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With the exception of historical facts stated heréne following discussion may contain forwardkiom statements regarding events and
financial trends which may affect the Company'sifeitoperating results and financial position. Ssteltements are subject to risks and
uncertainties that could cause the Company's argalts and financial position to differ materaiiom those anticipated in such forward-
looking statements. Factors that could cause aptsalts to differ materially include, in addititmother factors identified in this report, a
high degree of customer concentration, the losslay customer, dependence on the computer anglogliecequipment industries,
competition in the power supply industry, dependemic Guadalajara, Mexico facility, and dependentkeay personnel, all of which factors
are set forth in more detail in the sections erditiCertain Considerations” and "Management's Bisiom and Analysis or Plan of Operation”
herein. Readers of this report are cautioned npttaindue reliance on "forward looking" statememltsch are, by their nature, uncertain as
reliable indicators of future performance. The Campdisclaims any intent or obligation to publidydate these "forward looking"
statements, whether as a result of new informafidgore 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 manuifiass (OEMs) of computers and other electronic mgent. Power supplies are critical
components of electronic equipment that supplyyedndistribute, and regulate electrical powere Tarious 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 compamand 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 arsblated output voltages, and by regulating and taimg 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 §apg 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 supplteps 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 Diage to a lower regulated voltage by storingdifference in a magnetic field. When
the magnetic field grows to a pdetermined level, the unregulated DC is switchda@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



One of the great advantages of switching powerlggpn addition to their high efficiency, is théiigh power density, or power-to-volume
ratio. This density is the result of the reductiorthe size of the various components. Becaus€tmpany'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) poveeipply 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 eaquizkly and inexpensively modified and adaptethspecific power supply needs of
any OEM. This "flexibility" approach has allowecetiRompany 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 oéttuced NRE expenses, the Company
not charge its OEM customers for NRE related totimig a power supply to a customer's specific negments. 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, idesflexibility, and short time-to-market to win amcreasing share of the growing power
supply market.

In addition to the line of proprietary productsestd, and in response to requests from OEMs, thep@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 apsubassembly that is compatible
with the OEM's own equipment and is specificaljot@d to meet the OEM's needs. The Company pueshée parts and components that
the OEM itself would otherwise attach to or integraith the Company's power supply, and the Comaayides 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 @EMs are not required to
manufacture their own power subassemblies andateusot required to purchase individual parts froamy vendors or build assembly
facilities.

Digital Power Corporation is a California corpoaatioriginally formed in 1969 through a predecesSmiess the context indicates otherwise,
any reference to "Digital Power" or the "Compangtdin includes its majority-owned Mexican subsigidoder Digital S.A. de C.V. and its
United Kingdom subsidiary, Digital Power Limitedya Gresham Power Electronics. Further, unlesswibeindicated, reference to dollars
in this Annual Report shall mean United Statesaisl|

1998 Activity

At the end of calendar year 1997, the Company wiasrmed by its then largest customer that it warddse making purchases of power
supplies from the Company. That customer accouiotealpproximately 24.4% of the Company's total saering 1997. Further, during
calendar year 1998, there was a softness in thelbwearket for power supplies. As a result durirf@98, the Company experienced a
substantial decrease in revenues of approximaielypiion from its United States operations. Themase in revenues, however, was offset
by revenues acquired through the acquisition dageassets of Gresham Power Electronics in Jari88 discussed below. The Company
is conducting busines



in Europe through its wholly-owned subsidiary DédjiPower Limited, dba Gresham Power Electronicg¢$Bam Power"). In addition, the
Company had certain adverse adjustments to itsof@gtods sold due to obsolescence and price eradithe Company's inventory. Finally,
during 1998, the Company increased its researctdanelopment expenditures to develop new prodixte.to all of these factors, the
Company incurred a net loss of $570,588 during 1998

