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WITH THE EXCEPTION OF HISTORICAL FACTS STATED HERRE| THE FOLLOWING DISCUSSION MAY CONTAIN FORWARD-
LOOKING STATEMENTS REGARDING EVENTS AND FINANCIAL RENDS WHICH MAY AFFECT THE COMPANY'S FUTURE
OPERATING RESULTS AND FINANCIAL POSITION. SUCH STAAMENTS ARE SUBJECT TO RISKS AND UNCERTAINTIES
THAT COULD CAUSE THE COMPANY'S ACTUAL RESULTS ANDINANCIAL POSITION TO DIFFER MATERIALLY FROM
THOSE ANTICIPATED IN SUCH FORWARD-LOOKING STATEMENS. FACTORS THAT COULD CAUSE ACTUAL RESULTS TO
DIFFER MATERIALLY INCLUDE, IN ADDITION TO OTHER FACTORS IDENTIFIED IN THIS REPORT, A HIGH DEGREE OF
CUSTOMER CONCENTRATION, THE LOSS OF A KEY CUSTOMEBEPENDENCE ON THE COMPUTER AND ELECTRONIC
EQUIPMENT INDUSTRIES, COMPETITION IN THE POWER SUPP INDUSTRY, DEPENDENCE ON GUADALAJARA, MEXICO
FACILITY, AND DEPENDENCE ON KEY PERSONNEL, ALL OF WICH FACTORS ARE SET FORTH IN MORE DETAIL IN THE
SECTIONS ENTITLED "CERTAIN CONSIDERATIONS" AND "MAMGEMENT'S DISCUSSION AND ANALYSIS OR PLAN OF
OPERATION" HEREIN. READERS OF THIS REPORT ARE CAWNED NOT TO PUT UNDUE RELIANCE ON "FORWARD
LOOKING" STATEMENTS WHICH ARE, BY THEIR NATURE, UNERTAIN AS RELIABLE INDICATORS OF FUTURE
PERFORMANCE. THE COMPANY DISCLAIMS ANY INTENT OR OBGATION TO PUBLICLY UPDATE THESE "FORWARD
LOOKING" STATEMENTS, WHETHER AS A RESULT OF NEW INBRMATION, FUTURE EVENTS, OR OTHERWISE.

PART I.
ITEM 1. DESCRIPTION OF BUSINESS
GENERAL

Digital Power ("Digital Power" or the "Company")signs, develops, manufactures, and sells 50 wa@owatt switching power supplies
and DC/DC converters to original equipment manuifias (OEMs) of computers and other electronic mgent. Power supplies are critical
components of electronic equipment that supplyveandistribute, and regulate electrical powere Tlarious subsystems within electronic
equipment require a steady supply of direct cur¢e) electrical power, usually at different volealgvels from the other subsystems within
the equipment. In addition, the electronic compami@nd subsystems require protection from the hdrsofrges and drops in electrical power
that commonly occur over power lines. Power sugpsitisfy these requirements by converting alteérgaturrent (AC) electricity into DC by
dividing a single input voltage into distinct arsbliated output voltages, and by regulating and ta@img such output voltages within a
narrow range of values.

Products which convert AC from a primary power seunto DC are generally referred to as "power §app Products which convert one
level of DC voltage into a higher or lower levelE€ voltage are generally referred to as "DC/DCventers". "Switching" power supplies i
distinguished from "linear" power supplies by tharmer and efficiency with which the power supphtgps down" voltage levels. A linear
power supply converts an unregulated DC voltageltwer regulated voltage by "throwing away" thiedtence between the two voltages as
heat. Consequently, the linear power supply isrieidy inefficient-typically only 45% efficient faa 5V output regulator. By contrast, a
switching power supply converts an unregulated Ditage to a lower regulated voltage by storingdifierence in a magnetic field. When
the magnetic field grows to a pdetermined level, the unregulated DC is switchdd@nfl the output power is provided by the energyest ir
the magnetic field. When the field is sufficientlgpleted, the unregulated DC is switched on agadfeliver power to the output while the
excess voltage is again stored in the magnetid. fid a result, the switching power supply is meffecient-typically 75% efficient for a 5V
output regulator.
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One of the great advantages of switching power Igegpn addition to their high efficiency, is théiigh power density, or power-to-volume
ratio. This density is the result of the reductiothe size of the various components. Becaus€timpany's switching power supply products
have a high power density, they are generally an#ilan those of competitors. For example, to the@any's knowledge its US100 series of
power supplies, on a 3"x 5" printed circuit boasdthe smallest 100 watt off-line (AC input) povgeipply available in the industry.

Another advantage of the Company's power supplgiymts is their extreme flexibility of design. Ther@pany has purposely designed its
base model power supply products so that they eaquitkly and inexpensively modified and adapteth&ospecific power supply needs of
any OEM. This "flexibility" approach has allowecet&ompany to provide samples of modified power Bappo OEM customers in only a
few days after initial consultation, an importaapability given the emphasis placed by OEMs onétimmarket". In addition, this
"flexibility" approach results in very low norecurring engineering (NRE) expenses. Because oédtuced NRE expenses, the Company
not charge its OEM customers for NRE related totimig a power supply to a customer's specific neguoents. This gives the Company a
distinct advantage over its competitors, many obmtdo charge their customers for NRE expensesChmepany's marketing strategy is to
exploit this combination of high power density, igesflexibility, and short time-to-market to win amcreasing share of the growing power
supply market



In addition to the line of proprietary productsestfd, and in response to requests from OEMs, tinep@oy also provides "value-added
services" along with its products. The term "vahakled services" refers to the Company's incormati an OEM's selected electronic
components, enclosures, and cable assembliesheitBampany's power supply products to produce a@psubassembly that is compatible
with the OEM's own equipment and is specificalijot@d to meet the OEM's needs. The Company pueshte parts and components that
the OEM itself would otherwise attach to or integraith the Company's power supply, and the Compmayides the OEM with that
integration and installation service, thus savimg®EM time and money. The Company believes thsttdue-added service is wallited tc
those OEMs who wish to reduce their vendor basengindnize their investment in fixed costs since @EMSs are not required to
manufacture their own power subassemblies andafeusot required to purchase individual parts froamy vendors or build assembly
facilities.

Pursuant to an Asset Sale Agreement (the "Agreé€ment January 26, 1998, Digital Power acquiredabsets of Gresham Power Electro
("Gresham Power") from Gresham Lion Technology t&dj an English corporation ("Gresham Lion"). Thesideration paid for the
acquisition was US$2.7 million, which amount is jgegbto adjustment depending upon the net asseé\{akccounts receivables, fixed assets
and inventory less liabilities) ("NAV") as of théosing date. Specifically, pursuant to the Agreetntitre acquisition amount shall be incree
by US$1.6284 for each United Kingdom pound thatsBaen Power's NAV exceeds UK<pound-sterling>1,10@#&9of the closing date, and
shall be reduced by US$1.6284 for each United Kamggound that the NAV is less than UK<pound-sterih, 100,000 as of the closing
date. In addition to the foregoing, if the NAV dsMarch 31, 1998, equals or exceeds UK<pound-sig¥ll,606,000, Gresham Lion shall be
paid an additional US$300,000 subject to a rednaifoJS$1.6284 for every United Kingdom pound NAMVess than UK<pound-
sterling>1,606,000. Further, Digital Power shaly @resham Lion an additional US$1.15 for every aiiKingdom pound of earnings before
interest and taxes which exceeds UK<pound-ster8§3000, up to a maximum additional payment of UIB$H300. Pursuant to the
Agreement, Gresham Lion and its affiliates shatlcampete with Gresham Power for a period of tl{8deears from the closing date.
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Headquartered in Salisbury, England, Gresham Pde&gns, manufactures, and distributes switchinvggpsupplies, uninterruptible power
supplies, and frequency converters for the comrakatid military markets. Uninterruptible power sligp (UPS) are devices that are inserted
between a primary power source and the primary pawpeit of the electronic equipment to be protedtedhe purpose of eliminating the
effects of transient anomalies or temporary outa§ddPS consists of an inverter that is powered lipattery that is kept trickle-charged by
rectified AC from an incoming power line. In theeex of a power interruption, the battery takes avighout the loss of even a fraction of a
cycle in the AC output of the UPS. The battery gdsavides protection against transients. A freqyazanverter is an electronic unit for speed
control of a phase induction motor. The frequenayverter controls the motor speed by convertingitaguency and voltage of the power
main's supply from fixed to variable values. Tlsiglie most efficient means of varying the fixedespef an induction motor, since other
methods involve great power losses or great investsn The acquisition of Gresham Power will divigrtie Company's product line, provi
greater access to the United Kingdom and Europeakets, and strengthen Digital's engineering ackinieal resources.

Digital Power Corporation is a California corpocatioriginally formed in 1969 through its predecesSadeband Associates, Inc. Unless the
context indicates otherwise, any reference to 'faigtower" or the "Company" herein includes its onigy-owned Mexican subsidiary, Poder
Digital S.A. de C.V.

THE MARKET

Since all electronic equipment requires power seppthe overall market for power supplies is Marge. The growth of the power supply
industry has paralleled that of the general el@xtsindustry. Since 1994, growth has escalateah &ven faster pace, fueled by the demand
for networking communications equipment and commuéquipment and its peripherals. Future growtxjsected to come from the same
markets, as internet and intranet networking aidlae and digital telephones continue to becompeupar around the world.

According to Micro-Tech Consultants of Santa R@&aljfornia, the worldwide market for electronic pemsupplies was estimated to be $15
billion in 1995, and is expected to grow to $24idil by 2000. Of the worldwide total, the domestiarket was $6.0 billion in 1995 and is
expected to growth to $9.7 billion by 2000. Botk ttomestic and worldwide markets are essentiatiwiong at the same annual rate of
approximately 10%, a growth rate that is expeatecbntinue through the year 2000.

The electronic power supply market is typicallyitsipito "captive” and "merchant" market segmentse Taptive segment of the market, that
portion represented by OEMs who design and manufagtower supplies for use in their own produatgstimated by Micro-Tech to
account for approximately 50% of the total marRéte remaining 50% of the power supply market isesgby merchant power supply
manufacturers, such as Digital Power, that desighraanufacture power supplies for sale to OEMs.

Growing at an average annual rate of 13%, the naataharket is the fastest growing segment of tveepsupply market, as OEMs continue
to outsource their power supply requirements. Mitegh forecasts that the merchant market will eigpee the greatest rate of growth in the
entire power supply market, increasing from 52.5%he total market in 1997 to 62.8% of the totalrked in 2000. The Company believes
that this projected increase is due, in part, éoftitt that power supplies are becoming an inangbsi
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complex components in the eyes of OEMSs, with canist@hanging requirements such as power factaiection (PFC) and filtering
specifications to minimize electromagnetic intezfeze (EMI).



The power supply market can also be divided betweestom" and "standard" power supplies. Customgyaupplies are those that are
customized in design and manufactured with a sjgesfplication in mind, whereas standard power Bapgre sold off-the-shelf to
customers whose electronic equipment can opemate $tandard output voltages such as 5, 12, or Rd. \Rower supplies in the captive
market that are designed and manufactured by an €@ENEe in its own equipment are an example afsaam design, as the product is not
intended for resale. However, custom power suppliesalso common in the merchant market, as cetgids contract with power supply
manufacturers to design a product that meets time, fiit, and function requirements of that OEM'geific application. A subset of the
standard segment of the market has evolved, conynkoiolwn as "modified standard" segment, comprigiogyer supply products that have
the performance characteristics of a standard pewgply, but require certain, usually minor, matfitions. These modifications typically
involve an adjustment to one of the standard outpliages, such as from 5 volts to 7 volts, or frbsnvolts to 18.5 volts.

