MANAGEMENT DISCUSSION & ANALYSIS
FIRST QUARTER 2007

This discussion and analysis is a review of theatjpey results, financial condition, and businesks of
PhotoChannel Networks Inc. (“PhotoChannel” or tl@orhpany”). This discussion should be read in
conjunction with the Management’'s Discussion ana@lgsis presented in PhotoChannel's 2006 Annual
Report and the consolidated financial statements aartompanying notes for the three months ended
December 31, 2006 and 2005. The financial infoiwnateported herein has been prepared in accordance
with Canadian Generally Accepted Accounting Prilegp(“GAAP”) and is presented in Canadian
dollars, unless otherwise noted.

This discussion and analysis may contain forwaokileg statements. Statements which are not
historical facts reflect the Company’s views at ey 20, 2007 with respect to future events amd ar
subject to certain risks, uncertainties and assiomgt These risks and assumptions include, buhatre
limited to, changes in the market for our servigd®nges in the economy, increasing competitiopuin
market, the risk of loss of current customers,srigiated to changes in technology, employee rietent
inability to deliver on contracts, failure of custers to adequately market the online photo-finighin
services they provide, foreign exchange, and ngkis respect to our financial capacity. These riaks
set out in greater detail in our Form 20F filed floe year ended September 30, 2005, available ®n th
SEC’s website ahttp://www.sec.gov/edgar.shtnmiThe Company’s actual results could differ matiria
from those expressed or implied by such forwardklog statements.

We are pleased to provide you with an update optbgress PhotoChannel made in its first quarter of
fiscal 2007, represented by the period ended Deeei 2006.

Business Highlights
For Q1 — FY07 PhotoChannel reports:

* Record revenues for the Company’s first quarterfisdal 2007 (the three month period ended
December 31, 2006) of $1,521,262, up 180% or $%Bgver the corresponding period of 2006.

* Revenues were driven by an increase in transaéies, which increased by 347% for the three
month period ended December 31, 2006 over the suoreling period of fiscal 2006. Professional,
installation and membership fees, also showed moeti growth of 110%, 81%, and 47%,
respectively, over the corresponding first quanfdiscal 2006.

* Organic transactional growth, from retailers usthg PhotoChannel solution for over twelve (12)
months, grew 148% during the first quarter of fis2@07 versus the corresponding quarter of fiscal
2006.

 Second straight quarter of positive EBITDA (earsingefore interest, taxes, depreciation,
amortization and compensation expense), with a GASB of $37,191, a decrease of 94% from a
$615,366 net loss in the corresponding quarteisoéf 2006.

* That it signed a Preferred Partner Agreement witlddk’s Qualex Inc. (“Qualex”) which enables
both companies to mutually develop new and existipgortunities in the retail photofinishing
marketplace and pursue new customers outsidedifitn@al photofinishing.



e That it signed an agreement with Stop & Shop amahGiof Maryland and has deployed the PNI
Digital Media Platform to offer online photo pring for their respective websites located at
www.stopandshop.comndwww.giantfood.comrespectively.

RESULTS OF OPERATIONS

Three month ended Three month ended
December, 2006 December 31, 2005

Revenue $ 1,521,262 $ 542,714
Loss from operations (54,390) (613,004)
Net loss (37,191) (615,366)
Basic and diluted net loss per share $ (0.00) $ (0.00)

The Company has four main sources of revenue defreen the provision of the PhotoChannel Network
(the “Network”) to electronically connect photo4hing retailers to their customers through thermét:
installation revenue, membership fees, transadden and archive fees. For further informationttzan
Company’s revenue recognition policies, see Ctit@@ounting Estimates, Revenue Recognition, below
in this report.