Gresham Power

Pursuant to an Asset Sale Agreement (the "Agreé€ment January 22, 1998, Digital Power acquiredabsets of Gresham Power Electro
from Gresham Lion Technology Limited, an Englislpmoration ("Gresham Lion"). The consideration paidthe acquisition was $2.7
million, which amount is subject to adjustment degieg upon the net asset value (accounts recewaldted assets and inventory less
liabilities) ("NAV") as of the closing date. Speicilly, pursuant to the Agreement, the acquisifiamunt shall be increased by $1.6284 for
each United Kingdom pound that Gresham Power's MAseeds UK(pound)1,100,000 as of the closing daue shall be reduced by $1.62
for each United Kingdom pound that the NAV is l#ssn UK(pound)1,100,000 as of the closing dataddition to the foregoing, if the NAV
as of March 31, 1998, equals or exceeds UK(pouB@®l000, Gresham Lion shall be paid an additioBa0$000 subject to a reduction of
$1.6284 for every United Kingdom pound NAV is I¢isan UK(pound)1,606,000. Further, Digital Powerlspay Gresham Lion an
additional $1.15 for every United Kingdom poundeafnings before interest and taxes which exceedptiad)250,000, up to a maximum
additional payment of $300,000. As a result of ariitly Gresham Power's NAV as of the closing datel, 40 a lesser extent, Gresham Power
achieving certain earnings, Digital Power paid ddi#onal $371,978 in the aggregate to Gresham.Lion

Headquartered in Salisbury, England, Gresham Pde&gns, manufactures, and distributes switchingegpasupplies, uninterruptible power
supplies, and frequency converters for the comrakarid 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 outa8ddPS consists of an inverter that is powerec lipattery that is kept trickle-charged by
rectified AC from an incoming power line. In theesx of a power interruption, the battery takes avignout 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 convertingrtaguency and voltage of the power
main's supply from fixed to variable values. Thishe 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.

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 elextsindustry. Since 1994, growth has escalateah &ven faster pace, fueled by the demand
for networking communications equipment and commuéquipment and its peripherals. Future growtxjgected tocome from the same
markets, as internet and intral



networking and cellular and digital telephones oarg to become popular around the world.

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 marufagtower supplies for use in their own productse Temaining power supply market
is served by merchant power supply manufacturer) as Digital Power, that design and manufactavesp supplies for sale to OEMs.

The Company believes that the merchant marketiastest growing segment of the power supply niaaseOEMSs continue to outsource
their power supply requirements. The Company be8dhat this increase is due, in part, to thetfattpower supplies are becoming an
increasingly complex component in the eyes of OBMH#) constantly changing requirements such as péagtor correction (PFC) and
filtering specifications to minimize electromaguetiterference (EMI).

The power supply market can also be divided betWweestom" and "standard" power supplies. Customegyaupplies are those that are
customized in design and manufactured with a sjgeaifplication in mind, whereas standard power Bag@re sold off-the-shelf to
customers whose electronic equipment can operate $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 cedtBiMs contract with power supply
manufacturers to design a product that meets time, fiit, and function requirements of that OEM'g@ific application. A subset of the
standard segment of the market has evolved, conynkoiolwvn as "modified standard" segment, comprigiagyer supply products that have
the performance characteristics of a standard pewgply, but require certain, usually minor, mazriifions. These modifications typically
involve an adjustment to one of the standard outpliages, such as from 5 volts to 7 volts, or frodvolts to 18.5 volts.

The power supply industry is highly fragmented. fEhare approximately 300 domestic merchant powgplgLcompetitors 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, packagorgpplication of a merchant's
particular power supply. Most merchant manufactioemcentrate on niche markets, whether power samgmdustry segments.

With no industry standards for power suppliess iery 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 cuestrithe Company has targeted and serves the fiiadlastd office automation, industrial
and portable computing, and networking applicatioicies of the merchant market. The Company beidhvat its focus on high-efficiency,
high-density, design-flexible power supplies isaltie suited to the rapid growth opportunities exigtin this market segment.

Geographically, Digital Power primarily serves thierth American power electronics market with AC/P@wer supplies and DC/DC
converters ranging from 50 watts to 750 watts tdltoutput power



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

Customers

Digital Power's products are sold domestically en@anada through a network of 14 manufacturepseientatives. Digital Power also has
23 stocking distributors in the United States andopge. In addition, the Company has formed strategjationships with three of its
customers to private label its products. Digitahieds customers can generally be grouped into twesd industries, consisting of the
computer, telecommunication, and instrument indestThe Company has a current base of over 15@&anistomers, including companies
such as Ascend Communications, Telex, Storage Diioes, Motorola, Stanford Telecommunications, BxeeNetwork, Ericsson and
British Telecom.