The power supply industry is highly fragmented. fEhare approximately 300 domestic merchant powgplgicompetitors in the United
States, with over 200 that generate less than $®min revenues. No one manufacturer holds mbeatfive percent of the total market. The
merchant market segment is also highly fragmentedrding to the power level, technology, packagorgapplication of a merchant's
particular power supply. Most merchant manufactioemcentrate on niche markets, whether power saogmdustry segments.

With no industry standards for power suppliess itéry difficult to design out an existing powepply component which prevents large
companies from quickly gaining market share. Thetkebeing a profitable manufacturer is to haveglderm expertise in power electronics
and to be able to provide products needed by cuegtrithe Company has targeted and serves the fiiadlastd office automation, industrial
and portable computing, and networking applicatioiches of the merchant market. The Company bediévat its focus on high-efficiency,
high-density, design-flexible power supplies isaltie suited to the rapid growth opportunities eixigtin this market segment.

Geographically, Digital Power primarily serves thierth American power electronics market with AC/Pp@wer supplies and DC/DC
converters ranging from 50 watts to 750 watts tdltoutput power. AC/DC power supplies represeatléingest part of the merchant power
electronics market with sales in North America alexpected to grow from about $4.9 billion in 198%6.7 billion in 2000. During the sai
period, DC/DC converter sales in North Americafarecasted to grow from $1.5 billion in 1997 to BBillion in 2000.

Gresham Power serves the United Kingdom marketplatteAC/DC power supplies, uninterruptible powepplies, and frequency inverters.
Both commercial and government (Ministry of Deféns@rkets are served by Gresham Power.
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CUSTOMERS

Digital Power's products are sold domestically em@anada through a network of 14 manufacturepsesentatives. Digital Power also has
23 stocking distributors in the United States andoge. In addition, the Company has formed strategjationships with three of its
customers to private label its products. Digitaiieds customers can generally be grouped into twesd industries, consisting of the
computer, telecommunication, and instrument indestiThe Company has a current base of over 15@anistomers, including companies
such as Ascend Communications, AT&T, Westingholiséex, Storage Dimensions, Motorola, Retix, Stathfbelecommunications, and
3Com.

STRATEGY

Digital Power's strategy is to be the suppliertudice to OEMs requiring a high-quality power saatwhere size, rapid modification, and
time-to-market are critical to business succesgydtanarket segments include telecommunicatiortsyar&ing, switching, mass storage, and
industrial and office automation products. Whilenpaf these segments would be characterized asuempelated, the Company does not
participate in the personal computer (PC) powepbumarket because of the low margins arising dahe high volume and extremely
competitive nature of that market.

The Company intends to continue the trend of itsssand profit growth by making increased sale=xisting customers while simultaneously
targeting sales to new customers. The Companyvaslithat its "flexibility" concept allows customersinique choice between its products
and products offered by other power supply competitOEMs have typically had to settle for a stadgwer supply product with output
voltages and other features predetermined by thmufaeturer. Alternatively, if the OEM's product tegd a different set of power supply
parameters, the OEM was forced to design this rigadibn in-house, or pay a power supply manufactimea custom product. Since custom-
designed power supplies are development-intensideequire a great deal of time to design, devaedog, manufacture, only OEMs with
significant volume requirements can economicalltify the expense and delay associated with thredyction. Furthermore, since virtually
every power conversion product intended for useoimmercial applications requires certain indepenhdafety agency testing at considerable
expense, such as by Underwriters Laboratoriesdditi@nal barrier is presented to the smaller OBM offering the OEM customer a new
choice with the Digital Power "flexibility" seriethe Company believes it has an advantage oveoitgpetitors. The Company's "flexibility"
series is designed around a standardized powdommratbut allows the customer to specify outputageés tailored to its exact requirements
within specific parameters. Furthermore, OEMs aeksg power supplies with greater power densitgitel Power's strategy in responding
to this demand has been to offer increasingly smalbwer supply units or packages.

PRODUCT STRATEGY AND PRODUCTS



Digital Power has eight series of base designs fach thousands of individual models can be predu&ach series has its own printed
circuit board (PCB) layout that is common to alldets within the series regardless of the numbeugbut voltages (typically one to four) or
the rating of the individual output voltages. A &dorange of output ratings, from 3.3 volts to 48syacan be produced by simply changing
power transformer construction and a small numbeutput components. Designers of electronic systeam determine their total power
requirements only after they have designed the
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system's electronic circuitry and selected the ammepts to be used in the system. Since the dedigisen finite amount of space for the
system and may be under competitive pressure tiodiureduce its size, a burden is placed on theepsupply manufacturer to maximize the
power density of the power supply. A typical powapply consists of a PCB, electronic componenpgveer transformer and other
electromagnetic components, and a sheet metalish@ibe larger components are typically installadite PCB by means of pin-througbie
assembly where the components are inserted intdrgled holes and soldered to electrical circaitsthe PCB. Other components can be
attached to the PCB by surface mount interconne¢dochnology (SMT) which allows for a reductionbioard size since the holes are
eliminated and components can be placed on bo#ls sifithe board. The Company's US100 series is@ampme of a product using this
manufacturing technology.

Digital Power's "flexibility" concept applies tol af the Company's US, UP/SP, and DP product seAi@®@mmon printed circuit board is
shared by each model in a particular family, résglin a reduction in parts inventory while allowifor rapid modifiability into thousands of
output combinations. The following is a descriptafrthe Company's products.

The US50 series of power supplies consists of catmpaonomical, high efficiency, open frame switshthat deliver up to 50 watts of
continuous power, or 60 watts of peak power, frora t four outputs. The 90-264 VAC universal inplibws them to be used worldwide
without jumper selection. Flexibility options incle chassis and cover, power good signal, an isb\Meoutput, and UL544 (medical) safety
approval. All US50 series units are also availabl&2VDC, 24VDC, or 48VDC inputs. This optional Di@put unit (DP50 series) maintains
the same pin-out, size, and mounting as the USi€sse

The US70 series of power supplies is similar toll®50 series, a compact, economical, highly efficiepen frame switcher that delivers up
to 65 watts with a 70 watt peak. This unit is offgrith one to four outputs, a universal inputddtem 90 to 264 VAC, and is only slightly
larger than the US50 series. The US70 seriesferdiftiated from competitive offerings by virtueitsf smaller size, providing up to four
outputs while competitors typically are limitedttoee outputs. Flexibility options include coveower good signal, an isolated V4 output,
and UL544 (medical) safety approval. The DP70 éssame as the US70 except the input is 48 voltsTDE.Company also offers 12 &
24VDC DC input on this series where the model sezfeanges to DN & DM. This type of product is id&allow profile systems, with the
power supply measuring 3.2" x 5" x 1.5".

The US100/DP100 is the industry's smallest 100 swaiticher. Measuring only 5" x 3.3" x 1.5", thigiss delivers up to 100 watts of
continuous power, or 120 watt peak power, from tonf@ur outputs. The 90-264VAC universal input altothem to be used worldwide. This
product is ideal in applications where OEMs havgragded their systems, requiring an additiona#8QGwatts of output power but being une
to accommodate a larger unit. The US100 fits instome form factor and does not require any toamigpechanical changes by the OEM.
Flexibility options include a cover and adjustaptest regulators on V3 and/or V4 outputs. Fully ousized models are also available. All
US100 series units are also available with 12VDG/R2C, or 48 VDC inputs. This optional DC input uf@P100) maintains the same pin-
out, size, and mounting as the US100 series.

The UP300 series consists of economical, highieffiy, open frame switchers that deliver up to @@#ts of continuous, or 325 watts of
peak power, from one to two outputs. The 115/230\6M-selectable input allows them to be used wadd. On-board EMI filtering is a
standard feature.
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Flexibility options include a cover, power fail/pewgood signal, and an isolated 2nd output. TheOJORS8also available as the SP300 series,
which is jumper selectable between 115 and 230VA€C@ovides the OEM an even more economical salufitiis product can be used in
network switching systems or other electronic systevhere a lot of single output current, such @524, or 48 volt current might be
required.

The US250 series consists of economical, highieffiy, open frame switchers that deliver up to @afits of continuous power, or 300 watts
of peak power, from one to four outputs. The 116X28C auto-selectable input allows them to be useddwide. Flexibility options include
cover, power fail/power good signal, enable/inhibitd an isolated V3 output. All US250 series uaitsalso available with 12VDC, 24VDC,
or 48VDC inputs. This optional DC input unit (DP2530aintains the same pin-out, size, and mountintpes)S250 series.

The US350 series is a full-featured unit that heve@ power factor correction and was designedetéiddd-configurable by the Company's
international and domestic sales channels. Thisifeallows the stocking distributor to lower itwvéntory costs but still maintain the requi
stock to rapidly provide power supplies with théque combination of output voltages required byO&M. This unit delivers 350 watts from
one to four output modules and meets the total bairrdistortion spec IEC 555.2. The US350 has abaard EMI filter and operates from
90-264 VAC input. This unit measures 9" x 5" x 2.B'can operate without any minimum loads anddrasptional internal fan and power
fail/power good signa



The newest product developed by the Company 8850 series. The US750 is a fully modular powgpsumeasuring 3" x 10.25" x 5"
and delivers 750 watts from one to four power otgptihis product can be configured to meet marfgidifit applications. It comes with
optional N+1 parallelability, hot swapability, fregncy synching, power good/power fail, and remat@fb.

The Company also produces two products designatétkakD series in a 150 watt and 200 watt prodlizese designs were acquired in
1987 under a licensing agreement with KDK ElecitenThey are still offered for sale but are expgétecontinue to decline as a percentage
of Digital Power's revenues. The licensing agreématih KDK Electronics, as amended, provides tinahie event total historical sales of KD
products reach $20 million, then KDK Electronicdle granted a stock option to purchase 100,0@0eshof Digital Power's common stock
for $3.50 per share with Digital Power paying thereise price. Due to changing market conditions,KD series is expected to be phased
out prior to reaching the $20 million sales leviHerefore, no common stock is anticipated to betghto KDK Electronics under the
licensing agreement. In addition, KDK Electronici#l tve paid a royalty equal to 5% on the first $R0lion total sales of the KD series
products with the royalty decreasing on sales thatramount. KD products accounted for 6%, and 2#&wenues for the years ended
December 31, 1996 and 1997, respectively. Totalutatine sales of KD products were $14,852,920 d3aifember 31, 1997.

Digital Power offers its customers various typesalfie-added services, which may include the falhgwadditions to its standard product
offerings:

Electrical (power): Paralleled power supplies fgf-{) redundancy, hot swapability, output OR'ingd#is, AC input receptacle with fuse,
external EMI filter, on/off switch, cabling and awectors, and battery backup with charger.
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Electrical (control and monitoring): AC power faigtect signal, DC output(s) OK signal, inhibit, puit voltage margining, and digital control
interface.