First quarter revenue during fiscal 2007 increased80% or $978,548 over the corresponding perfod o

fiscal 2006. Revenue from Canadian retailers ssed 112% or $596,573 from the same period last
year. The increase was attributable to three factonrganic growth in usage of the Network from

customers of the Company’s photo-finishing retailehe Company’s retailers commencing to print in-

store; and additional customers using the NetwoRevenue from US retailers increased 1276% or
$355,337 from the same period last year. Thisegee was primarily due to new customers using the
Network and US retailers commencing to print inrsto

Increases were seen in transaction, professiorstgliation and membership fees, which increas@éd34
110%, 81% and 47%, respectively, for the perioddghmonths ending December 31, 2006. Transaction
revenue for the three month period ended Decembe2@®6 was up 347% from the comparable period
of fiscal 2006 from $233,733 to $1,044,195. Tratisaal revenues continued to increase from the
Company’s fourth quarter of fiscal 2006 by 58% frd¥660,593 to $1,044,195. This quarter,
transactional revenue comprised 68% of total regemp from 43% of total revenue during the first
quarter of fiscal 2005. The Company believes thatincrease in transactional revenue signals gipwi
adoption of the use of the Network. Professioeakfwere up 110% from the corresponding quarter of
fiscal 2006 or $45,265, as the Company provided emrarketing assistance to it retailer base.
Installation fees increased by 81% to $143,063 dkier same period of fiscal 2006, as a result of
customers connecting stores directly to the Netwmrkfacilitate in-store printing of photos 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 theire. These installation fees are offset bydbst of
installing the locations in the amount of $124,6&% a result of past installation, membership fales
increased to $232,479 or 47% over the same pefridibaal 2006. With the increased number of
installations, the Company expects to see memigefels remain constant or to increase as stonesvof
and existing customers continue to be connectéuketdletwork

First quarter operating costs were $1,575,652,6% &hen compared to the same period of fiscal 2006.
This increase was primarily attributable to: anr@ase in research and development as the Company



continues to enhance its current product offerind develop a new music platform, and an increase in
Network delivery costs as a result of installatddiardware and software upgrades.

Research and development expenses for the thre¢hsnemded December 31, 2006 increased by
$198,871 to $594,530, an increase of 50% from theparable period of 2006. This increase was
primarily due to an increase in staffing and cotasut to develop the next generation multi-medigitBi
Content distribution platform and a stock-based pensation expense resulting from the distributibn o
stock options, as incentive, to the developmenhtedhe completion of the new platform will allo¥wet
Company to offer both a one hour in-store printsodution and music component to existing and new
customers.

Network delivery expenses for the three months @ridecember 31, 2006 increased by $125,238 to
$330,320, an increase of 61% from the comparabiegef 2006. This increase was primarily dueto a
increase of $86,579 or 227%, related to the iratah of hardware and software upgrades to exidtihg
systems required for direct to in-store printingl @D burning equipment. As well, customer service
costs increased by $20,616 to $90,095, an incre86% from the comparable period of 2006 due to
additional staffing required as transaction volugenerated by the Company’s new and existing
customers increased.

General and administration expenses for three rsemided December 31, 2006 increased by $68,032 to
$390,414, an increase of 21% from the comparabiegef 2006. This increase was primarily due to a
charge for stock-based compensation, but also fimereases in accounting and legal, office and
miscellaneous, public company fees and rent, wiglag partially offset by a reduction in consultiegs
paid.

Sales and marketing expenses for the three momitisdeDecember 31, 2006 increased by $5,086 to
$150,421, an increase of 3% from the comparabl®gef 2006. This increase was primarily due to a
charge for compensation expense, along with inegeas staffing and travel and miscellaneous, while
being partially offset by a reduction in printiragjvertising and promotion.

Amortization expense for the three months endeceBer 31, 2006 increased by $32,879 to $109,967,
an increase of 43% from the comparable period @62 his increase was due to the purchase of
additional equipment and software to handle thevgrg transactional volume, along with new PC's
related to existing and additional staffing.