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 telecommunicatiortsyarking, switching, mass storage, and
industrial and office automation products. Whilenpaf these segments would be characterized aswempelated, 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 its sales priméaailgxisting customers while simultaneously targgsales primarily to new customers.
The Company believes that its "flexibility" conceliows customers a unique choice between its mtsdand products offered by other po
supply competitors. OEMs have typically had toledtir a standard power supply product with outmlitages and other features
predetermined by the manufacturer. Alternativelyhé OEM's product required a different set of powupply parameters, the OEM was
forced to design this modification in-house, or payower supply manufacturer for a custom prodsicice custom-designed power supplies
are development- intensive and require a greatafdahe to design, develop, and manufacture, @#Ms with significant volume
requirements can economically justify the expemsbdelay associated with their production. Furtt@ensince virtually every power
conversion product intended for use in commergigliaations requires certain independent safetyegéesting at considerable expense,
such as by Underwriters Laboratories, an additibaatier is presented to the smaller OEM. By offgrihe OEM customer a new choice with
the Digital Power "flexibility" series, the Compahbglieves it has an advantage over its competifdrs.Company's "flexibility" series is
designed around a standardized power platformaltaws the customer to specify output voltagestai to its exact requirements within
specific parameters. Furthermore, OEMs are segiomger supplies with greater power density. DigRalver's strategy in responding to this
demand has been to offer increasingly smaller p@wpply units or packages.

Product Strategy and Products

Digital Power has nine series of base designs fiich thousands of individual models can be produ&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 broad range of outratings, from 3.3 volts to 48 volts, can be prasiiby simply changing the power
transformer construction and a small number of wutpmponents. Designers of electronic systemsletarmine their total power
requirements only after they have designed thesystelectronic circuitry and selected the comptntnbe used in the system. Since the
designer has a finite amount of space for the systed may be under competitive pressure to furdmhuce its size, a burden is placed on the
power supply manufacturer to maximize the powessitgof the power supply. A typical power supplynsests of a PCB, electronic
components, a power transformer and other elecgastac components, and a sheet metal chassisafder lcomponents are typically
installed on the PCB by means of pin-through-hskeably where the components are inserted intalyilied holes and soldered to electri
circuits on the PCB. Other components can be athththe PCB by surface mount interconnectionrteldgy (SMT) which allows for a
reduction in board size since the holes are elitathand components can be placed on both sidée dfdard. The Company's US100 serii

an example of a product using this manufacturicfrelogy.

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 descriptafithe 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 o four outputs. The 90-264 VAC universal inpllbws 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 availébl&2VVDC, 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®®0 series, a compact, economical, highly effigiepen frame switcher that delivers up
to 65 watts with a 70 watt peak. This unit is offgwith one to four outputs, a universal inputddtem 90 to 264 VAC, and is only slightly
larger than the US50 series. The US70 seriesfreiftiated 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 ideal for low profilgstems, with the power supply measuring 3.2" x 8"

The US100/DP100 is the industry's smallest 100 switicher. Measuring only 5" x 3.3" x 1.5", thigiss delivers up to 100 watts of
continuous power, or 120 watt peak power, from tonfeur 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#8QGwvatts of output power but being une
to accommodate a larger unit. The US100 fits instio@e 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 ooszed 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 se



The UP300 series consists of economical, highieffiy, open frame switchers that deliver up to @@fits of continuous, or 325 watts of
peak power, from one to two outputs. The 115/230\6AM- selectable input allows them to be useddwide. On-board EMI filtering is a
standard feature. Flexibility options include a egypower fail/power good signal, and an isolated @utput. The UP300 is also available as
the SP300 series, which is jumper selectable betd&d and 230VAC and provides the OEM an even raocomomical solution. This prodt
can be used in network switching systems or otle@tr®nic systems where a lot of single outputentrsuch as 5, 12, 24, 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 mountintes)S250 series.

The US350 series is a full-featured unit that have@ power factor correction and was designedetéiddd-configurable by the Company's
international and domestic sales channels. Thisifeallows the stocking distributor to lower itsyéntory costs but still maintain the requi
stock to rapidly provide power supplies with théque combination of output voltages required byOd&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 signal.

The newest product developed by the Company ifJfie 150 series. The UPF 150 is an open- frame isavitihat delivers up to 150watts of
continuous power from one to four outputs. The UBB is endowed with power factor correction andas£B EMI filter, making the series
particularly well-suited for those customers segjlinto the international market place.