Mechanical: Custom hot-plug chassis for (N+1) rethurt operation, locking handle, cover, and fan.

These services incorporate one of the Companyss ffmaslucts along with additional enclosures, cabkemblies, and other electronic
components to arrive at a power subassembly. Tiategy matches perfectly with those OEMS wishimgeiduce their vendor base, as the
turnkey sub-assembly allows customers to elimioéter vendors.

Other than certain fabricated parts such as pricitedit boards and sheet metal chassis whichea@illy available from many suppliers, the
Company uses no custom components. Typically, typplgers are qualified for every component, witha #xception being two line
transformers, one manufactured by Tamura and gtenseone manufactured by Spitznagel. These tramsifcrare designed into three of the
Company's products, which products accounted fpragimately 7% of the Company's sales in 1997.

MANUFACTURING STRATEGY

Consistent with its product flexibility strateghet Company aims to maintain a high degree of fibiilin its manufacturing processes in
order to respond to rapidly changing market coad&i With few exceptions, the competitive naturéhefpower supply industry has placed
continual downward pressure on selling prices.rifeoto achieve low cost manufacturing with a laimbensive product, manufacturers have
the option of automating much of the labor outhait product, or producing their product in a I@ldr cost environment. Given the high
fixed costs of automation and the resistance tlhisgs on making major product changes, Digital Rdyetieves that its flexible
manufacturing strategy is best achieved througiglayhvariable cost of operation. In 1986, the Camyp established a wholly-owned
subsidiary in Guadalajara, Mexico to assembleritslpcts. This manufacturing facility performs métkr management, sub-assembily, final
assembly, and test functions for the majority @ @ompany's power supply products. Currently, atrath®f the Company's manufacturing,
including its value-added services, is done at,@d®square foot facility operated by the Compawyislly-owned subsidiary, Poder Digital,
S.A. de C.V., located in Guadalajara, Mexico. Idiidn, Digital Power has entered into an agreemetit Fortron/Source Corp. to
manufacture Digital Power's products at a facltityated in China on a turnkey basis. Purchases Fortron/Source will be made pursuant to
purchase orders and the agreement may be terminpted120 days notice. The Company is manufactappyoximately 10% of its product
requirements through Fortron/Source and expedtxtease these production levels due to cost adgastachieved through Chinese
procurement. The Company believes that the fagiitghina complements its manufacturing facilityGuadalajara, Mexico since the facility
in China allows the Company to produce power segphith sufficient lead time at lower costs, while Guadalajara facility will continue to
manufacture power supplies that need a quick toumat or modification.

SALES, MARKETING AND CUSTOMERS

During 1997, the Company increased both its reveane income before income taxes, from $13,83520@8%1,822,634, respectively, in
fiscal year 1996, to $18,884,259 and $2,426,7¥peetively, in fiscal year 1997.
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Digital Power markets its products through a nekngadrthirteen domestic and one Canadian independenufacturers' representatives. Each
representative organization is responsible for magpsales in a particular geographic territoryn&ally, the representative has exclus



access to all potential customers in the assigereidary and is compensated by commissions at 5#%eb$ales after the product is shipped,
received, and paid for by the customer. Typicadither the Company or the representative orgaoizatiay terminate the agreement with 30
days' written notice.

In certain territories, the Company has enteren &greements with 23 stocking distributors who ang resell the Company's products. For
the fiscal years ended December 31, 1997 and H¥&®iputor sales accounted for 39.5% and 36.4%peetively, of the Company's total
sales. Over this same period, one distributor atealfor 24.9% and 21.3%, respectively, of totédésan addition, international sales throl
stocking distributors accounted for less than 5%hefCompany's sales. In general, the agreemetitstoicking distributors are subject to
annual renewal and may be terminated upon 90 daitgn notice. Although these agreements may bmiteated by either party in the event

a stocking distributor decides to terminate itseagnent with the Company, the Company believesttiatuld be able to continue the sale of
its products through direct sales to the custoraktise stocking distributor. Further, and in gehestocking distributors are eligible to return
25% of their previous six-months' sales for stamtlation. For the past three years, stock rotati@ve not exceeded one percent of total sales.

The Company has also entered into agreements lwitk private label customers who buy and reselCitiapany's products. Under these
agreements, the Company sells its products torikiatp label company who then resells the prodwits its label to its customers. The
Company believes that these private label agreemsxmiand its market by offering the customer amsgcource for the Company's products.
The private label agreements may be terminatedtbgreparty. Further, the private label agreemenquires that any product subject to a
private label be available for 5 years. For theeyemded December 31, 1997 and 1996, private $abed accounted for 13.9% and 10.9%,
respectively, of total sales.

The Company's promotional efforts to date haveuihet! product data sheets, feature articles in fpadedicals, and trade shows. The
Company's future promotional activities will likelyclude space advertising in industry-specific lpations, a full-line product catalog,
application notes, and direct mail to an induspgesfic mail list.

The Company's products are warranted to be frelefefcts for a period ranging from one to two ydams date of shipment. No significant
warranty returns were experienced in either 1997996. As of December 31, 1997, the Company's wgrr@serve was $165,000.

COMPETITION

The merchant power supply manufacturing industhyigbly fragment and characterized by intense cditipe. The Company's competition
includes over 500 companies located throughouivittréd, some of whom have advantages over the Coynipaterms of labor and
component costs, and some of whom may offer preduarinparable in quality to those of the Companytaeof the Company's
competitors, including Computer Products, Inc. (maerged with Zytec Corporation), ASTEC America, &agnbda Electronics, have
substantially greater fiscal and marketing resaiered geographic presence than does the Compahg. Gompany continues to be
successful in increasing its revenues,
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competitors may notice and increase competitionHerCompany's customers. The Company also facepetdion from current and
prospective customers who may decide to desigmsartifacture internally the power supplies needethfeir products. Furthermore, certi
larger OEMs tend to contract only with larger powepply manufacturers. This factor could becomeenpooblematic to the Company if
consolidation trends in the electronics industrgtomie and some of the OEMs to whom the Comparly gelproducts are acquired by larger
OEMs. To remain competitive, management believasttite Company must continue to compete favorablthe basis of value by providing
advanced manufacturing technology, offering supenistomer service and design engineering serviogginuously improving quality and
reliability levels, and offering flexible and retike delivery schedules. The Company believes itshesmpetitive position with its targeted
customers who need a high-quality, compact prodhath can be readily modified to meet the custosnemique requirements. However,
there can be no assurance that the Company wiline@to compete successfully in the power suppdyket.

RESEARCH AND DEVELOPMENT

The Company's research and development effortgramarily directed toward the development of neansiard power supply platforms
which may be readily modified to provide a broadhgrof individual models. Improvements are condyastught in power density,
modifiability, and efficiency, while the Companytenpts to anticipate changing market demands foeased functionality, such as PFC and
improved EMI filtering. Internal research is suppknted through the utilization of consultants wpedsalize in various areas, including
component and materials engineering and electroetiEgmhesign enhancements to improve efficiencylem@ducing the cost and size of the
Company's products. Product development is perfdran®igital Power's headquarters in Californiatimge engineers who are supported
assisted by five technicians. The Company's togaérditures for research and development were $88@Gnd $630,079 for the years ended
December 31, 1997 and 1996, respectively, andsepted 4.59% and 4.55% of the Company's total tm&efor the corresponding periods.

EMPLOYEES

As of December 31, 1997, the Company had approgima80 full-time employees, with 330 of these emypld at its wholly-owned
subsidiary Poder Digital located in Guadalajaraxide. The employees of Digital Power's Mexican gpien are members of a national labor
union, as are most employees of Mexican compamhes Company has not experienced any work stoppatgather of its facilities an



believes its employee relations are good.
As of March 16, 1998, Gresham Power had approximatefull-time employees.
GUADALAJARA, MEXICO FACILITY AND FOREIGN CURRENCY F LUCTUATIONS

The Company produces substantially all of its potslat its 16,000 square foot facility located ima@alajara, Mexico. The products are then
delivered to Fremont, California for testing andtdbution. The Company believes that it has a georking relationship with its employees

in Guadalajara, Mexico and has recently signestexear contract with the union representing thelegyees. In 1997, the Company entered
into a "turnkey" manufacturing contract with a mémiurer located in China to produce its produetan attempt to reduce its dependence on
its Mexican facility. At this time the purchaseprbducts from the manufacturer located in China
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accounts for approximately 10% of revenues andiregiadvance scheduling which affects the Compabjlgy to produce products quick
However, if the Company's revenues grow as antieghgahe Company intends to manufacture more gfrdducts utilizing the Chinese
manufacturer. In the event that there is an unémeslisruption at the Guadalajara production mamtith the Chinese manufacturer, such
disruption may have an adverse effect on the Cogipability to deliver its products and may advérsdfect the Company's financial
operations.

Further, the Guadalajara, Mexico facility conduttdinancial operations using the Mexican pescer€fore, due to financial conditions
beyond the control of the Company, the Companuligext to monetary fluctuations between the U.Hadand Mexican peso. During fiscal
1997, the Company lost $19,846 as a result ofdatadns in the value of the Mexican peso agairestibilar.

CERTAIN CONSIDERATIONS

In addition to the other information presentedhiis report, the following should be considered ftdlein evaluating the Company and its
business. This report contains various forward-leglstatements that involve risks and uncertainfié® Company's actual results may differ
materially from the results discussed in the fodwvmioking statements. Factors that might cause autifference include, but are not limited
to, those discussed below and elsewhere in thtep

CUSTOMER CONCENTRATION

For the fiscal year ended December 31, 1997, ond @Etounted for 24.4% of the Company's total reesnand for the fiscal year ended
December 31, 1996, one OEM accounted for 17.9%draggregate of total revenues. The one OEM acaewhich accounted for 24.4% of
the Company's total revenues for the fiscal yededrDecember 31, 1997 substantially contributetiédCompany's increase in revenues for
such period. As previously reported, the Compasgatitinued shipping product to this customer dutivegfourth quarter of 1997. See
"Management's Discussion and Analysis or Plan ar@jon”. The loss of any other major OEM custonmeay have an adverse effect on the
Company's revenues.

DEPENDENCE ON COMPUTER AND OTHER ELECTRONIC EQUIPME NT INDUSTRIES; CUSTOMERS' PRODUCT
OBSOLESCENCE

Substantially all of the Company's existing custmsrage in the computer and other electronic equipiimelustries and produce products
which are subject to rapid technological changspt#scence, and large fluctuations in product deim@nese industries are characterized by
intense competition and a demand on OEMs serviegetimarkets for increased product performanceamer Iproduct prices. Given this
industry environment in which they operate, OEM&kensimilar demands on their suppliers, such a£tmapany, for increased product
performance and lower product prices. Thus, inomd®de successful, the Company must properly asg®gelopments in the computer and
other electronic equipment industries and idergifyduct groups and customers with the potentiatémtinued and future growth. Factors
affecting the computer and other electronic equipradustries, in general, or any of the Compamggor customers or their products, in
particular, could have a material adverse effeadhenCompany's results of operations. In additibae,computer industry is inherently volati
Recently, certain segments of the computer and efketronic industries have experienced a softemrdemand for their products. Althou
this has not materially affected the
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Company's customers, in the event that it affdttsegments of the computer and other electrordastries, the growth of the Company cc
be adversely affected.

