were $1,163,576. As a start-up company, hwisientinues to strive for profitability, the
Company’s main source of funds to meet cash slisrtias been, and will continue to be, the sale of
equity capital until it manages to reach a castv fimsitive position. If requisite funding on actayge
terms cannot be attracted in a timely fashion, @mmpany may be forced to delay activities and,
possibly, lose market opportunities to competitd8amilarly, any delayed financings, if necessaould
force reductions in planned marketing, product dgplent and development expenditures, resulting in
delays in meeting its business objectives.

The contractual obligations and payments due faheaf the next three years have not materially
changed from the Management'’s Discussion and Aisayssented in the 2005 Annual Report.

TAXATION AND OTHER NON-OPERATING ITEMS

Since inception PhotoChannel has sustained signifitax losses and continues to strive to generate
sufficient revenues to cover its operating cos@nnndustry characterized by rapid technologibainge.

FUTURE ACCOUNTING CHANGES

In January 2005, the Canadian Institute of Chadtekecountants ("CICA") released new Handbook
Section 3855, "Financial Instruments - Recognitimill Measurement”, effective for annual and interim
periods beginning on or after October 1, 2006.sTi@w section prescribes when a financial instrunsen

to be recognized on the balance sheet and at whadird, sometimes using fair value and other times
using cost-based measure. It also specifies hmandial instrument gains and losses are to be mexte
and defines financial instruments to include acte®uwaceivable and payable, loans, investments I de
and equity securities, and derivative contractee Tompany has not yet determined the impact of the
adoption of this standard on its consolidated tesafloperations or financial position.

In September 2005, the CICA issued EIC 156, "Actiognby a Vendor for Consideration Given to a
Customer (Including a Reseller of the Vendor's Rad)" which will apply retroactively, with
restatement of prior periods, to all interim andwal financial statements for fiscal years begigron or
after January 1, 2006. EIC 156 addresses theifctatisn and accounting for sales and other ineest
paid to customers, such as discounts, couponstesebfiee products or services, and co-operative
advertising arrangements. The Company is curregbessing the impact of adopting this sectiorton i
financial results for the year ending September2806.

CRITICAL ACCOUNTING ESTIMATES

PhotoChannel prepares its financial statements decordance with GAAP. The preparation of
consolidated financial statements in conformityt@AAP requires management to make estimates and
assumptions that affect the reported amounts @atsssd liabilities and disclosure of contingerdess



and liabilities at the date of the financial stagens and the reported amounts of revenues and sagen
during the reporting period. Estimates are baspdnuhistorical experience and various other
assumptions that are believed to be reasonable tlieleircumstances. These estimates are evaloated
an ongoing basis and form the basis for making juelgs regarding the carrying values of assets and
liabilities and the reported amount of revenues argenses. Actual results may differ from these
estimates under different assumptions.

Revenue recognition

Revenue is earned from the provision of the Photo@hl Network to electronically connect
photo-finishing retailers to their customers throuthpe Internet. Revenue received in advance for
installation services for the set-up of a customelbsite is recorded as deferred revenue and igmnexed
into income over the estimated term of the customaationship period. Revenue from monthly
membership fees from photo-finishing retailers fbe connection to the PhotoChannel Network is
recognized on a monthly basis as the service ctioneis provided. Revenue from commissions earned
on transactions processed by the photo-finishirigilees, utilizing the PhotoChannel Network, is
recognized at the time the digital image processamgices are transacted through the Network. Reven
from archive fees for online image storage is recey as the service is provided.

Income taxes

The company uses the liability method of accountongncome taxes. Under the liability method ufigt
tax assets and liabilities are recognized for theré tax consequences attributable to differebetseen
the financial statement carrying amounts of exigtiesets and liabilities and their respective &arres.
Future tax assets and liabilities are measuredjuesiacted tax rates expected to apply to taxabtanie

in the years in which those temporary differenaesexpected to be recovered or settled. The efiect
future tax assets and liabilities of a change xrédes is recognized in income in the period theludes
the date of enactment. A valuation allowance togaized to the extent the recoverability of future
income tax assets is not considered more likely ti.

BUSINESS RISKS

The business risks described in the Managemenssudsion and Analysis presented in the 2005 Annual
Report have not materially altered.

2 MANAGEMENT'S STATEMENT OF RESPONSIBILITY

The consolidated financial statements containethis report have been prepared by management in
accordance with generally accepted accounting iptesc and have been approved by the Board of
Directors. The integrity and objectivity of thensmlidated financial statements are the respoityilof
management. In addition, management is responfiblall other information in this report and for
ensuring that this information is consistent, whappropriate, with the information contained in the
consolidated financial statements.