The Company also produces two products designatéueakD series in a 150 watt and 200 watt prodlinese designs were licensed in
1987, and amended in 1990, under a licensing agneewith KDK Electronics. They are still offeredrfeale but are expected to continue to
decline as a percentage of Digital Power's reverles licensing agreement with KDK Electronicsaasended, provides that KDK
Electronics will be paid a royalty equal to 5% be first $20 million total sales of the KD serigsqucts with the royalty decreasing on sales
over that amount. Further, in the event total hiséb sales of KD products reach $20 million, tHédbK Electronics will be granted a stock
option to purchase 100,000 shares of Digital P@@mmon stock for $3.50 per share with Digital Bopaying the exercise price.

In connection with litigation involving KDK Electracs and the Company, on September 3, 1998, thep@ayrentered into a Technology
Transfer Agreement with KDK Electronics. Under teems of the Technology Transfer Agreement, the gamy acquired from KDK
Electronics the technology and right to sell in finieire products that may be derived under the 1@87sing agreement, as amended,
between KDK Electronics and the Company. For tlipiisition of the technology and future sales rigintd settlement ¢



litigation, the Company issued 35,000 shares afatamon stock and will pay $150,000 in $7,000 miynplayments, beginning in October
1998. "See Item 3. Legal Proceedings."

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

Electrical (power): Paralleled power supplies fd#{) redundancy, hot swapability, output OR'ingddis, AC input receptacle with fuse,
external EMI filter, on/off switch, cabling and awectors, and battery backup with charger.

Electrical (control and monitoring): AC power fdiétect signal, DC output(s) OK signal, inhibit, puit voltage margining, and digital control
interface.

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

These services incorporate one of the Companyés firasiucts along with additional enclosures, cabkemblies, and other electronic
components to arrive at a power subassembly. Tiwtegy matches with those OEMS wishing to redbe& tvendor base, as the turnkey sub-
assembly allows customers to eliminate other vendor

Other than certain fabricated parts such as pricitedit boards and sheet metal chassis whichea@ily available from many suppliers, the
Company uses no custom components. Typically, typplgers are qualified for every component, with #xception being one line
transformer manufactured by Spitznagel. This tranmsér is designed into one of the Company's pradudtich accounted for less than 10%
of the Company's total sales in 1998.

Manufacturing Strategy

Consistent with its product flexibility strategiet Company aims to maintain a high degree of fiétibn its manufacturing processes in
order to respond to rapidly changing market coadgi With few exceptions, the competitive naturéhefpower supply industry has placed
continual downward pressure on selling prices.rifeonto achieve low cost manufacturing with a laimbensive product, manufacturers have
the option of automating much of the labor outhdit product, or producing their product in a I@ldr cost environment. Given the high
fixed costs of automation and the resistance tlaisgs on making major product changes, Digital Rdveéieves that its flexible
manufacturing strategy is best achieved througiglalyhvariable cost of operation. In 1986, the Camyp established a wholly-owned
subsidiary in Guadalajara, Mexico to assembleritslpcts. This manufacturing facility performs mé&kr management, sub-assembly, final
assembly, and test functions for the majority & @ompany's power supply products. Currently, atrabh®f the Company's manufacturing,
including its value-added services, is done at,ad®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 facliltityated 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 manufactwappyoximately 15% of its product
requirements through Fortron/Source and expedtgtease these production levels due to



advantages achieved through Chinese procuremeatCdmpany believes that the facility in China coenpénts its manufacturing facility in
Guadalajara, Mexico since the facility in Chinaals the Company to produce power supplies withicefft lead time at lower costs, while
the Guadalajara facility will continue to manufaetpower supplies that need a quick turnaroundaification.

Sales, Marketing and Customers

During 1998, the Company had revenues of $18,783%4d a net loss of $570,588 compared to reverfu®k80884,259 and net income of
$1,400,790 during fiscal year 1997.

Digital Power markets its products through a nekngadrthirteen domestic and one Canadian independenufacturers' representatives. Each
representative organization is responsible for rgangpsales in a particular geographic territoryn@ally, the representative has exclusive
access to all potential customers in the assigereidary and is compensated by commissions at 5%ebfales after the product is shipped,
received, and paid for by the customer. Typicalither the Company or the representative orgawizatiay terminate the agreement with 30
days' written notice.