DEPENDENCE ON GUADALAJARA, MEXICO FACILITY; FOREIGN CURRENCY FLUCTUATIONS

The Company produces substantially all of its potslat its facility located in Guadalajara, Mexi@te products are then delivered to
Fremont, California for testing and distributioheTCompany believes that it has a good workindicglahip with its employees



Guadalajara, Mexico and has signed a five-yearaontith the union representing the employees. Gbmpany has also entered into a
"turnkey" manufacturing contract with a manufactdogated in China to produce its products in darapt to reduce its dependence on its
Mexican facility. At this time the purchase of pumtis from the manufacturer located in China acctortapproximately 10% of revenues
and requires advance scheduling which affects tirapgany's ability to produce products quickly. Hoee\uf the Company's revenues grow
as anticipated, the Company intends to manufachare of its products utilizing the Chinese manufaet. In the event that there is an
unforeseen disruption at the Guadalajara produgtiant or with the Chinese manufacturer, such gison may have an adverse effect on the
Company's ability to deliver its products and meyexsely affect the Company's financial operations.

DEPENDENCE UPON KEY PERSONNEL; NEED TO ATTRACT AND RETAIN ADDITIONAL PERSONNEL

The Company's performance is substantially deperatethe performance of its executive officers &ag personnel, and on its ability to
retain and motivate such personnel. The loss ofoditlye Company's key personnel, particularly Rb@erSmith, could have a material
adverse effect on the Company's business, finaoeralition, and operating results. The Company'keg person” life insurance policies on
Mr. Smith in the aggregate amount of $2 millioneT®ompany also has an employment agreement witlsmith.

The Company's future success also depends omitsaimg ability to identify, hire, train, and réteother highly-qualified creative, technical,
and managerial personnel. Competition for highlgiied personnel is intense. There can be no asserthat the Company will be
successful in attracting, assimilating, and retajrsuch personnel, and the failure to do so coale la material adverse effect on the
Company's business, financial condition, and opegaesults. Moreover, in the event of the losamf such personnel, there can be no
assurance that the Company would be able to préhentnauthorized disclosure or use of its prognetechnology, practices, procedures, or
customer lists.

DEPENDENCE ON SUPPLIERS

In order to reduce dependence on any one suppiECompany attempts to obtain two suppliers fcheamponent of its products.
However, for two line transformers in three ofpt®ducts, the Company is dependent on single sergplCurrently, these products account
for approximately 7% of the Company's total safdthough the Company will seek to find other mamtfisers of transformers for these th
products, unanticipated shortages or delays irethasts may have an adverse effect on the Compsylis of operations.
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NO PATENTS

The Company's products are not subject to any &f.fareign patents. The Company believes that texés products are being continually
updated and revised, obtaining patents would ndtemeficial. Therefore, there can be no assurdrateother competitors or former
employees will not obtain the Company's proprietafgrmation and develop it.

ITEM 2. DESCRIPTION OF PROPERTIES.

The Company's headquarters are located in approsdyr® 500 square feet of leased office, reseanchdevelopment space in Fremont,
California. The Company pays $5,890 per month,extthip adjustment, and the lease expires on Ja31a3001. The Company's
manufacturing facility is located in 16,000 squiget of leased space in Guadalajara, Mexico. Thagamy pays approximately $3,500 per
month, subject to adjustment, and the lease expirésbruary, 2001. The Company believes thatistiag facilities are adequate for the
foreseeable future and has no plans to expand them.

ITEM 3. LEGAL PROCEEDINGS.

Neither Digital Power nor its subsidiary was invedhvin any legal proceedings, nor is any propertiigftal Power the subject of any le¢
proceedings.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.
None.
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PART Il
ITEM 5. MARKET FOR COMMON EQUITY AND RELATED STOCKH OLDER MATTERS.

(A) COMPARATIVE MARKET PRICES



As of February 13, 1997, Digital Power's commortktwas listed and traded on the American Stock Bmgk ("AMEX") under the symbol
"DPW". As of September 22, 1997, Digital Power'si®mable Common Stock Purchase Warrants, whichopsly had been listed and
trade on the NASDAQ SmallCap Market, became listed traded on the AMEX under the symbol "DPWWS'e Ttllowing tables set forth
the high and low closing sale prices, as reporteAMEX and/or NASDAQ, for Digital Power's commorosk and warrants for fiscal year
1997.

COMMON STOCK

PERIOD LOW HI GH
Quarter ending March 31, 1997 $5.25 $8 .50
Quarter ending June 30, 1997 $7.50 $1 0.25
Quarter ended September 30, 1997 $9.63  $1 1.38
Quarter ending December 31, 1997  $6.25  $9 .75

REDEEMABLE COMMON STOCK PURCHASE WARRANTS

PERIOD LOW HI GH
Quarter ending March 31, 1997 $1.50 $3 .75
Quarter ending June 30, 1997 $2.88 $5 .00
Quarter ended September 30, 1997 $4.50 $6 .13
Quarter ending December 31, 1997 $1.69 $4 .63

(B) HOLDERS

As of March 16, 1998, there were 2,700,685 shafr&igital Power common stock outstanding, held By holders of record, not including
shareholders whose shares are held in street festod.the same date, there were 838,090 warranssamding, with 74 holders of record,
including warrantholders whose warrants are hektrieet name.

(C) DIVIDENDS

The Company has not declared or paid any cashatidisl since its inception. The Company currentlgrids to retain future earnings for use
in the operation and expansion of the business Cdmpany does not intend to pay any cash dividentle foreseeable future. The
declaration of dividends in the future will be betdiscretion of the Board of Directors and wilpdad upon the earnings, capital
requirements, and financial position of the Company
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ITEM 6. MANAGEMENT'S DISCUSSION AND ANALYSIS OR PLA N OF OPERATION.
OVERVIEW

The Company designs, develops, manufactures, arkktaalectronic power supplies for use in conugrelectric power into a form suitable
for the operation of electronic circuitry. Revenaes generated from the sale of the Company's pswaplies to OEMs in the computer and
other electronic equipment industries.

RESULTS OF OPERATIONS
The table below sets forth certain statements efaifons data as a percentage of revenues foretms g¥nded December 31, 1997 and 1996.

YEARS ENDED DECEMBER 31

1997 1996
Revenues 100% 100%
Cost of goods sold 73.90 71.97
Gross margin 26.10 28.03
Selling, general and administrative 8.44 9.20
Engineering and product development 4.59 4.55
Total operating expense 13.03 13.75
Operating income 13.07 14.28
Net interest expense A1 1.06

Translation loss A1 .05



Income before income taxes 12.85 13.17

Provision (Benefit) for 5.43 4.79
Income taxes

Net Income 7.42% 8.38%
Net Income applicable to common shareholders 7.42% 8.10%

The following discussion and analysis should bel ieaconnection with the Company's Consolidatedfaial Statements and the notes
thereto and other financial information includesesVhere in this report.
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YEAR ENDED DECEMBER 31, 1997 COMPARED TO YEAR ENDED DECEMBER 31, 1996
REVENUES

Revenues for the fiscal year ended December 37T/, itR®eased by $5,049,251 or 36.5%, over the figeat ended December 31, 1996. This
increase in revenues was due primarily to substintncreased sales to a single OEM and, to atemsstent, to increased sales to the
Company's 23 stocking distributors. The largest@etage of this increase, $2,451,518 (48.6%) wagdalincreased sales to distributors,
OEM's accounted for $1,479,672 (29.3%) of the iaseeand the balance of $1,118,061 (22.1%) was atedeoy the Company's private label
customers.

As stated above, for the year ended December 3T, Bhe OEM accounted for 24.4% of the Company& tevenues, and for the year
ended December 31, 1996, three OEMs accounte®ft#Rin the aggregate of total revenues. The ond @&count which accounted for
24.4% of the Company's total revenues for the gaded December 31, 1997 substantially contribuigde Company's increase in revenues
for such period. During the latter part of the fbuguarter of 1997, this OEM discontinued the pasehof power supplies from the Company.
No assurance can be given that the Company wilihe increase sales of power supplies to other OteM§fset the loss in sales to tl

OEM.

GROSS MARGINS

Gross margins were 26.10% for the fiscal year emafstbmber 31, 1997 compared to 28.03% for thelfima ended December 31, 1996.
This slight decrease in gross margins can primaehattributed to a significant increase in the sdilone model of power supply to a large
OEM customer. The gross margins on such high volarders is typically less than the margins on rpldtsmaller orders.

SELLING, GENERAL AND ADMINISTRATIVE

Selling, general and administrative expenses ise@ay $321,642, from $1,272,123 for the fiscar ygmled December 31, 1996, to
$1,593,765 for the fiscal year ended December 397 1The increase primarily related to greater patidn and increased sales of the
Company's products, with an associated increagei@ompany's payroll. As a percentage of reverhmsever, selling, general and
administrative expenses decreased from 9.2% foyeheended December 31, 1996 to 8.4% for the greded December 31, 1997, since the
increase in revenues during this period was grehser the increase in selling, general and admatise expenses.

ENGINEERING AND PRODUCT DEVELOPMENT

Engineering and product development expenses wb88#of revenues for the year ended December 31, Ehd 4.55% of revenues for the
year ended December 31, 1996. This slight incraasepercentage of revenues was due to a sligiettay utilization of these resourc
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INTEREST EXPENSE

Net interest expense was 0.11% of revenues foygheended December 31, 1997 and 1.06% of revdaudee year ended December
1996. This decrease was primarily due to reduceiings and greater interest income from the imesit of the proceeds from the
Company's initial public offering.

TRANSLATION LOSS

The primary currency of the Company's subsidiande? Digital, is the Mexican peso. During 1997, @@mpany experienced a translat



loss of $19,846 related to Poder Digital's operatiosing Mexican pesos, compared with a transldoiss of $7,082 in 1996.
INCOME BEFORE INCOME TAXES

Income before income taxes increased by $604, 16 $1,822,634 during 1996, to $2,426,790 in 199%ifs Substantial increase was
primarily due to the increase in revenues fromsdle of the Company's power supplies, which maaa tffset the increase in the Company's
operating expenses.

INCOME TAX

The Company's income tax expense was 5.43% of vesdior the year ended December 31, 1997, and 407 9&venues for the year ended
December 31, 1996.

NET INCOME

Net income was $1,400,790 in 1997 and $1,158,8349@6, an increase of $241,956, or 20.9%. Net ircapplicable to commc
shareholders for the years ended December 31, d897996 was $1,400,790 and $1,120,765, respectilieé increase in net income was
due to increased revenues and gross margins woch tian offset increases in operating expenses.

