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PART 1

ITEM 1. BUSINESS

Unless the context otherwise requires, references in this report on Form 10-K to the “Company”, “LML,” “we,” “us” or
“our” refer to LML Payment Systems Inc. and its direct and indirect subsidiaries. LML Payment Systems Inc.’s
subsidiaries are LML Corp., Legacy Promotions Inc. and LHTW Properties, Inc. LML Corp’s subsidiaries-are LML
Patent Corp., and LML Payment Systems Corp. Unless otherwise specified herein, all references herein to “$” are to
United States (“U.S.”) Dollars. From time to time the Company has made and may continue to make written or oral
“forward-looking statements” including those contained in this Annual Report on Form 10-K. These forward-looking
statements represent the Company’s present expectations or beliefs concerning future events. The Company cautions that
such statements are qualified by important factors that could cause actual results to differ materially from those in the
forward-looking statements including those factors identified below in Item 1A — *“Risk Factors”. :

Overview

LML Payment Systems Inc. is a financial payment processor that primarily provides consumer financial payment
processing solutions to retailers and other clients in the U.S. Our financial payment processing solutions include
traditional check recovery, electronic recovery of paper checks (also known as electronic check re-presentment),
electronic check authorization and electronic check conversion. We also provide electronic fund transfer switching
services to certain segments of the retail industry. We focus on provxdmg our services to supermarkets, grocery stores,
multi-lane retailers, convenience stores and other retailers in the U.S.

Our principal business strategy includes acquiring electromc payment Volume across all our financial payment processmg
services and strengthening our position as a financial payment processor. '

Another key element of our business strategy is the development of revenue streams from the licensing of our intellectual
property, specifically, the licensing of the intellectual property associated with our four patents regardmg electronic check
processing.

Financial Payment Processing Services

We provide financial payment processing solutions to retail merchants in the U.S., including supermarket chains, grocery
stores, convenience stores and other retailers. These solutions include electronic check authorization, primary and
secondary check collections, electronic check re-presentment, and electronic check conversion. We also provide retail
clients with selective routing or switching services for credit, debit and electronic benefit transfer (EBT) transactions to
third party processors, banks and authorization networks/vendors for authorization and settlement.

Electronic Check Authorization

We maintain a database of consumer check-writing histories and have access to additional databases of consumer check-
writing histories. We employ these databases to offer retail merchants protection against fraud through the electronic
authorization of checks presented at the point-of-sale of participating merchants. Because many of our financial payment
processing services are related, some participating merchants will pay a fee for authorization services, while others may
receive electronic check authorization services as an “all-in-one” package in connection with other related services such
as primary and secondary check collections. Electronic authorization is also an important feature included within our
electronic check conversion services. When using our electronic check authorization service, a retail merchant typically
swipes the paper check through a check reader that reads the account and bank information encoded on the bottom of the
check in magnetic ink. This information is electronically transmitted to our data processing center for comparison against
our check-writer databases and other third party databases. If the check-writer has current delinquent check-related debts,
or if other proprietary fraud features are triggered, the retail merchant is notified by way of a coded response from our
data processing center. The merchant must then decide whether to accept or decline the check.




Our check authorization services are designed to be flexible so they may be adapted for a retail merchant’s particular
needs. In some cases, consumer identification is cross-referenced to driver’s license information, social security number
and other databases and linked to the frequency of recent check usage and the dollar amount of individual and cumulative
transactions within specific periods of time.

Primary and Secondary Check Collection Services

Through our primary and secondary check collection and call centers in Dallas, Texas and Wichita, Kansas, we employ
state of the art proprietary and third party collection system software and technology, including sophisticated database
management, predictive dialing, skip-tracing, and both automated and customized collection letter programs to provide
retail merchants with a comprehensive solution to combat the high cost associated with returned check transactions. In
many instances, we provide check authorization and primary and secondary check collection solutions as an “all-in-one”
package to our retail clients.

Electronic Check Re-Presentment

We also offer retail merchants an electronic re-presentment of returned paper checks, or RCK, service. Under this service
offering, eligible returned paper checks are directed by the retailer’s bank directly to our primary collection center where,
in combination with our data processing center, we capture the bank routing and account number and electronically re-
submit the check for payment through the facilities of the Automated Clearing House Network.

Electronic Check Conversion Service

We also offer electronic check conversion services to clients. This process involves converting paper checks presented at
the point-of-sale into electronic transactions. Our electronic check conversion service is comprised of three distinct steps:
authorization, data capture and settlement.

At subscribing merchant locations, a consumer’s check is swiped through a check reader which reads the bank routing and
account information from the check and electronically transmits this information along with the sale amount to our data
center for authorization through our check-writer databases and risk management algorithms. If approved, certain
transaction information is captured and the merchant’s terminal automatically prints a sales receipt, which closely
resembles a credit card receipt, to be signed by the consumer authorizing an electronic debit from the consumer’s bank
account. The paper check can be returned to the consumer or destroyed as it has been converted to an electronic
transaction. Each day from our data center, we originate Automated Clearing House transaction files which include
electronic debits against consumer accounts and corresponding credits to retail merchant accounts. In some instances,
consumer checks are electronically imaged by retailers at the point-of-sale. In these instances, the electronic image of the
consumer check along with relevant transaction data is. transmitted to our data center where the image of the check is
archived. In the event the transaction is returned; i.e. ‘NSF’, the image of the check is retrieved from archive and
collection activities can be commenced.