In certain territories, the Company has enteren agreements with 23 stocking distributors who ang resell the Company's products. For
the fiscal years ended December 31, 1998 and t¥&vibutor sales accounted for 26.07% and 44.&#pectively, of the Company's total
sales. Over this same period, one distributor atealfor 13% and 24.9%, respectively, of total salle addition, international sales through
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 daitsn notice. Although these agreements may bmiteated by either party in the event
a stocking distributor decides to terminate itseagnent with the Company, the Company believesttiaatuld be able to continue the sale of
its products through direct sales to the custoroktise stocking distributor. Further, and in gehestocking distributors are eligible to return
25% of their previous sixnonths' sales for stock rotation. For the pagalyears, stock rotations have not exceeded oceref total sale:

The Company has also entered into agreements lwitk private label customers who buy and reselCibiapany's products. Under these
agreements, the Company sells its products torikiatp label company who then resells the prodwitts its label to its customers. The
Company believes that these private label agreensxmiand its market by offering the customer arsg¢cource 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 five years. For ylears ended December 31, 1998 and 1997, privagédales accounted for 8.0% and 13.9%,
respectively, of total sales.

The Company's promotional efforts to date haveuhetl product data sheets, feature articles in jpadedicals, 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 indu-specific mail list.



The Company's products are warranted to be frelefefcts for a period ranging from one to two ydays date of shipment. No significant
warranty returns were experienced in either 1998987. As of December 31, 1998, the Company's whrmr@serve was $305,000.

Competition

The merchant power supply manufacturing industhyigbly fragmented and characterized by intensepatition. The Company's
competition includes over 500 companies locatedutinout the world, some of whom have advantagestbeeCompany in terms of labor
and component costs, and some of whom may offetysts comparable in quality to those of the Comp&mwytain of the Company's
competitors, including Artesyn Technologies, InmowW merged with Zytec Corporation), ASTEC Ameriaagd Lambda Electronics, have
substantially greater fiscal and marketing resaiered geographic presence than does the Compahg. Gompany continues to be
successful in increasing its revenues, competitag notice and increase competition for the Comjsazystomers. The Company also faces
competition from current and prospective custornmgrs may decide to design and manufacture internlypower supplies needed for their
products. Furthermore, certain larger OEMs tencbtatract only with larger power supply manufactardris factor could become more
problematic to the Company if consolidation treirdthe electronics industry continue and some ef@tMs to whom the Company sells its
products are acquired by larger OEMs. To remainpmiitive, management believes that the Company oamdtnue to compete favorably on
the basis of value by providing advanced manufaajuechnology, offering superior customer senaod design engineering services,
continuously improving quality and reliability lelge and offering flexible and reliable delivery sclules. The Company believes it has a
competitive position with its targeted customerowieed a high-quality, compact product which cangaglily modified to meet the
customer's unique requirements. However, therdearo assurance that the Company will continu@topete successfully in the power
supply market.

Research and Development

The Company's research and development effortgramarily directed toward the development of neanskard 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 whedalize in various areas, including
component and materials engineering and electroetiEghesign 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 toga¢rditures for research and development were $1828 and $866,787 for the years
ended December 31, 1998 and 1997, respectivelyreamdsented 7.46% and 4.59% of the Company'sretahues for the corresponding
periods.

Employees

As of December 31, 1998, the Company had approgimad0 full-time employees, with 255 of these emypld at its wholly-owned
subsidiary Poder Digital located in Guadalajaraxide, and 50 employed by Gresham Power. The empbygéDigital Power's Mexican
operation are members of a national Iz



union, as are most employees of Mexican compafles Company has not experienced any work stoppatgather of its facilities and
believes its employee relations are good.

Guadalajara, Mexico Facility and Foreign Currency Huctuations

The Company produces substantially all of its poslat 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 signegiexyear contract with the union representing thelegees. In 1997, the Company entered
into a "turnkey" manufacturing contract with a méuiurer located in China to produce its produatan attempt to reduce its dependence on
its Mexican facility. At this time the purchasembducts from the manufacturer located in Chinaants for approximately 15% of revenues
and requires advance scheduling which affects tiragany's ability to produce products quickly. Hoeevf 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 mdyeasely affect the Company's financial operations.

Further, the Guadalajara, Mexico facility condutgdinancial operations using the Mexican peso @nesham Power conducts its financial
operation using the United Kingdom pound. Therefdtee to financial conditions beyond the controlief Company, the Company is subject
to monetary fluctuations between the U.S. dollaexiMan peso, and United Kingdom pound. During fid€®8, the Company lost $37,771 as
a result of currency fluctuations.