The Company does not believe that its businessaisanal.
LIQUIDITY AND CAPITAL RESOURCES

Through December 31, 1997, the Company fundedoitsations primarily through revenues generated foperations, and proceeds from its
December 1996 initial public offering. As of Deceanl31, 1997, the Company had cash and cash equisa£$2,205,282, and working
capital of $7,050,114. This compares with cashaasth equivalents of $2,955,299 and working capit&4,476,555 at December 31, 1996.
The increase in working capital for the year enDedember 31, 1997, is primarily due to an incréaseceivables, inventory, prepaid
expenses, deferred income taxes and accounts pagradbla decrease in other accrued liabilities. @ast in (provided by) operating
activities for the Company totaled $80,252 and $(8%6) for the year ended December 31, 1997 anfl, ¥89pectively. Cash used in
investing activities consisted of expenditurestfa purchase of production and testing equipmanth @xpenditures increased to $388,825
during the year ended December 31, 1997, from £3@8during the year ended December 31, 1996. feoyelr ended December 31, 1997,
cash used in financing activities included net i in borrowings of $1,481,921 offset by proceefl$1,220,828 from the
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sale of common stock, warrants, and the exercis¢éook options. During the year ended Decembel 837, the Company's line of credit and
bank loans, other than the ESOP, were paid infulting the year ended December 31, 1996, cashidgadyn financing activities included
net borrowings from the Company's line of credi$a¥3,185, proceeds from the sale of common stodknaarrants of $2,276,905, net
reduction on notes and capital leases of $45,4dJpavceeds of $9,011 from the exercise of stoclonpt offset by debenture repayment of
$5,000.

The Company is a guarantor of a $500,000 term ¢panted to the Company's employee stock ownersaip(PFESOP"). The $500,000 term
loan is included in the total amount of the Compsuank borrowings as of December 31, 1997 statéuki preceding paragraph. The
$500,000 is due in June 2001 and bears interd€t.5% per annum. Proceeds from the loan were wsadduire the Company's common
stock by the ESOP. Principal and interest on the lwill be paid by the ESOP through contributioreden by the Company to the ESOP in
amount of approximately $10,750 per month. This amavill be a monthly deduction against revenuesugh June 2001.

For fiscal year 1998, the Company intends to upgthd computer system in its Gresham Power sulpgidiad install automated test
equipment (ATE's) in its Mexican facility at an apximate total cost of $250,000. The Company insetedfund the purchase from working
capital. No other material expenditures are ardigigd during 1998.

IMPACT OF THE YEAR 2000 ISSUE. The Year 2000 Issuthe result of computer programs being writteimgiswo digits rather than four
to define the applicable year. Any of the Compargr'sts suppliers' and customers' computer progrdrat have date-sensitive software may
recognize a date using "00" as the year 1900 r#tla@rthe year 2000. This could result in systeilariss or miscalculations causing
disruptions of operations including, among othéndh, a temporary inability to process transactieesd invoices, or engage in similar
normal business activities.

The Company has recently acquired new softwarenaseen informed by its suppliers that such soéwaed by the Company is Year 2
compliant. The software from these suppliers iglusenajor areas of the Company's operations ssdbrdinancial, sales, warehousing and
administrative purposes. The Company has no infgrganerate software. Inconnection with the acijois of Gresham Power, the Compe
has determined that Gresham Power's existing sagtwl not be Year 2000 compliant, and, as disedsa the Liquidity and Capital
Resources section, intends to acquire new softteaaddress the Year 2000 issue. Other than GreBloavar and after reasonable
investigation, the Company has not yet identifiag ather Year 2000 problem but will continue to tonthe issue. However, there can



no assurances that the Year 2000 problem will notiowith respect to the Company's computer systems

Neither the Company nor its subsidiary have irgtlafiormal communications with significant suppliarl large customers to determine
extent to which those third parties' failure to eziy their own Year 2000 Issues would materiallgetfthe Company and its subsidiaries. The
Company has not received any indication from ifgpdiers and large customers that the Year 200@&Issay materially effect their ability to
conduct business and the Company has no curram feformally undertake such an assessment.
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ITEM 7. FINANCIAL STATEMENTS.

The financial statements of the Company, includivgnotes thereto and report of the independerntaadhereon, are attached hereto as
exhibits following page number 21.

ITEM 8. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTAN TS ON ACCOUNTING AND FINANCIAL DISCLOSURE.
None.
PART Il

ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERS AN D CONTROL PERSONS; COMPLIANCE WITH SECTION
16(A) OF THE EXCHANGE ACT OF THE REGISTRANT.

The information required by this item is incorp@aby reference to the Company's definitive Protate®nent for the annual meeting of
stockholders under the captions "Election of Dwest' "Further Information Concerning the Boarddifectors," and "Section 16(a)
Information." The Proxy Statement will be filed hiit 120 days of the Company's fiscal year end.

ITEM 10. EXECUTIVE COMPENSATION.

The information required by this item is incorpeaby reference to the Company's definitive Protage®nent for the annual meeting of
stockholders under the caption "Executive Compé@mnsAitThe Proxy Statement will be filed within 18@ys of the Company's fiscal year
end.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL O WNERS AND MANAGEMENT.

The information required by this item is incorpeaby reference to the Company's definitive Protage®nent for the annual meeting of
stockholders under the caption "Principal Stockbdd' The Proxy Statement will be filed within 1@8ys of the Company's fiscal year end.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSACT IONS.

The information required by this item is incorp@aby reference to the Company's definitive Protate®nent for the annual meeting of
stockholders under the caption "Certain Relatigmshind Related Transactions.” The Proxy Statemidriieviled within 120 days of the
Company's fiscal year end.

ITEM 13. EXHIBITS AND REPORTS ON FORM 8-K.
(A) EXHIBITS

3.1 Amended and Restated Articles of IncorporatibBigital Power Corporation*
3.2 Amendment to Articles of Incorporation*

3.3 Bylaws of Digital Power Corporation*

4.1 Specimen Common Stock Certificate**

4.2 Specimen Warrant*
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4.3 Representative's Warrant*

10.1 Revolving Credit Facility with San Jose NadbBank*

10.2 KDK Contract*

10.3 Agreement with Fortron/Source Corp.*

10.4 Employment Agreement With Robert O. Smith**8.0997 Stock Option Plan*
10.6 Gresham Power Asset Purchase Agreemel



16.1 Letter on Changes in Certifying Accountants*
21.1 List of Subsidiaries of Issuer*

* Previously filed with Commission on October 1896 to the Company's Registration Statement on RBA2.
** Previously filed with Commission on Decemberl®96 to the Company's Pre- Effective AmendmentINo. Registration Statement on
Form SB-2. *** Previously filed with Commission dfebruary 2, 1998 to the Company's Form 8-K.

(B) REPORTS ON FORM 8-K
Form 8-K filed on February 2, 1998 with respecGi@sham Power acquisition.
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SIGNATURES

In accordance with Section 13 or 15(d) of the ExgfeeAct, the registrant caused this report to geexd on its behalf by the undersigned,
thereunto duly authorized.

DIGITAL POWER CORPORATION,
A CALIFORNIA CORPORATION

ROBERT O. SMITH

Robert O. Smith, Chief Executive Officer

In accordance with the Exchange Act, this repostiieen signed below by the following persons oraletf the registrant and in the
capacities and on the dates indicated.

SIGNATURES DATE

ROBERT O. SMITH Marc h 31, 1998

Robert O. Smith, Chief Executive Officer
(Principal Executive Officer)

PHILIP G. SWANY Marc h 31, 1998

Philip G. Swany, Chief Financial Officer
(Principal Accounting and
Financial Officer)

EDWARD L. LAMMERDING Marc h 31, 1998

Edward L. Lammerding,
Chairman of the Board

THOMAS W. O'NEIL Marc h 31, 1998

Thomas W. O'Neil, Jr., Director

PHILIP M. LEE Marc h 31, 1998

Philip M. Lee, Director

CLAUDE ADKINS Marc h 31, 1998

Claude Adkins, Director
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INDEPENDENT AUDITOR'S REPORT
To the Stockholders and Board of Directors Digitaiver Corporation and Subsidiary Fremont, Californi

We have audited the accompanying consolidated balsimeet of Digital Power Corporation and Subsydéer of December 31, 1997, and the
related consolidated statements of income, stodiens| equity, and cash flows for the years endezeBber 31, 1997 and 1996. These
financial statements are the responsibility of@menpany's management. Our responsibility is to&sgan opinion on these consolidated
financial statements based on our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardgeedbhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstatemd@naudit includes examining, on a test
basis, evidence supporting the amounts and digelesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememtell as evaluating the overall financial statetpeesentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetagreferred to above present fairly, in all matenégpects, the financial position of Digital
Power Corporation and Subsidiary as of Decembet 397, and the results of their operations and ttesh flows for the years ended
December 31, 1997 and 1996, in conformity with galieaccepted accounting principles.

HEIN + ASSOCIATES LLP

HEIN + ASSOCIATES LLP
Certified Public Accountants

Orange, California
March 13, 1998
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DIGITAL POWER CORPORATION AND SUBSIDIARY

CONSOLIDATED BALANCE SHEET
DECEMBER 31,
1997
ASSETS



CURRENT ASSETS:

Cash $ 2,205,282
Accounts receivable - trade, net of allowance
for doubtful accounts of $235,000 2,976,003
Other receivables 193,432
Inventories, net 3,969,189
Prepaid expenses and deposits 129,250
Deferred income taxes 103,905
Total current assets 9,577,061
PROPERTY AND EQUIPMENT, net 868,133
DEPOSITS 17,260
TOTAL ASSETS $10,462,454

LIABILITIES AND STOCKHOLDERS' EQUITY

CURRENT LIABILITIES:

Current portion of long-term debt $ 99,967
Current portion of capital lease obligations 13,093
Accounts payable 1,702,685
Accrued liabilities 711,202
Total current liabilities 2,526,947
LONG-TERM DEBT, less current portion 225,456
OBLIGATIONS UNDER CAPITAL LEASE, less current porti on 5,108
DEFERRED INCOME TAXES 32,227
COMMITMENTS AND CONTINGENCIES (Notes 6, 7, 10, and 11) -
Total liabilities 2,789,738
STOCKHOLDERS' EQUITY:
Preferred stock issuable in series, no par val ue,
2,000,000 shares authorized, no shares issue d and
outstanding -
Common stock, no par value, 10,000,000 shares
authorized, 2,694,485 shares issued and outs tanding 8,856,489
Warrants 97,363
Additional paid-in capital 333,227
Accumulated deficit (1,288,940)
Unearned employee stock ownership plan shares (325,423)
Total stockholders' equity 7,672,716
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $10,462,454

SEE ACCOMPANYING NOTES TO THESE CONSOLIDATED FINANC IAL STATEMENTS.
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DIGITAL POWER CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF INCOME

FOR THE YEARS ENDED
DECEMBER 31,

1997 1996

REVENUES $18,884,259  $13,835,008



COST OF GOODS SOLD 13,955,529 9,956,763

Gross margin 4,928,730 3,878,245

OPERATING EXPENSES:

Engineering and product development 866,787 630,079

Marketing and selling 665,235 497,345

General and administrative 928,530 774,778
Total operating expenses 2,460,552 1,902,202
INCOME FROM OPERATIONS 2,468,178 1,976,043

OTHER INCOME (EXPENSE):

Interest income 47,415 13,785
Interest expense (68,957) (160,112)
Translation loss (19,846) (7,082)
Other income (expense) (41,388) (153,409)
INCOME BEFORE INCOME TAXES 2,426,790 1,822,634
PROVISION FOR INCOME TAXES 1,026,000 663,800
NET INCOME $1,400,790 $ 1,158,834
NET INCOME APPLICABLE TO COMMON SHAREHOLDERS $1,400,790 $ 1,120,765

NET INCOME PER COMMON SHARE:
Basic $ 54 % .82

Diluted $ 41 $ .62

SEE ACCOMPANYING NOTES TO THESE CONSOLIDATED FINANC IAL STATEMENTS.
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DIGITAL POWER CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY
ADDITIONAL TOTAL
PREFERRED STOCK CO MMON STOCK PAID-IN  ACCUMULATED ESOP STOCKHOLDERS'
SHARES AMOUNT SHA RES AMOUNT WARRANTS CAPITAL DEFICIT SHARES EQUITY

BALANCES, January 1, 1996 415,302 $ 747,569 9 63,722 $4,261,923$ - $136,399 $(3,459,310 )$ - $1,686,581
Dividend on preferred
stock 2 16,229 389,213 - - (389,254 ) - (41)
Conversion of preferred
stock (415,302) (747,569) 4 15,302 747,569 - - - - -
Exercise of stock
options - - 18,022 9,011 - - - - 9,011
ESOP loan and shares
purchased - - - - - - - (500,000) (500,000)
Contribution to the ESOP - - - - - - - 38,872 38,872
Compensation costs
recognized upon issuance
of warrants - - - - 12,500 - - - 12,500
Sale of common stock and
warrants, net of expenses - - 7 50,000 2,222,530 54,375 - - - 2,276,905
Net income - - - - - - 1,158,834 - 1,158,834

BALANCES, December 31,
1996 - - 23 63,275 7,630,246 66,875 136,399 (2,689,730 ) (461,128) 4,682,662
Sale of common stock and



warrants, net of

1,400,790

694,485 $8,856,489 $97,363 $333,227 $(1,288,940

492,378

99,990

628,550
135,705 135,705

35,903

196,828
1,400,790

) $ (325,423) $7,672,716

SEE ACCOMPANYING NOTES TO THESE CONSOLIDATED FINANC IAL STATEMENTS.