Management maintains a system of internal accogitimtrols to provide reasonable assurance that the
Company’s assets are safeguarded and accountethibto facilitate the preparation of relevantiatak,

and timely financial information. Where necessamanagement uses its best judgment to make
estimates required to ensure fair and consistasigntation of this information.

The Company's management, including the Chief Brex@fficer and Chief Financial Officer, believe
that any disclosure controls and procedures orriatecontrols and procedures, no matter how well



conceived and operated, can provide only reasonabteabsolute, assurance that the objectiveseof th
control system are met. Further, the design obmtrol system must reflect the fact that there are
resource constraints, and the benefits of contralst be considered relative to their costs. Bexars
the inherent limitations in all control systemseythcannot provide absolute assurance that all @ontr
issues and instances of fraud, if any, within tieen@any have been prevented or detected. Theseimther
limitations include the realities that judgmentsacision-making can be faulty, and that breakdogams
occur because of a simple error or mistake. Adualiily, controls can be circumvented by the indildu
acts of some persons, by collusion of two or maepte, or by unauthorized override of the conffble
design of any systems of controls also is basqearh upon certain assumptions about the likelihobd
future events, and there can be no assurance rigatiesign will succeed in achieving its stated goal
under all potential future conditions. Accordingbecause of the inherent limitations in a costaiVe
control system, misstatements due to error or fraag occur and not be detected.

There has been no change in the Company's intewratrol over financial reporting during the
Company’s first three quarters of fiscal 2006, ehdane 30, 2006 that has materially affected, or is
reasonably likely to materially affect, the Comparigternal control over financial reporting.

The Board of Directors is responsible for ensurthgt management fulfills its responsibilities for
financial reporting and internal control, and exsgs this responsibility principally through the diu
Committee. The Audit Committee includes four dices, three of whom are not involved in the daily
operations of the Company. The functions of theidGommittee are to review the quarterly and ahnua
consolidated financial statements; review the adegwf the system of internal controls; review any
relevant accounting, financial and security regulatmatters; and recommend the appointment of
external auditors.

QUARTERLY FINANCIAL INFORMATION

The following table provides selected quarterlyomfation for PhotoChannel's eight most recent
quarters. This information is unaudited, but r&feall adjustments of a normal, recurring natubhécty
are, in the opinion of management, necessary teeptea fair statement of PhotoChannel's results of
operations for the periods presented. Quartentortgr comparisons of PhotoChannel’s financial ltesu
are not necessarily meaningful and should not liedrapon as an indicator of future performance.



Sept. 30, Dec. 31, Mar. 31, Jun. 30,

2004 2004 2005 2005

Revenue $ 141,507 $ 440,614 $ 554,742 $ 564,775

Net loss for the period 1,261,202 477,870 751,213 892,617

Net loss attributable to common shareholders 1,261,202 476,778 743,708 896,780

Basic and diluted net loss per share $ 001 $ - $ - $ 0.01

Sept. 30, Dec. 31, Mar. 31, Jun. 30,

2005 2005 2006 2006

Revenue $ 556,372 $ 542,714 $ 831,145 $ 1,310,520

Net loss for the period 1,046,061 613,004 812,859 1,044,524

Net loss attributable to common shareholders 1,030,701 615,366 805,895 1,025,636
Basic and diluted net loss per share $ 001 % - $ - $ -

OUTSTANDING SHARE INFORMATION AS AT AUGUST 23, 2006

Authorized
Common shares Unlimited
Preferred shares Unlimited

Issued and outstanding

Common shares 248,014,841
Options Outstanding 20,891,771
Warrants Outstanding 44,318,750

The statements that are not historical facts contained in this release are forward-looking statements that involve risks and uncertainties.
PhotoChannel’s actual results could differ materially for those expressed or implied by such forward-looking statements. Factors that
could cause or contribute to such differences include, but are not limited to, changes in technology, employee retention, inability to
deliver on contracts, failure of customers to continue marketing the online solution, competition, general economic conditions, foreign
exchange and other risks detailed in the Company’s annual report and other filings. Additional information related to the Company can

be found on SEDAR at WWW.Sedar.com
Notice of no auditor review of interim consolidatedfinancial statements

Under National Instrument 51-102, Part 4, subsecti8 (3)/(a), if an auditor has not performed\aaw of the interim financial statements, they
must be accompanied by a notice indicating thafitfacial statements have not been reviewed byaandor.

The interim consolidated financial statements ef@fompany, as at and for the period ended Jun20B®, have been prepared by and are the
responsibility of the Company’s management.

The Company’s independent auditor has not perforaeview of these financial statements in accardavith standards established by the
Canadian Institute of Chartered Accountants faéew of interim financial statements by an ensitguditor.

ADDITIONAL INFORMATION
Additional information related to the Company canfbund on SEDAR avww.sedar.com