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 uncertainfib® Company's actual results may differ
materially from the results discussed in the fovmoking statements. Factors that might cause autifference include, but are not limited
to, those discussed below and elsewhere in thtrep

Customer Concentration

Traditionally, the Company has relied on a limitetmber of customers for growth and increase irss&ler the fiscal year ended December
31, 1997, one OEM accounted for 24.9% of the Coryigdntal revenues which subsequently ceased psestduring the fourth quarter of
1997. See "Management's Discussion and Analydiaor of Operation.” For the year ended Decembei 248, one OEM customer
accounted for 13% of the Company's total revente.ldss of any major OEM customers may have anradwdfect on the Company's
revenues.

$3 Million Credit Facility

The Company has entered into a $3 million crediiifg with San Jose National Bank. As of Decem®g&r 1998, approximately $1.6 million
was outstanding. The credit facility bears intebested upon the lender's pril



rate, is due June 15, 1999, and is secured by #ledCompany's assets. Under terms of the loageagent, the Company is in technical
default requiring that the Company be profitableaaquarterly basis and maintain certain debt tgitde net worth ratios. The Company has
obtained a wavier of the covenants from the barmkwéter, in the event the Company continues to Ipeafitable, no assurance can be given
that the bank will continue to waive the covenantsenew the Company's loan.

Dependence on Computer and Other Electronic Equipimdustries; 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 changsept#scence, and large fluctuations in product deim@inese industries are characterized by
intense competition and a demand on OEMSs serviegetimarkets for increased product performanceamer Iproduct prices. Given this
industry environment in which they operate, OEM%ensimilar demands on their suppliers, such aftrmapany, for increased product
performance and lower product prices. Thus, inomad®e successful, the Company must properly asimselopments 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 equipmedustries, in general, or any of the Compamgagor customers or their products, in
particular, could have a material adverse effedhenCompany's results of operations. In additibe,computer industry is inherently volati
Recently, certain segments of the computer and efbetronic industries have experienced a softgimirdemand for their products. Althou
this has not materially affected the Company'sarusts, in the event that it affects all segmenthefcomputer and other electronic
industries, the growth of the Company could be eshig affected.

Dependence on Guadalajara, Mexico Facility; ForeigiCurrency 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 distributiorhéefCompany believes that it has a good workindiogiship with its employees in
Guadalajara, Mexico and has signed a five-yearaontvith the union representing the employees.Gbmpany has also entered into a
"turnkey" manufacturing contract with a manufactdogated in China to produce its products in damapt to reduce its dependence on its
Mexican facility. At this time the purchase of pumtis from the manufacturer located in China acctortapproximately 15% of revenues
and requires advance scheduling which affects tiragany's ability to produce products quickly. Hoeevthe Company may manufacture
more of its products utilizing the Chinese manufest. In the event that there is an unforeseemligm at the Guadalajara production plant
or with the Chinese manufacturer, such disruptiay tmave an adverse effect on the Company's atilitieliver its products and may
adversely affect the Company's financial operations

Dependence Upon Key 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 ofodilye Company's key personnel, particularly Ro@erSmith, Chief Executive Officer,
could have a material adverse effect on the Condpdmugsiness, financial condition, and operatingltesThe Company has "key person" life
insurance policies on Mr. Smith



the aggregate amount of $2 million. The Compang hiss an employment agreement with Mr. Smith.
Dependence on Suppliers

In order to reduce dependence on any one suptileeCompany attempts to obtain two suppliers feheamponent of its products.
However, for one line transformer in its produbge Company is dependent on a single supplier. Gilyrehis product accounts for less than
10% of the Company's total sales. Although the Camgpwill seek to find other manufacturers of tramsfers for this product, unanticipated
shortages or delays in these parts may have amsaedeffect on the Company's results of operations.

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 apprtsdyr®500 square feet of leased office, reseanchdevelopment space in Fremont,
California. The Company pays $5,890 per month,exttlip adjustment, and the lease expires on Ja31a3001. The Company's
manufacturing facility is located in 16,000 squimet of leased space in Guadalajara, Mexico. Thagamy pays approximately $3,500 per
month, subject to adjustment, and the lease expirésbruary 2001. Gresham Power leases approxdyrzied00 square feet for its location
in Salisbury, England. Gresham Power pays renppfaimately

(pound)17,500 per quarter, and the lease will exBeptember 26, 2009. Gresham Power is currengigtiaging to enter into a new lease w
the landlord. The Company believes that its exgstatilities are adequate for the foreseeable éutund has no plans to expand them.