1997 1996
$ 1,400,790 $1,158,834
174,047 112,538
(18,678) 326,856
30,000 75,000
(100,000)  (50,000)
135,705 38,872
65,000 50,000
35,903 12,500
196,828 -
19,846 7,082
(601,480)  (873,026)
(43,310)  (92,264)
(1,036,860) (1,225,103)
(100,515) (943)
168 936
281,916 289,183
(519,612) 728,551
(1,481,042)  (599,818)
(80,252) 559,016
(388,825)  (408,213)
- 100,000
(388,825)  (308,213)

expenses - 1 50,000 484,122 8,256
Exercise of stock options - - 55,500 99,900 - -
Exercise of warrants 25,710 642,221 (13,671) -
Contribution to the ESOP - - - - -
Compensation recognized

upon issuance of

warrants - 35,903
Income tax benefit

arising from employee

stock option plans 196,828
Net income -
BALANCES, December 31,

1997 - % - 2
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DIGITAL POWER CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED
DECEMBER 31,
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income
Adjustments to reconcile net income to net
cash provided by (used in) operating
activities:
Depreciation and amortization
Deferred income taxes
Warranty expense
Inventory reserve
Contribution to ESOP
Bad debt expense
Compensation costs recognized upon issuance
of warrants
Income tax benefit related to options
exercised
Foreign currency translation adjustment
Changes in operating assets and liabilities:
Accounts receivable
Other receivables
Inventory
Prepaid expenses
Other assets
Accounts payable
Other accrued liabilities
Net adjustments
Net cash provided by (used in) operating
activities
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment
Sale of temporary investment
Net cash used in investing activities
(continued)
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DIGITAL POWER CORPORATION AND SUBSIDIARY



<PAGEF-8>

CONSOLIDATED STATEMENTS OF CASH FLOWS

(continued)

FOR THE YEARS ENDED

DECEMBER 31,

CASH FLOWS FROM FINANCING ACTIVITIES:

Proceeds from sale of common stock and
warrants

Proceeds from exercise of stock options
and warrants

Payments of preferred stock dividend
Proceeds from notes payable

Principal payments on notes payable
Principal payments on capital lease
obligations

Payment of debenture

Proceeds from line of credit

Principal payments on line of credit

Net cash provided by (used in) financing
activities

EFFECT OF EXCHANGE RATE CHANGES ON CASH

NET (DECREASE) INCREASE IN CASH
CASH AND CASH EQUIVALENTS, beginning of period

CASH AND CASH EQUIVALENTS, end of period

SUPPLEMENTAL CASH FLOW INFORMATION:
Cash payments for:
Interest

Income taxes

Non-cash investing and financing
transactions:
Conversion of preferred stock

1997 1996

492,378 2,276,905

728,450 9,011
(41)
- 50,000
(271,185)  (83,392)

(13,406)  (12,008)
(5,000)

1,990,964 12,530,000

(3,188,294) (12,256,815)

(261,093) 2,508,660

(19,846)  (7,082)

(750,016) 2,752,381

2,955,298 202,917

$2,205,282 $ 2,955,298

$ 74,874 $ 152,716

$1,017,402 $ 171,214

to common stock $ - $ 747,569
Preferred stock dividend of common stock $ 389,213
Notes payable for unearned employee

stock ownership plan shares $ - $ 500,000

SEE ACCOMPANYING NOTES TO THESE CONSOLIDATED FINANC IAL STATEMENTS.

DIGITAL POWER CORPORATION AND SUBSIDIARY

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. NATURE OF OPERATIONS:

Digital Power Corporation ("DPC"), and its whollyoed subsidiary Poder Digital, S.A. de C.V. ("P®ich is located in Guadalajara,
Mexico, (collectively referred to as the "Compangt® engaged in the design, manufacture and saleitwhing power supplies.

2. SIGNIFICANT ACCOUNTING POLICIES



PRINCIPLES OF CONSOLIDATION - The consolidated ficéal statements include the accounts of the Compad its subsidiary. All
significant intercompany accounts and transactiawe been eliminated in consolidation.

STATEMENT OF CASH FLOWS - For purposes of the statats of cash flows, the Company considers allliitiguid debt instruments
purchased with an original maturity of three mordh#ess to be cash equivalents.

INVENTORIES - Inventories are stated at the lowkecast (first-in, first- out) or market.

PROPERTY AND EQUIPMENT - Property and equipmentsteged at cost. Depreciation of equipment andtiumis calculated using the
straight- line method over the estimated usefdigranging from 5 to 10 years) of the respectssets. Leasehold improvements are
amortized over the shorter of the estimated udééubr the term of the lease. The cost of normalntenance and repairs is charged to
operating expense as incurred. Material expenditwt@ch increase the life of an asset are capidland depreciated over the estimated
remaining useful life of the asset. The cost oéfbassets sold, or otherwise disposed of, ancethted accumulated depreciation or
amortization are removed from the accounts, andgamys or losses are reflected in current operation

INCOME TAXES - The Company accounts for income taMader the liability method, which requires redtign of deferred tax assets and
liabilities for the expected future tax consequanakevents that have been included in the findistaements or tax returns. Under this
method, deferred tax assets and liabilities arerdehed based on the difference between the finhatatements and tax basis of assets and
liabilities using enacted tax rates in effect tog fear in which the differences are expectedverse.

REVENUE RECOGNITION - Sales revenue is recognizégmvthe products are shipped to customers, indudistributors. Customers
receive a one or two year product warranty andagedales to distributors are subject to a limright of return. The Company provides a
reserve for estimated warranty costs and a resenastimated product returns.

FOREIGN CURRENCY TRANSLATION - Gains and lossesnfrthe effects of exchange rate fluctuations onsations denominated in
foreign currencies are included in results of opjens. Assets and liabilities of the Company's ifgmesubsidiary are translated into U.S.
dollars at period-end exchange rates, and the@mess and expenses are translated at average geatadées for the period.
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DIGITAL POWER CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

EARNINGS PER SHARE - In February 1997, the Finah&zcounting Standards Board (FASB) issued StateraERinancial Accounting
Standards No. 128, "Earnings per Share" (FASBIR&FB128 provides for the calculation of "basic" ddduted" earnings per share versus
primary and fully diluted earnings per share. Basimings per share excludes dilution and is coetphy dividing income available to
common stockholders by the weighted average nuofi@mmon shares outstanding for the period. Dil@arnings per share reflects the
potential dilution that could occur if securitiesather contracts to issue common stock were es@gadr converted into common stock or
resulted in the issuance of common stock that ¢aned in the earnings of the entity. The Compasyimplemented this statement for the
current year and has appropriately reflected tloptoh in the statement of operations. The regfltsperations and financial position were
unaffected by this implementation.

ACCOUNTING ESTIMATES - The preparation of financ&thtements in conformity with generally acceptecbanting principles requires
management to make estimates and assumptiondfizitthe amounts reported in the financial stateisiand the accompanying notes. The
actual results could differ from those estimates.

The Company's financial statements are based upaméaer of significant estimates, including th@atnce for doubtful accounts,
technological obsolescence of inventories, thenegd useful lives selected for property and eqainrealizability of deferred tax assets,
allowance for sales returns, and warranty reséue.to the uncertainties inherent in the estimapiacess, it is at least reasonably possible
that these estimates will be further revised inrtbar term and such revisions could be material.

IMPAIRMENT OF LONG-LIVED ASSETS - In the event thigcts and circumstances indicate that the colstngf-lived assets may be
impaired, an evaluation of recoverability wouldgmrformed. If an evaluation is required, the estédduture undiscounted cash flows
associated with the asset would be compared tagbet's carrying amount to determine if a writeqdldevmarket value or discounted cash
flow value is required.

STOCK-BASED COMPENSATION - The Company has eled¢tetbllow Accounting Principles Board Opinion N&b,2'Accounting for
Stock Issued to Employees" (APB25) and relatedpnétations in accounting for its employee stockas. In accordance with FASB
Statement No. 123 "Accounting for Stock-Based Camspton” (FASB123), the Company will disclose thgact of adopting the fair value
accounting of employee stock options. Transactio®sgjuity instruments with non-employees for goodservices have been accounted for
using the fair value method prescribed by FASB:



CONCENTRATIONS OF CREDIT RISK - Credit Risk reprasethe accounting loss that would be recognizedeateporting date if
counterparties failed completely to perform as @mied. Concentrations of credit risk (whether oofbbalance sheet) that arise from
financial instruments exist for groups of custonmmrgroups of counterparties when they have sinet@momic characteristics that would
cause their ability to meet contractual obligatiombe similarly effected by changes in economiotbier conditions. In accordance with
FASB Statement No.

105, DISCLOSURE OF INFORMATION ABOUT FINANCIAL INSRUMENTS WITH OFF- BALANCE-SHEET RISK AND
FINANCIAL INSTRUMENTS WITH CONCENTRATIONS OF CREDIT
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DIGITAL POWER CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
RISK, the credit risk amounts shown, in Note 11ndbtake into account the value of any collateradecurity.

FAIR VALUE OF FINANCIAL INSTRUMENTS - The estimatefair values for financial instruments under FASBt8ment No. 107,
DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENS, are determined at discrete points in time basectlevant
market information. These estimates involve unaatitss and cannot be determined with precision. &temated fair values of the Compau
financial instruments, which includes all cash,aots receivables, accounts payable, long-term debitother debt, approximates the
carrying value in the consolidated financial sta¢ata at December 31, 1997.