Electronic Transaction Switching Services

From our data processing center we offer retail merchants gateway and transaction switching services for debit, credit and
EBT transactions between store registers and third party authorization networks. Our service involves a full-function, on-
line, interactive, centralized, electronic fund transfer data collection system that provides for high transaction volumes,
rapid response time, high system reliability, low cost per transaction, quick response to retail customer inquiries and sales
analysis of electronic fund transfer transactions. Our switching and auditing service is primarily designed for medium
sized merchants who have multi-lane or multi-terminal retail venues and collect transaction information in a central
location. Our switching services sort the transaction information and route each transaction to the appropriate
authorization network or processor based upon transaction type, i.e. credit card, debit card, and EBT, for authorization and
settlement. QOur transaction switching and auditing services are designed to enable retailers to gain on-line, real-time
access to all transaction information on a chain, region, individual store or individual register basis. Our switching
services are designed to enable retailers to implement new authorization network connections without disruption to point-
of-sale transaction services, thereby providing our retail customers more control over their electronic payment transaction
costs.




Data Center Operations

From our data center in Scottsdale, Arizona, we manage and monitor certain communication networks that connect retail
store terminals and in-store controllers to our host computer for electronic check authorization, electronic check
conversion, credit, debit and EBT transactions. We support most major telecommunication options including dial-up,
frame relay, and wireless sources. We connect to debit networks, magnetic stripe EBT programs, check authorization
networks and third party credit card processors which allows us to route electronic payment transactions to the appropriate
network for authorization and pass this information back to point-of-sale terminals to complete transactions.

We employ proven IBM Mainframe hardware equipment for all of our electronic payment processing including electronic
check authorization, electronic check re-presentment, electronic check conversion and credit, debit and EBT card
switching. We also employ our proprietary processing software — known as the Retail Electronic Payments System — to
process all electronic payment transactions. Our data center is operated by technical and support personnel on a 24 hour /
7 days a week basis. We maintain disaster recovery arrangements with IBM and various communication carriers. We
continue to evaluate plans for construction of a second data center which will provide redundant and geographically
separate processing capabilities which will enable an instantaneous redirection of all information technology services.

Sales and Marketing

We market our financial payment processing services, including traditional check recovery, electronic check recovery,
electronic check authorization, electronic check conversion and electronic fund transfer switching services, directly
through an internal sales force which, at March 31, 2006, included three sales people, to medium and large retailers. Part
of our business strategy has been to provide a suite of vertical check processing services to clients while also providing
electronic authorization routing or switching services for other point-of-sale tender types such as credit card, debit card
and EBT.

Our business strategy also includes cross-selling electronic check processing solutions such as electronic check re-
presentment and electronic check conversion to existing clients who may be receiving traditional check recovery services
from us. We attempt to migrate our clients from traditional recovery services to electronic recovery services and to
electronic check conversion services.

In addition to the retail point-of-sale, recently approved National Automated Clearing House Association (“NACHA”)
rules allow for the conversion of consumer checks from remittance lockbox operators. In fiscal 2003, we announced a
partnership with CheckFree Corporation through which we provide and maintain key software technology for
CheckFree’s accounts receivable check conversion product called PEP+ reACH™. According to NACHA, in 2005 more
than 1.6 billion consumer checks were converted at lockboxes, an increase of 71% over 2004.  As a market entry into
this industry segment, our strategy is to continue to support and maintain our obligations under our partnership agreement
with CheckFree.

We offer retailers electronic check conversion services at the point-of-sale. NACHA’s point-of-purchase (POP) rules
went into effect in September 2000. The adoption rate of POP transactions for retailers has been lower than expected.
Last year, it was estimated that 168 million POP transactions occurred at the retail point-of-sale, a 4% growth over the
previous year. Some retailers have expressed implementation issues such as the cost of in-lane check imaging equipment
and the requirement for consumer-signed authorization as possible reasons for the slower than expected adoption of POP.

In May 2006 NACHA voting members approved new operating rules that will allow retailers and billers to take checks at
the point-of-sale and convert eligible checks to ACH debits in the back-office. The process is known as ‘back-office
conversion’ or “BOC”. The new rules for BOC become effective in March 2007.

We believe that BOC, which has similar rules and processes as that of ‘accounts receivable conversion’, or “ARC”

transactions, may lead to increased adoption of electronic check processing by retailers. Accordingly, we are preparing to
develop plans for a BOC solution for retailers.
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We presently own four U.S. patents that describe electronic check processing methods. We plan to develop the
profitability of our intellectual property and related technology through the provision of electronic check processing
licenses. We plan to offer licenses of our technology in exchange for royalty fees that are typically calculated on a
transaction basis.