The Company recorded a three month net loss atibbeito common shareholders of $37,191 or $0.00
per share compared to $615,366 or $0.00 per shateisame period last year. This decrease of 94%
was primarily due to increases in revenues as ¢thame of network transactions conducted through the
Network continues to increase.

Contingencies
As of February 20, 2007, there were no legal prdicggs material 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

FINANCIAL CAPABILITY



As at December 31, 2006, the Company had workipgaleof $3,365,456 compared to working capital
of $137,991 as at December 31, 2005. The caskastdequivalents on hand at the period ended were
$3,303,847 As a start-up, which continues to strive for paffitity, the Company’s main source of
funds to meet cash shortfalls has been, and maynoento be, the sale of equity capital. If aduigl
capital is necessary and requisite funding on dabipterms cannot be attracted in a timely fashios
Company may be forced to delay activities and, ipbsslose market opportunities to competitors.
Similarly, delayed financing could force reductioims planned marketing, product deployment and
development expenditures, resulting in delays ieting its business objectives. The Company dogés no
have any immediate cash requirements for its orggoperations.

The contractual obligations and payments due faheaf the next three years have not materially
changed from the Management’s Discussion and Aisapyssented in the 2006 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@ririndustry characterized by rapid technologitainge.

FUTURE ACCOUNTING CHANGES

In January 2005, the Canadian Institute of Chadtekecountants ("CICA") released new Handbook
Section 3855, "Financial Instruments - Recognitimil Measurement", effective for annual and interim
periods beginning on or after October 1, 2006. Tiei& section prescribes when a financial instrurigent
to be recognized on the balance sheet and at whadirst, sometimes using fair value and other times
using cost-based measure. It also specifies haandial instrument gains and losses are to be pexben
and defines financial instruments to include acte®waceivable and payable, loans, investments i de
and equity securities, and derivative contract® Tompany is in the process of determining the ahpa
of the adoption of this standard on its consolidasults of operations or financial position.

CRITICAL ACCOUNTING ESTIMATES

PhotoChannel prepares its financial statements doordance 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 contingersess
and liabilities at the date of the financial stagens and the reported amounts of revenues and sagen
during the reporting period. Estimates are baseah tyistorical experience and various other assumgti
that are believed to be reasonable under the cstamoes. These estimates are evaluated on an gngoin
basis and form the basis for making judgments diggrthe carrying values of assets and liabilitieg

the reported amount of revenues and expenses. |Agsialts may differ from these estimates under
different assumptions.

Revenue recognition

Revenue is earned from the provision of the Phoém@hl Network which enables photo-finishing
retailers to electronically connect to their custosthrough the Internet. Revenue received in agvan
from installation services for the set-up of a oostr website is recorded as deferred revenue and is
recognized into income over the estimated ternhefcustomer relationship period. Revenue from
monthly membership fees from photo-finishing retalfor the connection to the PhotoChannel Network



is recognized as the service connection is proviBedenue from commissions earned on transactions
processed by the photo-finishing retailers utiligthe PhotoChannel Network is recognized at the tim
the digital image processing services are providéde end customer. Revenue from archive fees from
online image storage is recognized as the sersipeovided. Revenue for professional fees from
development and marketing are recognized as theds provided.

Income taxes

The company uses the liability method of accountorgncome taxes. Under the liability method uingt
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 measuredyuesmacted tax rates expected to apply to taxabteme

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 2006 Annual
Report have not materially altered.