Item 3. Legal Proceedings.

On April 20, 1998, the Company was served with@gaint in the Superior Court of California in afwd the County of Santa Clara (Case
No. CV773108) by KDK Electronics, Inc. In its comapit, KDK Electronics alleged breach of contracisappropriation of trade secre
fraud, and negligent misrepresentation in connaatiith, among other things, the Company's allegddre to pay KDK Electronics royalties
on sales of products that were allegedly derivethfKDK Electronic's designs, and for failure toliss00,000 shares of the Company's
Common Stock based on revenues from those prod(ots.Electronic's complaint seeks economic damagegpproximately $300,000,
punitive and exemplary damages, injunctive rebgprneys' fees and costs.

In connection with litigation involving KDK Electrics and the Company, on September 3, 1998, thep@ayrentered into a Technology
Transfer Agreement with KDK Electronics. Under teams of the Technology Transfer Agreement, the @amyg acquired from KDK
Electronics the technology and right to sell in timire products that may be derived under the 1@8rsing agreement, as amended,
between KDK Electronics and the Company. For



acquisition of the technology and future salestsgind settlement of litigation, the Company iss8&®00 shares of its common stock and
will pay $150,000 in $7,000 monthly payments, bagig in October 1998. Further, under the termsefdettiement agreement, each party
bore its own expenses.

On March 17, 1998, a lawsuit was filed by Ignac@éhcia against the Company in the Superior Cdusota Clara County (No.
CV772665) alleging deceit and breach of contracthe complaint, Mr. Valencia alleged that in 1988, Valencia moved his family to
Guadalajara, Mexico on reliance that he would bexpnesident of Poder Digital S.A. de C.V. ("Podgettie Company's wholly-owned
subsidiary and would receive forty percent of thefifs of Poder. Mr. Valencia claimed lost wages$62,000 and lost stock options of
$350,000 and punitive damages.

On February 12, 1999, the Company settled the lawsin Mr. Valencia. Under the terms of the satilent, the Company paid Mr. Valencia
$16,110 and will provide Mr. Valencia employment §ix months at the hourly rate of $18.50, 40 hqasweek. Mr Valencia's term of
employment will end on August 13, 1999. In conrmattvith the settlement, Mr. Valencia dismisseddtéém with prejudice.

Item 4. Submission of Matters to a Vote of Securityolders.
None

PART Il
Item 5. Market for Common Equity and related Stockiolder Matters.
(a) Comparative Market Prices

Digital Power's Common Stock and Redeemable ComBtock Purchase Warrants are listed and tradedeoAnterican Stock Exchange
("AMEX") under the symbols DPW and DPW+, respediiv®rior to being listed and traded on AMEX, DaiPower's Common Stock and
Redeemable Common Stock Purchase Warrants weesltoadthe NASDAQ SmallCap Market. The followinglesbset forth the high and
low closing sale prices, as reported by AMEX antd&iSDAQ SmallCap Market, for Digital Power's Comm8tock and Warrants for the
prior two fiscal years.

Common Stock

Period Low High
Quarter ending December 31, 1998 $ 1.38 $2.94
Quarter ending September 30, 1998 $ 1.63 $5.44
Quarter ending June 30, 1998 $ 4.25 $6.69

Quarter ending March 31, 1998 $ 5.75 $7.00



Common Stock

Period Low High
Quarter ending December 31, 1997 $ 6.25 $9.75
Quarter ending September 30, 1997 $ 9.63 $11.38
Quarter ending June 30, 1997 $ 7.50 $10.25
Quarter ending March 31, 1997 $ 5.25 $8.50

Redeemable Common Stock Purchase Warrants

Period Low High
Quarter ending December 31, 1998 $ .13 $ .63

Quarter ending September 30, 1998 $ .25 $.94

Quarter ending June 30, 1998 $ .75 $2.19
Quarter ending March 31, 1998 $ 1.00 $2.25
Quarter ending December 31, 1997 $ 1.69 $4.63
Quarter ending September 30, 1997 $ 4.50 $6.13
Quarter ending June 30, 1997 $ 2.88 $5.00
Quarter ending March 31, 1997 $ 1.50 $3.75