We continue to evaluate and examine acquisition opportunities of businesses where we believe our electronic check
processing services can be offered to existing clientele in such industries as commercial lockbox, telephone catalogue
businesses and Internet businesses.

Competition

The financial payment processing market in which we operate is highly competitive and is characterized by changing
technology, evolving industry standards, merchant requirements, pricing competition and rapid rates of product
obsolescence. Our competitors include other check authorization, collections, software development and guarantee firms
offering some or all of the payment processing services offered by us, including electronic check authorization and
collections, electronic check re-presentment and electronic check conversion. According to The Nilson Report issue #841
dated September 2005, there are at least 12 competing verification companies. We believe our largest competitors are
eFunds (Scan), First Data’s TeleCheck Services, Certegy, Inc., Global Payments and ECHO’s XPRESSCHEX, Inc. In
addition, we anticipate that entities within the related credit card and banking industry, which are both highly competitive,
may provide competing electronic checking services in the future. Many of our competitors have greater technical,
financial and marketing resources than us and, as a result, may be able to respond more quickly to changes in technology,
industry standards and merchant requirements or may be able to devote greater resources to product development and
marketing than us. There can be no assurance that our current products and services will not become obsolete or that we
will have the financial, technical and marketing resources and support facilities to compete successfully in the future.

We believe that part of our success will depend on our ability to successfully market existing products, to acquire
transaction volume, and to develop and introduce new products and services in addition to or as enhancements of existing
products and services. However, there can be no assurance that we will be able to increase our transaction volume,
develop and introduce new products and services in addition to, or as enhancements of, existing products and services or
compete successfully in the future.

Regulatory Matters

Various aspects of our business are either subject to or may be affected by current and future governmental and other
regulations in many different jurisdictions. The rules, regulations, policies and procedures affecting our business are
constantly subject to change.

Certain check collection and electronic check re-presentment services that we provide are governed by the Federal Fair
Debt Collection Practices Act and the Federal Fair Credit Reporting Act and other similar state laws. Electronic check re-
presentment transactions are subject to applicable NACHA Operating Rules, and applicable Uniform Commercial Code
statutes. Our electronic check conversion transactions currently utilize the facilities of the Automated Clearing House
Network and therefore are governed by and subject to NACHA Operating Rules and Regulation E. We use commercially
reasonable efforts to oversee compliance with the requirements of these acts and regulations.

Intellectual Property

We rely upon a combination of patent, trademark, copyright and trade secret law to establish and protect our trademarks,
software and inventions. Our success will depend, in part, on our ability to protect and enforce intellectual property
protection for the technology contained in our patents and the Retail Electronic Payment System. Certain unique aspects
of our intellectual property are protected by patents. For example, U.S. Patent No. 5,484,988, owned by us, describes an
electronic checkwriting point-of-sale system for consumer transactions that does not require the negotiation of a paper
check. Moreover, our patent estate addresses, among other issues, the electronic submission of transactions through a
centralized database and authorization system for approval electronically, electronic debiting of consumer bank accounts
and electronic crediting of designated merchant accounts in real-time or off-line modes using the facilities of the
Automated Clearing House Network or any competing network.

-5.
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- Also included in our intellectual property estate is U.S. Patent No. 6,164,528 regarding, among other issues, Internet
purchases where payments from checking accounts are authorized over the Internet. This patent, which was granted by
the U.S. Patent and Trademark Office on December 26, 2000, is designed to include protection for our electronic check
processing methods as applied to Internet purchases.

In addition, on September 4, 2001, we received notification of the issuance of U.S. Patent No. 6,283,366. This patent
addresses, among other issues, electronic check conversion regarding corporate checks and electronic fund transfers and
relates to existing U.S. Patent No. 5,484,988 and U.S. Patent No. 6,164,528. On March 12, 2002, we received notification
of the issuance of U.S. Patent No. 6,354,491. This patent addresses electronic check processing and relates to existing
U.S. Patent Nos. 5,484,988, 6,164,528 and 6,283,366.

We are currently pursuing the re-issuance of U.S. Patent No. 6,547,129, which was originally issued on April 15, 2003.

We intend to continue to file additional patent applications to expand our intellectual property estate, seeking coverage of
our developments in our business areas. We rely on a combination of patent, trademark, copyright and trade secret laws
and contractual provisions to establish and protect proprietary rights in our Retail Electronic Payment System software
and certain other software. There can be no assurance that these protections will be adequate to deter misappropriation of
our technologies or independent third-party development of similar technologies. The cost of prosecuting a claim of
infringement against others, or defending a patent infringement claim, may be substantial and there can be no assurance
that we will have the resources necessary to successfully prosecute or defend a patent infringement claim. Although we do
not believe that our technology infringes the patent rights of others, there can be no assurance that infringement claims
will not be made in the future or that the validity or enforceability of any patent issued to us will be sustained if judicially
tested.