IMPACT OF RECENTLY ISSUED STANDARDS - The FASB rextly issued Statement of Financial Accounting Stéadd 130 "Reporting
Comprehensive Income" (FASB130) and Statementrdrigial Accounting Standards 131 "Disclosures Al®agments of an Enterprise and
Related Information" (FASB131). FASB130 establisksdards for reporting and display of comprehenisicome, its components and
accumulated balances. Comprehensive income isatkfminclude all changes in equity except thoseltieg from investments by owners
and distributions to owners. Among other disclosuFASB130 requires that all items that are regutiocbe recognized under current
accounting standards as components of comprehensiome be reported in a financial statement tistlays with the same prominence as
other financial statements. FASB131 supersedesr8aatt of Financial Accounting Standards 14 "FinalniRieporting for Segments of a
Business Enterprise." FASB131 establishes stanasrdse way that public companies report finanicitdrmation about operating segments
in annual financial statements and requires reppuf selected information about operating segmianitgerim financial statements issued to
the public. It also establishes standards for d&ales regarding products and services, geograpdés and major customers. FASB131
defines operating segments as components of a eongimut which separate financial information iaitable that is evaluated regularly by
the chief operating decision maker in deciding lowllocate resources and in assessing performance.

FASB130 and FASB131 are effective for financiatestaent for periods beginning after December 157189 require comparative
information for earlier years to be restated. Bseaof the recent issuance of these standards, m@eag has been unable to fully evaluate
impact, if any, the standards may have on the éufimancial statement disclosures. Results of dgjpersiand financial position, however, will
be unaffected by implementation of these standards.

RECLASSIFICATIONS - Certain reclassifications hdaen made to prior year to conform to current ypeasentation.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
3. INVENTORY:

Inventory consists of the following as of DecemBgr

1997:

Raw materials $ 2,874,226

Work-in-process 1,181,656

Finished goods 163,307
4,219,189

Allowance for obsolescence (250,000)

$ 3,969,189



4. PROPERTY AND EQUIPMENT:

Property and equipment consists of the following
at December 31, 1997:

Machinery and equipment $ 1,282,083
Office equipment and furniture 430,869
Leasehold improvements 169,801
Transportation equipment 3,168
1,885,921
Accumulated depreciation and amortization (1,017,788)
$ 868,133

5. ACCRUED LIABILITIES:

At December 31, 1997, accrued liabilities consistdhe following:

Accrued payroll and benefits $ 171,449
Accrued commissions and royalties 127,302
Accrued warranty and product returns expense 265,000
Other 147,451

$ 711,202
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
6. LONG-TERM DEBT:

As of December 31, 1997, long-term debt consistathd&mployee Stock Ownership Plan loan, for whiddhcurrent portion equalled
$99,967 and the long-term portion equaled $225,886.Note 12 for details.

Aggregate maturities of long-term debt are duelews:

YEARS ENDING

DECEMBER 31, AMOUNT
1998 $ 99,967
1999 110,984
2000 114,472
$ 325,423

As of December 31, 1997, the Company had a revpliie of credit agreement with a financial ingiibt. The agreement provides for
borrowings up to 80% of eligible accounts receieatbt to exceed $1,500,000. The agreement callatinest to be paid at the bank's prime
rate plus one percent. No amounts were outstaradibgcember 31, 1997.

Under the terms of the revolving line of creditegment, the Company is required to maintain workaggjtal of not less than $800,000, a
debt to worth ratio less than 2.5 to 1.0, and ammim tangible net worth of not less than $1,500,0000f December 31, 1997 the Company
was in compliance with all terms of the revolvimgel of credit agreement.

Subsequent to year-end, the Company entered imgvaevolving line of credit agreement with the sdimancial institution. The new
agreement provides for borrowings up to 80% ofilgiigaccounts receivable plus 20% of inventory &0¢5000, whichever is less, not to
exceed a total of $3,000,000. Interest is to bd painthly at the bank's prime rate. The new finaingbvenants call for the Company to have
a quarterly profits, maintain a debt to worth rdg¢iss than 1.0 to 1.0, and a minimum tangible ratiwof $6,000,000. At signing the
Company was in compliance with all covenants.

7. CAPITAL LEASE OBLIGATIONS:



The Company leases certain equipment under agreemiassified as capital leases. The cost of théetent related to the leases is $54,332
and accumulated depreciation amounts to $36,1Dée¢mber 31, 1997.
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Following is a schedule of future minimum leaserpaxts under capital leases at December 31, 1997:

YEARS ENDING

DECEMBER 31, A MOUNT

1998 $1 4,689

1999 5,282

Total future minimum lease paﬁnts 1 9,971
Less amount representing interest ( 1,770)
Present value of net minimum lease payments 1 8,201
Less current portion (1 3,093)
5,108

N

8. STOCKHOLDERS' EQUITY:
COMMON STOCK

In December, 1996, the Company completed a puffliciog of 750,000 shares of its common stock alatith 500,000 warrants, at a public
offering price of $4.00 per share and $.125 peravdr

As part of the public offering, the underwriter wallbcated an additional 150,000 shares at $4.08hme and 75,000 warrants at $.125 per
warrant to cover over-allotments, if any. On Jag@&rl997, the underwriter exercised and sold trex allotment shares and warrants for net
proceeds of $492,378.

PREFERRED STOCK

The preferred stock has one series authorizedp80Ghares of Series A cumulative redeemable cthhepreferred stock ("Series A"), and
an additional 1,500,000 shares of preferred staskbeen authorized, but the rights, preferencaslgges and restrictions on these shares has
not been determined. DPC's Board of Directors ieairzed to create new series of preferred stockfexthe number of shares as well as the
rights, preferences, privileges and restrictiorantgd to or imposed upon any series of preferimzkst

On May 31, 1996, all of the 415,302 issued andtanting shares of Series A preferred stock wergeared into 415,302 shares of common
stock at the statutory rate of $1.80 per share thuflly, the Company declared a dividend on teei€s A preferred stock for all unpaid
dividends through the conversion date and issueafjgregate of 216,229 shares of common stock.

The holders of Series A were entitled to one voteshich share of common stock into which the Sériesuld be converted, and vote
together with the common shareholders as a sifg$s.cDividends on Series A were at an annualafa$e22 per share and were cumulative
from the date of issuance, and were required toaliet prior to dividends on common stock.
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Shares of Series A were convertible into commonkstt any time at the option of the holder at a dtone share of common stock for each
share of Series A. The conversion rate was sutesdjustment under certain circumstances.

In the event of a liquidation, dissolution, or wiimgl up of the Company, Series A holders were eatitb receive a liquidation preference of
$1.80 per share of Series A plus all dividendsrieas.



STOCK OPTIONS

The Company has issued non-qualified options cogetD4,922 shares exercisable at $.50 per shaon Idpuance, the Company recorded
compensation expense for the difference betweeaxbicise price and the fair market value of théewlying common stock of $1.80 per
share. Such options expire in 2003. During the gealed December 31, 1996, 18,022 of such options @eercised.

In May, 1993, the Company issued options to purel2&¥,500 shares of its common stock at $1.80h@esSuch options are subject to a
four year vesting plan. The exercise price of $h80share approximated the fair market valueeatitite of grant. During the year ended
December 31, 1997, 55,500 of such options werecesast.

In May, 1996, the Company adopted the 1996 Stodio®®lan covering 513,000 shares. Under the plenCompany can issue either
incentive or non-statutory stock options. The pat¢he options granted pursuant to the plan vatl lme less than 100% of the fair market
value of the shares on the date of grant. The bofadiectors will decide the vesting period of thyations, if any, and no option will be
exercisable after ten years from the date gramtehediately thereafter, the Company issued optiomqmirchase 275,500 shares of its
common stock at $1.80 per share. Such options bed®®% vested two years after issuance. The ergudise was based upon a letter from
its investment banker as to the fair market vafusuch options based upon their terms, conditionbsrastrictions. During the year ended
December 31, 1997, 27,000 of such options wereited.

On January 2, 1997, the Company granted 100,000nspto purchase the Company's stock to the pnetsafehe Company, in accordance
with his employment agreement. The exercise pricbat375 per share was equal to the fair markietevan the date of grant.

On February 4, 1997, the Company granted 28,0006raptvith an exercise price of $6.625 per sharéchvivas equal to the fair market value
on the date of grant, to certain employees to msetthe Company's stock. The options vest ovearsya 25% per year.

On November 4, 1997, the Company granted 10,0006raptvith an exercise price of $7.125 per sharachvivas equal to the fair market
value on the date of grant, to an employee, tohmse the Company's stock. The options vest oveassyat 25% per year.
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The following table sets forth activity for all ophs:

AVERAGE
EXERCISE PRICE
N UMBER PER SHARE
OUTSTANDING, January 1, 1996 3 42,422  $ .50 - $1.80
Granted 2 75,500 1.80
Forfeited (2,500) 1.80
Exercised ( 18,022) .50
BALANCE, December 31, 1996 5 97,400 $.50 - $1.80
Granted 1 38,000 5.80
Forfeited ( 27,000) 3.23
Exercised ( 55,500) 1.80
BALANCE, December 31, 1997 6 52,900 $ 2.41

At December 31, 1997 and 1996 options to purch&6e480 and 265,025 shares, respectively, were isgbie at prices ranging from $.50 to
$1.80 per share. The remaining 286,500 shares leegarcisable as follows:

WE IGHTED
NUMBER OF A VERAGE
YEAR ENDING DECEMBER 31, SHARES EXERC ISE PRICE
1998 264,000 $ 1.94
1999 7,500 6.79
2000 7,500 6.79
2001 7,500 6.79

286,500 $ 2.32
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DIGITAL POWER CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

If not previously exercised the outstanding optiasiisexpire as follows:

WEIG HTED
NUMBER OF  AVE RAGE
YEAR ENDING DECEMBER 31, SHARES EXERCI SE PRICE
2003 266,400  $1 .38
2004 - -
2005 - -
2006 256,500 1 .80
2007 130,000 5 75
652,900 $ 41
WARRANTS

The following represents all activity that took gdawith regards to warrants issued:

AVERAGE
EXERCISE PRICE
NUMBER PER SHARE

OUTSTANDING, January 1, 1996 - $-
Sold 500,000 5.00
Granted 350,000 4.96
Exercised - -
Expired - -

BALANCE, December 31, 1996 850,000 $4.99
Sold 75,000 5.00
Granted 15,000 6.75
Exercised 125,710 5.00
Expired - -

BALANCE, December 31, 1997 814,290 $5.02

Compensation cost related to the warrants grawtedutside services amounted to $35,903 and $1Z@B08e years ended December 31,
1997 and 1996, respectively. The warrants expieetiyears after the grant date.
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PROFORMA INFORMATION

As stated in Note 2, the Company has not adopéaihvalue accounting prescribed by FASB123 fopkyees. Had compensation cost for
stock options or warrants issued to employees Hetarmined based on the fair value at grant dateviards in 1997 and 1996 consistent

with the provisions of FASB123, the Company's nebime and net income per share would have beenedda the proforma amounts
indicated below:

1997 1996
Net Income $ 1,159,540 $1,133,473
Net income per common share:
Basic $ .45 $ .67

Diluted $ .34 $ 61



The fair value of each option or warrant is estedatn the date of grant using the present valtleeoéxercise price and is pro-rated based on
the percent of time from the grant date to the @ittie vesting period. The weighted-average faue®f the options on the grant date was
$5.80 and $1.50 per share for 1997 and 1996, régelyc The following assumptions were used formgsain 1997 and 1996: average ris&e
interest rate of 5.8% and 6.17%, respectively; etquklives of two years; dividend yield of 0%; axpected volatility of 56.8% and 0%,
respectively.
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9. EARNINGS PER SHARE:
The following represents the calculation of theng@ags per share:
FOR THE YEARS ENDED