MANAGEMENT’'S STATEMENT OF RESPONSIBILITY

The consolidated financial statements containethi; report have been prepared by management in
accordance with generally accepted accounting ipte and have been approved by the Board of
Directors. The integrity and objectivity of the sotidated financial statements are the resportsitofi
management. In addition, management is responfblall 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 accountethtbto facilitate the preparation of relevantiatak,

and timely financial information. Where necessamgnhagement uses its best judgment to make estimates
required to ensure fair and consistent presentafi¢ims 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 contnolst be considered relative to their costs. Becafitee
inherent limitations in all control systems, theanoot provide absolute assurance that all cordgrules
and instances of fraud, if any, within the Compdrave been prevented or detected. These inherent
limitations include the realities that judgmentsecision-making can be faulty, and that breakdogams
occur because of a simple error or mistake. Adualdily, controls can be circumvented by the indialdu
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 basquhih 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. Accordinghecause of the inherent limitations in a costatiffe
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 quarter of fiscal 2007, ended DdmamB1, 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 diogsf three of whom are not involved in the daily
operations of the Company. The functions of theifGdmmittee are to review the quarterly and annual
consolidated financial statements; review the adegjwf 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
qguarters. This information is unaudited, but r@feall adjustments of a normal, recurring natuhécty
are, in the opinion of management, necessary teeptea fair statement of PhotoChannel's results of
operations for the periods presented. Quartentotgr comparisons of PhotoChannel’s financial ltesu
are not necessarily meaningful and should not liedrapon as an indicator of future performance.

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

2005 2005 2005 2005

Revenue $ 554,742 $ 564,775 $ 556,372 $ 542,714

Net loss from operations 751,213 892,617 1,046,061 613,004

Net loss for the period 743,708 896,780 1,030,701 615,366
Basic and diluted net loss per share $ - $ 001 % 001 % -

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

2006 2006 2006 2005

Revenue $ 831,146 $ 1,310,520 $ 1,390,771 $ 1,521,262

Net loss from operations 812,858 1,044,524 168,774 54,390

Net loss for the period 805,895 1,025,636 185,404 37,191

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



QUARTERLY REVENUE BREAKDOWN

Mar. 31, Jun. 30, Sept. 30, Dec. 31,
2005 2005 2005 2005
Revenue $ $ $ $
Installation fees 225,480 245,846 153,236 79,017
Membership fees 145,533 132,093 142,276 158,655
Transaction commission fees 141,809 134,863 181,797 233,733
Archive fees 40,527 30,637 31,011 30,056
Professional fees 1,393 21,336 48,052 41,253
Total Revenues 554,742 564,775 556,372 542,714
Mar. 31, Jun. 30, Sept. 30, Dec. 31,
2006 2006 2006 2006
Revenue $ $ $ $
Installation fees 291,160 472,639 397,114 143,063
Membership fees 170,358 196,607 225,788 232,479
Transaction commission fees 309,940 482,938 660,593 1,044,195
Archive fees 30,123 30,119 21,263 15,007
Professional fees 29,564 128,218 86,013 86,518
Total Revenues 831,145 1,310,521 1,390,771 1,521,262

OUTSTANDING SHARE INFORMATION AS AT FEBRUARY 20, 20 07

Authorized
Common shares Unlimited
Preferred shares Unlimited

Issued and outstanding
Common shares 27,204,038

Options Outstanding 2,116,223
Warrants Outstanding 1,203,487




Caveat

The statements that are not historical facts coathin this release are forward-looking statemgrasinvolve risks and uncertainties.
PhotoChannel’s actual results could differ matrilsbm those expressed or implied by such forwlaaking statements. Factors that could
cause or contribute to such differences includeabeinot limited to, technological shifts, empleyetention, contract inability to deliver on
contracts, failure of customers to continue marigethe online solution, competition, general ecoitaronditions, foreign exchange and other
risks detailed in the Company’s annual report aherdfilings. Additional information related toefCompany 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, subseeti@ (3)/(a), if an auditor has not performed\aaw of the interim financial statements, they
must be accompanied by a notice indicating thafittacial statements have not been reviewed byaaddor.

The interim consolidated financial statements ef@lompany, as at and for the period ended DeceBih@006, have been prepared by and are
the responsibility of the Company’s management.

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

ADDITIONAL INFORMATION

Additional information related to the Company canfbund on SEDAR atww.sedar.com