Corporate History

We were originally incorporated under the laws of the Province of British Columbia, Canada, as a “specially limited
company” on January 24, 1974. In October 1997, after receipt of shareholder approval, our directors elected to change our
governing corporate jurisdiction to the Yukon Territory, which change became effective in November 1997. Under the
Yukon Business Corporations Act, we are a corporation that enjoys limited liability for its shareholders, is governed by its
Board of Directors and generally has the powers and capacity attributable to a corporation.

Employees

There exists competition for personnel in the financial payment processing industry. We believe that our future success
will depend in part on our continued ability to hire and retain qualified personnel. There can be no assurance that we will
be successful in attracting and retaining a sufficient number of qualified employees to conduct our business in the future.
As of May 12, 2006, we had 57 full-time employees including three employees in sales and marketing and 11 employees
in administration and finance. We also employ consultants to perform services for us from time to time.

Business Concentration

During the fiscal year ended March 31, 2006, revenue from and associated with our largest customer amounted to
approximately 29% of total revenue. In fiscal 2006, Dillon’s was our largest customer. We may be economically
dependent on revenue from this customer. See “Item 7 — Management’s Discussion and Analysis of Financial Condition
and Results of Operations.” ' )
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Available Information » N »

We 'maintain‘inyestd“r' relations péges on our Internet website at http://www.lmlpayment.com. On these pages, we make
available our annual, quarterly and other current reports filed or furnished with the SEC as soon as practicable. These
reports may be reviewed or downloaded free of charge. Alternatively, if you would like a paper copy of any such SEC
report (without exhibits) or document, write to the Corporate Secretary, LML Payment Systems Inc., Suite 1680, 1140

West Pender Street, Vancouver, BC V6E 4G1, and a copy of such requested document will be provided to you, free of
charge.

ITEM 1A. RISK FACTORS
Iht‘r'oductiéh‘

In addition to the normal risks of business, we are subject to significant risks and uncertainties, including those listed
below and others described elsewhere in this Annual Report on Form 10-K. Any of the risks described herein could result
in a significant adverse effect on our results of operations and financial condition and could cause our actual results of
operations to differ materially from the results contemplated by the forward-looking statements contained in this report.

Acquisitions

As part of our growth strategy, we have made business acquisitions in recent years and we expect to be an active business
acquirer in the future. We anticipate that we will seek to acquire complementary businesses products and services in the
future. The acquisition and integration of businesses involves a number of risks, including:

The operations, technology and personnel of an acquired business may be difficult to integrate;
An acquired business may not achieve anticipated revenues, earnings or cash flow;

e The allocation' of management resources to complete a business acquisition may disrupt our day-to-day
business.

There can be no assurance that we will be able to fully integrate all aspects of an acquired business successfully or fully
realize the potential benefits of any business combination.

The business in which we compete is highly competitive and there is no assurance that our current products and
services will stay competitive or that we will be able to introduce new products and services to compete
successfully. ‘

The financial payment processing market in which we operate is highly competitive and is characterized by rapid
technological change, evolving industry standards, merchant requirements, pricing competition, rapid rates of product
obsolescence, and rapid rates of new product introduction. Our market share is relatively small as compared to most of
our competitors and many of our competitors have greater technical, financial and marketing resources than us and, as a
result, may be able to respond more quickly to changes in technology, industry standards and merchant requirements or
may be able to devote greater resources to product development and marketing than us. There can be no assurance that
our current products and services will not become obsolete or that we will have the financial, technical and marketing
resources and support facilities to compete successfully in the future. We believe that part of our success will depend on
our ability to successfully market existing products, to acquire transaction volume, and to develop and introduce new
products and services in addition to or as enhancements of existing products and services. However, there can be no
assurance that we will be able to increase our transaction volume, develop and introduce new products and services in
addition to, or as enhancements of, existing products and services or compete successfully in the future. If we lose
customers, our business operations may be materially adversely affected, which could cause us to cease our business or
curtail our business to a point where we are no longer able to generate sufficient revenue to fund operations. There is
no assurance that our current products and services will stay competitive with those of our competitors or that we will
be able to introduce new products and services to compete successfully in the future.




- We may be unable to protect our intellectual property rights or others may claim that we are infringing on their
intellectual property.

Third parties have asserted patent infringement claims against our check authorization products in the past and others may
assert these types of claims against these products, or any of our other products, in the future. Patent infringement claims
can require us to modify our products, services and technologies or obtain a license to permit our continued use of those
rights. We may not be able to do either of these things in a timely manner or upon reasonable terms and conditions.
Failure to do so could seriously harm our business and operating results. In addition, future litigation relating to
infringement claims could result in substantial costs to us and a diversion of management resources. Adverse
determinations in any litigation or proceeding could also subject us to significant liabilities and could prevent us from
selling some of our products, services or technologies.

Despite our efforts to protect our intellectual property rights, third parties may infringe or misappropriate our intellectual
property rights, or otherwise independently develop substantially equivalent products and services. The loss of intellectual
property protection or the inability to secure or enforce intellectual property protection could harm our business and
ability to compete. We may be required to expend significant resources to protect our trade secrets and monitor and police
our intellectual property rights and these efforts may not be uniformly successful.

Our business is highly dependent on the efficient and uninterrupted operation of our computer network systems and
data center, and any disruption or material breach of security of our systems could harm our business.