BASIC 1997 1996

Net income $1,400 ,790  $1,158,834
Less - preferred stock dividends - 38,069
Net income applicable to common

shareholders $1,400 , 790  $1,120,765
Weighted average number of common shares 2,577 ,889 1,367,843
Basic earnings per share $ 54 $ .82

DILUTED

Net income available to common

shareholders $1,400 ,790  $1,120,765
Preferred stock dividend - 38,069
Net income available to common

shareholders plus assumed conversion $1,400 , 790  $1,158,834
Weighted average number of common shares 2,577 ,889 1,367,843

Common stock equivalent shares

representing shares issuable upon

exercise of stock options 487, 237 323,293
Common stock equivalent shares

representing shares issuable upon

exercise of warrants 355, 252
Weighted average number of shares issuable

upon conversion of preferred stock - 171,810

Weighted average number of shares used in
calculation of diluted income per share 3,420, 378 1,862,946

Diluted earnings per share $ 41 $ 62
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10. COMMITMENTS:

LEASES



The Company leases office space in California,anthnufacturing facility in Guadalajara, Mexico endperating leases. The total future
minimum lease payments are as follows:

YEARS ENDING

DECEMBER 31, AMOUNT
1998 $108,880
1999 109,174
2000 112,579
2001 10,378
$341,011

Lease payments on the manufacturing facility in Meyare to be made in Mexican Pesos. The abovelatshe/as prepared using the
conversion rate in effect at December 31, 1997 ngés in the conversion rate will have an impadhenCompany's required minimum
payments and its operating results. Additionathasle payments on the facility in Mexico will incsean an annual basis in proportion to the
increase in the minimum wage in the Guadalajaraidtearea.

Rent expense was $117,341 and $119,106 for 19971%08]| respectively.
ROYALTY AGREEMENT

The Company has a royalty agreement with a thirt/man various products, and any derivatives fromthase design of these products.
Commitments under this agreement are as follows:

5% of first $20,000,000 in sales of these proddeétsof next $25,000,000 in sales of these produdi®Bnext $33,333,333 in sales of these
products 2% of next $50,000,000 in sales of thesdyzts 1% of next $100,000,000 in sales of thesdycts

As of December 31, 1997 and 1996, the Company bladapproximately $14,853,000 and $14,476,000 ofipct subject to this agreement.

If the Company sells an additional $5,147,000 esthproducts after December 31, 1997, the Compsamguired to grant 100,000 shares of
common stock to the third party in the royalty agnent. Due to changing market demand, the Compararsigement currently expects to
replace these products with products it is in tfeeess of designing, and Company's managementbsltbe Company will therefore not
have to grant the 100,000 shares of common stock.
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The Company sold approximately $377,000 and $847¢c@@hese products in 1997 and 1996, respectiasig,had royalty expenses of
approximately $18,800 and $42,300 for 1997 and 183pectively.

EMPLOYMENT AGREEMENT

The Company has an employment contract with itsiBeat/CEO which terminates on December 31, 199@letthe terms of the
employment contract, he shall serve as presidehthief executive officer of the Company and hisugashall be $150,000 per annum
effective January 1, 1997, increasing in an amtwbe determined by the employee and the Board thatthe shall receive $200,000 per
annum by January 1, 1999. In addition, pursuattieccontract, he shall have the right to receivéherfirst day of each January during the
term of his contract options to acquire 100,000eshaf Common Stock at the lower of market valuespare as of such date or the average
per share bid price for the first six months begigrfrom the date of grant of this option. Finalhyrsuant to the employment contract, in the
event there is a change in control of the Comptreyemployee shall be granted a five year conguétontract at $200,000 per year.

11. SIGNIFICANT CONCENTRATIONS OF CREDIT RISK, MAOCUSTOMERS AND OTHER RISKS AND UNCERTAINTIES:

Sales to unaffiliated customers which represenienioan 10% of the Company's net sales for 19971888 were as follows (customers A &
C are distributors):

CUSTOMER 1997 1996
A 25% 21%
B 14% 11%

C 24% 18%



The Company operates primarily in one industry segmthe manufacture and sale of switching powppbes. Additionally, most of the
Company's sales are to customers located in QailifoFinancial instruments that subject the Compargredit risk consist primarily of
accounts receivable. The Company frequently saigel quantities of inventory to its customers. A&cBPmber 31, 1997, approximately
$2,259,681 or 70.4% of the Company's net accoaatsivable were due from six customers.

As of December 31, 1997, the Company maintaineld itabanks that was approximately $1,995,800 ireez©f the federally insured limit.
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12. EMPLOYEE BENEFIT PLANS:
401(K) PROFIT SHARING PLAN

The Company has a 401(K) profit sharing plan (flari") covering substantially all employees of DE@igible employees may make
voluntary contributions to the Plan, which are rhatt by the Company at a rate of $.25 for each $do®fributed, up to a maximum of six
percent of eligible compensation. The Company ¢sm make discretionary contributions. The Comparmglenmatching contributions to the
Plan of $19,625 and $11,844 for 1997 and 1996 etsely. The Board of Directors of DPC elected twomake a discretionary contribution
to the Plan for 1997 or 1996.

EMPLOYEE STOCK OWNERSHIP PLAN

The Company also has an employee stock ownership(giie "ESOP") covering substantially all empla/eEDPC. The Company can make
discretionary contributions of cash or company lst@s defined in the ESOP plan document) up to ckitale limits prescribed by the Internal
Revenue Code.

Effective June 13, 1996, the ESOP obtained a $500d@an guaranteed by the Company for the purpbaequiring common stock of the
Company from existing stockholders. The loan bedesest at 10.5% per annum and requires monthlyneats of principal and interest of
$10,784 through June 2001. The balance at DeceBihdP97 was $325,423. Immediately upon the fundirtpe loan, the ESOP purchased
approximately 154,000 shares of the Company's camstack from existing shareholders. The Compamgdsired to contribute amounts to
the plan to sufficiently cover the debt paymentsnt@ibutions to the plan in 1997 and 1996 total&d%416 and $116,308, respectively.

In accordance with the AICPA Statements of Posiéi8f6 entitled "Employers Accounting for Employeeck Ownership Plans”, the
Company has recorded the $500,000 loan as dels bnaks with a corresponding charge to stockhaejuity.
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13. INCOME TAXES:
Income tax expense (benefit) is comprised of thievidng:

FOR YEARS ENDED

1997 1996
Current
Federal $ 808,978 $ 133,052
State 235,700 203,892
1,044,678 336,944
Deferred
Federal (15,135) 238,073
State (3,543) 88,783
(18,678) 326,856

Income tax expense $1,026,000 $ 663,800



The components of the net deferred tax asset ahtlitly recognized as of December 31, 1997 arobews:
Current deferred tax assets (liabilities):

Accounts receivable, principally due to allowance

for doubtful accounts $ 94,324
Compensated absences, principally due to accrual

for financial reporting purposes 37,082
Accrued commissions 14,309
Inventory reserve 100,345
Warranty reserve 66,228
Stock rotation liability 40,138
Book compensation for stock options 14,411
Effect of change in accounting method (328,778)
State taxes 65,846

Net current deferred tax asset $ 103,905

Long-term deferred tax assets (liabilities):
Depreciation $ (32,227)

Net long-term deferred tax liability $ (32,227)
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Total income tax expense differed from the amouantaputed by applying the U.S. federal statutoryrtdgs to pre-tax income as follows:

FOR THE YEARS ENDED

1997 1996
Total expense computed by applying
the U.S. statutory rate 34.0% 34.0%
Permanent differences 2 -
State income taxes 8.0 9.3
Utilization of net operating loss
carryforward - (3.2
Effect of income taxable in Mexico (.4) 1.4
Income tax credits - (5.1)
Other 5 -
41.3% 36.4%

14. SUBSEQUENT EVENTS:

In January, 1998, the Company entered into an aggeeto acquire the assets of Gresham Power Eféc$rca division of Gresham Lion
Technology Ltd., a European Corporation. The Compeiti pay U.S. $2.7 million cash plus earn- ouh€lnet asset value (NAV) will be
determined as of January 22, 1998 and will be eguide value of the fixed assets, accounts rebyand inventory, less the value of the
agreed liabilities. The cash consideration willbereased by US $1.6284 for each pound that the MRd£eds UK <pound-
sterling>1,100,000 and decreased in the same wayn Ehe transfer date to March 31, 1998, an acaogii to be done and additional
consideration shall be paid as follows: (a) US $Xdk every pound of earnings before interest, saged purchaser group charges in exce
UK <pound-sterling>250,000 up to a maximum paynendS $300,000; and (b) US $300,000 in the evestttiiie post compensation NAV
equals or exceeds UK <pound-sterling>1,000,000.

On January 2, 1997 the Company granted 100,000repto purchase the Company's stock to the presid¢ime Company, in accordance
with his employment agreement.

On January 12, 1998, the board of directors gra2?29d000 options to employees under the 1996 opimm The exercise price equaled the
market price on the date of gra



On February 11, 1998 the board of directors grah®5J000 options to the new employees from the lamsacquisition. These options have
been granted under a new plan that is in procebeinfj created. The plan will be in substantidtly same form as the current 1996 option
plan. The exercise price equals the market prictnemate of grant.

On February 11,1998, the board of directors grah@@00 non-qualifying options to outside directis1998 with a one year vesting period
at market price.
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Additionally see Note 6.



ARTICLE 5

THIS SCHEDULE CONTAINS SUMMARY FINANCIAL INFORMATION EXTRACTED FROM THE 10-KSB FOR THE PERIOD
ENDED DECEMBER 31, 1997 FOR DIGITAL POWER CORPORM®N AND IS QUALIFIED IN ITS ENTIRETY BY REFERENCE TO
SUCH FINANCIAL STATEMENTS.

PERIOD TYPE: 12 MOS

FISCAL YEAR END: DEC 31 1997
PERIOD END: DEC 31 1997
CASH: 2,205,282

SECURITIES: 0

RECEIVABLES: 3,211,003
ALLOWANCES: (235,000)
INVENTORY: 3,969,189
CURRENT ASSETS: 9,577,061
PP&E: 1,885,921
DEPRECIATION: (1,017,788)
TOTAL ASSETS: 10,462,454
CURRENT LIABILITIES: 2,526,947
BONDS: 0

PREFERRED MANDATORY: 0
PREFERRED: 0

COMMON: 8,856,489

OTHER SE: (1,183,773)

TOTAL LIABILITY AND EQUITY: 10,462,454
SALES: 18,884,259

TOTAL REVENUES: 18,884,259
CGS: 13,955,529

TOTAL COSTS: 13,955,529
OTHER EXPENSES: 2,460,552
LOSS PROVISION: 0

INTEREST EXPENSE: (68,957)
INCOME PRETAX: 2,426,790
INCOME TAX: 1,026,000

INCOME CONTINUING: 1,400,790
DISCONTINUED: 0
EXTRAORDINARY: 0

CHANGES: 0

NET INCOME: 1,400,90

EPS PRIMARY: .54

EPS DILUTED: .41
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