Our ability to provide reliable service largely depends on the efficient and uninterrupted operation of our computer
network systems and data center. Any significant interruptions or security or privacy breaches in our facilities, computer
networks and databases could harm our business and reputation, result in a loss of customers or cause inquiries and fines
or penalties from regulatory or governmental authorities. Our systems and operations could be exposed to damage or
interruption from fire, natural disaster, power loss, telecommunications failure, unauthorized entry or physical break-ins,
computer viruses and hackers. The measures we have enacted, such as the implementation of security access and disaster
recovery plans, may not be successful and we may experience problems other than system failures. We may also
experience software defects, development delays and installation difficulties, which would harm our business and
reputation and expose us to potential liability and increased operating expenses.

We may not be able to attract, retain or integrate key personnel, which may prevent us from successfully operating our
business.

We may not be able to retain our key personnel or attract other qualified personnel in the future. Our success will depend
upon the continued service of key management personnel. The loss of services of any of the key members of our
management team or our failure to attract and retain other key personnel could disrupt operations and have a negative
effect on employee productivity and morale and have a material adverse impact upon our financial results.

Failure to maintain effective internal controls in accordance with Section 404 of the Sarbanes-Oxley Act could have a
material adverse effect on our business and stock price.

We are required to certify and report on our compliance with the requirements of Section 404 of the Sarbanes-Oxley Act,
which requires annual management assessments of the effectiveness of our internal control over financial reporting and a
report by our independent registered chartered accounting firm addressing these assessments. If we fail to maintain the
adequacy of our internal contrdls, as such standards are modified, supplemented or amended from time to time, we may
not be able to ensure that we can conclude on an ongoing basis that we have effective internal controls over financial
reporting in accordance with Section 404. In order to achieve effective internal controls we may need to enhance our
accounting systems or processes which could increase our cost of doing business. Any failure to achieve and maintain an
effective internal control environment could have a material adverse effect on our business.




Estimates of future financial results are inherently unreliable.

From time to time, the Company and its representatives may make public predictions or forecasts regarding the
Company’s future results, including estimates regarding future revenues, expense levels, tax rates, acquisition expenses,
capital expenditures, earnings or earnings from operations. Any forecast regarding our future performance reflects various
assumptions and judgments by management regarding the likelihood that certain possible future events will in fact occur.
These assumptions and judgments are subject to significant uncertainties and shifting market dynamics, and, as a matter of
course, many of them will prove to be incorrect. Further, events that may seem unlikely or relatively certain at the time a
given prediction is made may in fact occur or fail to occur. Many of the factors that can influence the outcome of any
prediction or projections are beyond our control. As a result, there can be no assurance that our performance will be
consistent with any management forecasts or that the variation from such forecasts will not be material and adverse.
Investors are cautioned that any prediction, projection or other forward looking statement made by us should be
considered current only as of the date made. Investors are encouraged to utilize the entire available mix of historical and
forward-looking information made available by us, and other information relating to our Company and our products and
services, when evaluating our prospective results of operations.

Legislation or regulation could impair our ability to collect and use data, increase our operating costs or otherwise
harm our business.

Existing and new laws and regulations relating to consumer privacy protection could harm our ability to collect and use
consumer data, increase our operating costs or otherwise harm our business. We collect personal data about consumers for
use in our check authorization products. Due to increasing public concern over consumer privacy rights, Congress and
state legislatures have adopted and are considering adopting laws and regulations restricting the purchase, sale and sharing
of personal information about consumers. We are unable to predict whether more restrictive legislation or regulations will
be adopted in the future. A material increase in the scope of these types of restrictions could impair the efficacy of our
check authorization products.

We have a general history of losses and may not operate profitably in the future.

We have incurred losses for the last five fiscal years. Our net losses and negative cash flow may continue for the
foreseeable future. As of March 31, 2006, our accumulated deficit was approximately $30,912,931. We believe that our
planned growth and profitability will depend in large part on our ability to expand our client base. Accordingly, we intend
to invest in marketing, development of our client base and development of our marketing technology and operating
infrastructure. If we are not successful in expanding our client base, it will have a material adverse effect on our financial
condition and our ability to continue to operate our business.

Demand for many of our products and services is sensitive to the level of consumer transactions generated by our
customers, and accordingly, our revenues could be impacted negatively by a general economic slowdown or any other
event causing a material slowing of consumer spending.

A significant portion of our revenue is derived from transaction processing fees. Any changes in economic factors that
adversely affect consumer spending and related consumer debt, or a reduction in check writing or credit and debit card
usage, could reduce the volume of transactions that we process, and have an adverse effect on our business, financial
condition and results of operations.




‘We have a long sales cycle for a significant number of our products and if we fail to close sales after expending
significant time and resources to do so, our business, financial condition, and results of operations may be adversely
affected.

The implementation of some of our products often involves significant capital commitments by our customers. Potential
customers generally require us to expend substantial time, effort and money educating them as to the value of our
products and services. We incur substantial costs in order to obtain each new customer. We may expend significant funds
and management resources during the sales cycle and ultimately fail to close the sale. Our sales cycle may be extended
due to our customers’ budgetary constraints or for other reasons. If we are unsuccessful in closing sales after expending
significant funds and management resources or we experience delays, it could have a material adverse effect on our
business, financial condition, and results of operations.

Failure to maintain existing contracts/customers

Because a small number of customers have historically accounted for a substantial portion of our revenue, our revenue
could be materially adversely affected if we are unable to retain customers.

We have had in the past and may have in the future, a small number of customers that have accounted for a significant

portion of our revenue. Our revenue could materially decline because of a delay in signing agreements with a single
customer or the failure to retain an existing customer.

Consolidation in the industries we serve may adversely affect our ability to sell our products and services.

Mergers, acquisitions and personnel changes at retailers and electronic funds transfer networks may adversely affect our
business, financial condition and results of operations. The grocery store and supermarket industry continues to
consolidate, causing the number of grocery stores and supermarkets to decline. This consolidation could cause us to lose:

e current and potential customers; and

» market share if an entity resulting from a combination of our customers determines that it is more efficient to
develop in-house products and services similar to ours or to use our competitors’ products and services.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. PROPERTIES

Office Space. As of May 12, 2006, we leased office space containing approximately 30,000 square feet of floor space for
our operations. Our principal facilities include:

Approximate Lease
Location Square Feet Expiration Date Description
Wichita, Kansas 10,000 December, 2006 Secondary Collection operations
Dallas, Texas 8,000 November, 2006 Primary Collection operations
Scottsdale, Arizona 5,000 January, 2011 Data Center operations
Dallas, Texas 3,500 November, 2006 Primary Collection operations
Vancouver, British Columbia 3,400 September, 2008 Administration

Our corporate headquarters are located in Vancouver, British Columbia, Canada.
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We consider our current facilities adequate for our current needs and believe that suitable additional space will be
available, as needed, to accommodate further physical expansion of corporate, data center processing and primary and
secondary check collections operations and for additional sales and service.

ITEM 3. LEGAL PROCEEDINGS

On July 14, 2004 we filed suit in the U.S. District Court for the District of Delaware against four companies who provide
equipment, systems and services that convert paper checks presented at the point-of-sale into electronic transactions. In
the suit, we alleged that these four companies infringed certain of our U.S. patents and sought damages and injunctive and
other relief for the alleged willful infringement of these patents. A federal judge had set a trial date of April 17, 2006 in
this matter. In September 2004, one of the defendants filed a counterclaim for declaratory relief. The defendant was
seeking a declaratory judgment that each of the patents-in-suit was invalid, unenforceable, not infringed by the defendant
and that the court determine that this was an extraordinary and exceptional case and award the defendant it’s attorney’s
fees and litigation expenses.

In July 2005, Telecheck International Inc., an affiliate of one of the defendants in the Delaware litigation, filed a
complaint for patent infringement in the United States District Court for the Eastern District of Texas Marshall Division
against us in an action styled Telecheck International Inc. as plaintiff vs. LML Payment Systems Inc. and LML Payment
Systems Corp. In the suit, Telecheck International Inc. alleged that we infringed U.S. Patent Nos. 5,679,938 and
5,679,940 and sought damages, injunctive and other relief.

In April, 2006 we settled our litigation with the defendants in the Delaware case. We granted licenses to the defendants in
exchange for cash consideration that, in one case, involved a release fee of $400,000 for past transactions, a $200,000
standstill fee and an ongoing running royalty on future transactions with future royalty payments by this licensee being
contingent upon the number of transactions conducted in the future. In other cases, the cash consideration we received
was for a fully-paid up license to certain of our patents and was based on our receiving a lump-sum payment for past and
future transactions. The lump-sum payment was based upon our estimation of each defendant’s past transactions and our
estimation of the number of transactions each defendant would conduct over the remaining lifetime of our patents, less a
discounted cash flow adjustment as a result of receiving all funds for estimated future transactions immediately. The total
amount received for fully-paid up licenses was $15,400,000.

In April 2006 we also settled the litigation filed against us for patent infringement by Telecheck International Inc., an
affiliate of one of the defendants in the Delaware litigation. As part of the settlement we granted a fully paid-up license to
certain of our patents and we received a fully-paid up license to certain of the Telecheck International Inc. patents and to
certain other patents owned by First Data Corp.

As part of our strategy to enforce our intellectual property rights with respect to our patent portfolio, we entered into a
special fee arrangement with our legal counsel, Kirkland and Ellis, LLP, who represented us both as plaintiffs in the
Delaware litigation and as defendants in the Telecheck International Inc. litigation in Texas. Under the terms of our
special fee arrangement, we paid $7,100,000 to Kirkland and Ellis LLP.

Prior to the fiscal year ended March 31, 2006, we were involved in a dispute with a former consultant relating to the
payment of finders fees with respect to certain acquisitions made by us in the fiscal years ended March 31, 2000 and
March 31, 2001. In October 2004 we initiated arbitration proceedings pursuant to the terms of the finder’s fee agreement
between us and the former consultant (the “Finder’s Fee Agreement”). In June 2005, the former consultant filed a counter
claim in the arbitration proceedings alleging we breached the Finder’s Fee Agreement. In September 2005, an arbitrator
awarded the former consultant $155,656 in damages plus interest of $60,874 for an alleged breach by us in failing to issue
additional shares of ours as part of the former consultant’s finders fees with respect to certain acquisitions we made in the
fiscal years ended March 31, 2000 and March 31, 2001. We were also responsible for reimbursing certain arbitration costs
to the former consultant totaling $10,248. The damages, interest and arbitration cost reimbursement totaling $226,778
have been recorded and reported as “other expenses” in the Consolidated Statements of Operations and Deficit for the
fiscal year ended March 31, 2006. In October 2005, we filed a motion to modify the award granted by the arbitrator to the
former consultant and have the award reversed. In November 2005, this motion was denied by the arbitrator.
Consequently, we made the required payment in complete satisfaction of the award.
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In March 2006, a former employee of ours filed a complaint against us for breach of contract and wrongful termination in
the Superior Court of the State of Arizona in and for the County of Maricopa. In the suit, the former employee alleges that
we wrongfully reduced the former employee’s salary without requisite notice under an employment agreement between
the former employee and us and wrongfully terminated the former employee without requisite notice and for acts that do
not constitute cause under the aforementioned employment agreement. We believe that these allegations are without merit
and do not expect them to have a material adverse effect on our results of operations, financial position or liquidity.

Other than as described herein, we are not currently involved in any material legal proceedings. However, we are party
from time to time to additional ordinary litigation incidental to our business, none of which is expected to have a material
adverse effect on the results of our operations, financial position or liquidity.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.
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PART II

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY AND RELATED STOCKHOLDER SECURITY
MATTERS

Our common stock is traded on the Nasdaq Stock Market’s Capital Market, which is the principal market for our common
stock, and trades under the symbol "LMLP". Our common stock is neither listed nor traded on any foreign trading
market. The following table sets forth the range of high and low prices for our common stock during the fiscal periods
indicated. The prices set forth below represent quotations between dealers and do not include retail markups, markdowns
or commissions and may not represent actual transactions.

Fiscal Year Ended March 31: High Low
$ $

2006 1Q 5.80 4.05
2Q 7.79 3.92

3Q 8.35 5.35

4Q.. 8.82 6.05

2005 1Q 6.95 5.41
2Q 7.40 4.06

3Q 5.50 4.17

4Q 6.97 4.77

The prices set forth above are not necessarily indicative of liquidity of the trading market for our common stock. Trading
in our common stock is limited and sporadlc

Our common stock price is volatile.

The market price of our common stock has been volatile in the past and may change rapidly in the future. The following
factors, among others, may cause significant volatility in our stock price:

Actual or anticipated fluctuations in our operating results;

Financial or business announcements by us, our competitors or our customers;

Announcements of the introduction of new or enhanced products and services by us or our competitors;
Announcements of mergers, joint development efforts or corporate partnerships in the electronic commerce
market;

Market conditions in the banking, telecommunications, technology and emerging growth sectors;

¢ Rumors relating to our competitors or us; and

o General market or economic conditions.

In addition, the U.S. stock markets have experienced significant price and volume fluctuations, which have particularly
affected the trading price of equity securities of many technology companies.

Holders of Common Stock

As of May 12, 2006, there were approximately 391 record holders of our common stock, with approximately 20,204,594
shares outstanding. The number of holders of record is based on the actual number of holders registered on the books of
our transfer agent and does not reflect holders of shares in "street name" or persons, partnerships, associations,
corporations or other entities identified in security position listings maintained by depository trust companies.
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- Dividend Policy

We have not paid any dividends on our common stock in the past and have no current plan to pay dividends in the future.
We intend to devote all funds to the operation of our businesses.

Canadian Federal Tax Considerations
General

There are no foreign or currency controls in Canada, and there are no exchange restrictions on borrowing from abroad, on
the repatriation of capital, or the ability to remit dividends, profits, interests, royalties, or other payments to non-resident
holders of our common stock. However, any such remittance to a resident of the U.S. is subject to a reduced withholding
tax pursuant to various Articles of the Canada-U.S. Income Tax Convention, 1980 (the “Treaty”) between Canada and the
U.S.

Dividends

Generally, dividends that are paid or credited by Canadian corporations to non-resident shareholders are subject to a
nonresident tax of 25%. However, the Treaty provides that dividends paid by a Canadian corporation to a corporation
resident of the U.S. with no permanent establishment in Canada, which owns at least 10% of our voting stock paying the
dividend, are subject to the Canadian non-resident withholding tax of 5%. In all other cases, when a dividend is paid by a
Canadian corporation to the beneficial owner resident in the U.S., the Canadian non-resident withholding tax is 15% of
the amount of the dividend.

The reduced withholding tax rates do not apply if the beneficial owner of the shares carries on business through a
permanent establishment in Canada and the stock holding in respect of which the dividends are paid is effectively
connected with such permanent establishment. In such a case, the dividends are taxable in Canada as general business
profits at rates that may exceed the 5% or 15% rates applicable to dividends that are not effectively connected with a
Canadian permanent establishment.

The Treaty permits Canada to apply its domestic law rules for differentiating dividends from interest and other
disbursements. Stock dividends are subject to the normal Canadian non-resident withholding tax rules on the amount of
the dividend. The amount of a stock dividend is equal to the increase in our paid-up capital by virtue of the dividend.

Interest

Generally, interest paid or credited to a non-resident is subject to a 25% Canadian withholding tax. If, at a time when
interest has accrued but is not yet payable, the holder of the debt transfers it to a Canadian resident or, in certain
circumstances, a non-resident who carries on business in Canada, part of the proceeds of the disposition may be
considered to be interest for Canadian income tax purposes. Under the Treaty, the rate of withholding tax on interest paid
to a U.S. resident is 10%. For Treaty purposes, interest means interest as defined by domestic Canadian income tax rules.
The withholding tax applies to the gross amount of the interest payment.

Capital Gains

Non-residents are subject to Canadian income tax on dispositions of “taxable Canadian property.” Taxable Canadian
property includes shares of a publicly traded Canadian corporation if, at any time during the preceding five years, the
non-resident and persons with whom the non-resident did not deal at arm’s length owned at least 25% of the issued and
outstanding shares of any class of stock.
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The applicable tax rate on capital gains realized by a non-resident is 18.06% for corporations and 21.46% for individuals.
Under the Treaty, capital gains realized by a U.S. resident on the disposition of shares of a Canadian corporation are
exempt from Canadian income tax, unless (i) the value of the shares is derived principally from Canadian real property, or
(it) the shares are effectively connected with a permanent Canadian establishment of such non-resident, the capital gains
are attributable to such permanent establishment, and the gains are realized not later than twelve months after the
termination of such permanent establishment.

Equity Compensation Plan Information

The following table provides information as of March 31, 2006 about our common stock that may be issued upon the
exercise of options, warrants and rights under all of our existing equity compensation pians, including the 1996 Stock
Option Plan and the 1998 Stock Incentive Plan:

(A) (B) ©

Number of securities remaining
available for future issuance under

Number of securities to be issued Weighted-average exercise equity compensation plans
upon exercise of outstanding price of outstanding options, (excluding securities reflected in
PLAN CATEGORY options, warrants and rights warrants and rights column (A))
Equity compensation
plans approved by
security holders' 1,629,500 $5.32 2,266,967

ITEM 6. SELECTED FINANCIAL DATA

The selected financial data set forth below should be read together with “Management’s Discussion and Analysis of
Financial Condition and Results of Operations™ and our financial statements and related notes. We have derived the
statement of operations data for the fiscal years ended March 31, 2004, 2005 and 2006 and the balance sheet data as at
March 31, 2005 and 2006 from the audited financial statements included elsewhere in this document. The statement of
operations data for the fiscal years ended March 31, 2002 and 2003 and the balance sheet data as at March 31, 2002, 2003
and 2004 were derived from audited financial statements that are not included in this document. Historical results are not
necessarily indicative of results to be expected for future periods.

! These plans consist of: (i) the 1996 Stock Option Plan, and (ii) the 1998 Stock Incentive Plan
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Table of Selected Financial Data'
Year Ended March 31
(Presented under Canadian GAAP)
(Amounts in thousands, except per share data)

2006 2005 2004 2003 2002

Statement of operations data:
Operating revenue $5,458 $6,658 $8,740 $8,560 $9,081
Loss from continuing operations® (4,647) (4,150) (2,316) (2,963) (5,181)
Discontinued operations® - - 588 (85) (57)
Net loss? ¢+ (4,647)  (4,150)  (1,728)  (3,048)  (5,238)
Loss from continuing operations per share — basic (.23) (21 (.12) (.15) (.27)
Loss from continuing operations per share - diluted (23) 20 (12) (.15) (27
Net Loss per share — basic (:23) (2bH (.09) (.16) (27)
Net Loss per share — diluted (:23) (21 (.09) (.16) (.27)
Weighted average number of common shares outstanding — basic 20,164 20,012 19,606 19,495 19,249
Weighted average number of common shares outstanding — diluted 20,164 20,012 19,606 19,495 19,249

Balance sheet data:

Current assets $4,753 $7,318 $6,713 $4,908 $5,760
Total assets’ 6,078 9,070 9,759 11,553 20,919
Current liabilities 1,725 1,204 1,076 1,346 1,952
Long-term debt, less current portion - 23 56 - 89

Table of Selected Financial Data'
Year Ended March 31
(Reconciliation As Adjusted for U.S. GAAP)
(Amounts in thousands, except per share data)

2006 2005 2004 2003 2002
Statement of operations data:
Operating revenue $5,458 $6,658 £8,740 $8,560 $9,081
Loss from continuing operations2 (4,647) (4,150) (2,316) (2,963) (5,181)
Discontinued operations® - - 588 (85) (57)
Net loss before 