(b) Holders

As of December 31, 1999, there were 2,771,435 sharBigital Power common stock outstanding, heldpproximately 124 holders of
record, not including shareholders whose sharebeltein street name. As of the same date, there 828,090 warrants outstanding, with
approximately 68 holders of record, not includingriantholders whose warrants are held in streeenam

(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 dividentte foreseeable future. The
declaration of dividends in the future will be étdiscretion of the Board of Directors and wilpdad upon the earnings, capital
requirements, and financial position of the Company

Item 6. Management's Discussion and Analysis or Pheof Operation.

Overview

The Company designs, develops, manufactures, arkktaalectronic power supplies for use in conumegrelectric power into a form suitable
for the operation of electronic circuitry. Revenags generated from the sale of



Company's power supplies to OEMs in the computdrather electronic equipment industries.

In January 1998, the Company acquired certain ass&resham Power. Similar to Digital Power, GeeslPower designs, manufactures and
distributes switching power supplies, uninterrulgtipower supplies and frequency converters foctremercial and military markets. As a
result of the acquisition of Gresham Power, the gamy's Consolidated Balance Sheet, Consolidatadrémts of Income, Consolidated
Statement of Stockholders' Equity and Consolid&adements of Cash Flows for the year ended DeaeBihd 998, include the financial
statements of Gresham Power from January 22, 188&late of acquisition.

Results of Operations

The table below sets forth certain statements efaifons data as a percentage of revenues foretms g¥nded December 31, 1998 and 1997.

Years Ended December 31

1998 1997
Revenues 100% 100%
Cost of goods sold 78.89 73.90
Gross margin 21.11 26.10
Selling, general and administrative 16.73 8.44
Engineering and product development 7.46 4.59
Total operating expense 24.19 13.03
Operating income (3.08 ) 13.07
Net interest expense 1.14 A1
Translation loss .20 A1
Income (Loss) before income taxes (4.42 ) 12.85
Provision (Benefit) for income taxes (1.37 ) 5.43
Net (Loss) Income (3.05 %) 7.42%

The following discussion and analysis should bel ieaconnection with the Company's Consolidatedfaial Statements and the notes
thereto and other financial information includesies¥here in this repoi



Year Ended December 31, 1998, Compared to Year End@®ecember 31, 1997
Revenues

Revenues for the fiscal year ended December 38, 188re $18,733,470 which represented a decreahEx0f 789, or approximately 1%,
from revenues of $18,884,259 for the year endeceBber 31, 1997. The decrease in revenues was hoarily to the loss of the Company's
largest customer which accounted for approxima2dly@% of the Company's revenues during 1997. Tédsedse in total revenues was offset
by an increase in revenues of $7,002,041 from @Gradhower which was acquired in January 1998.

Gross Margins

Gross margins were 21.11% for the year ended DeeeBih 1998 compared to 26.10% for the fiscal pealed December 31, 1997. This
decrease in gross margins can be primarily ateibt an increase in cost of goods sold due t@ @iosion of inventory, the write off certain
slow moving inventory, and the increase in warraegerves.

Selling, General and Administrative

Selling, general and administrative expenses iseay $1,540,446 to $3,134,211 for the year ebasmember 31, 1998, from $1,593,765
for the fiscal year ended December 31, 1997. Ofrtbeease, $1,289,006 is attributed to Gresham PdWbe other additional increase is
primarily related to an increase in provision ofllskebts and for professional fees.

Engineering and Product Development

Engineering and product development expenses wieB9%,816 for the year ended December 31, 199&yapared to $866,787 for the year
ended December 31, 1997. Of the increase, $28@s5i#ributed to Gresham Power. The other additiotaease can be attributed to
expenses related to the development of the UPR&8@nother new product and to the settlementigétion involving KDK Electronics.

Interest Expense

Net interest expense was $220,894 for the yeardeDdeember 31, 1998, compared to $21,542 for the geded December 31, 1997. T
increase in interest expense is primarily due ¢togased borrowings of approximately $1,700,000ctuae Gresham Power in January 1998.

Translation Loss

The primary currency of the Company's subsidiande? Digital, is the Mexican peso and for Greshawét, the United Kingdom pound.
During 1998, the Company experienced a transldtiss of $37,771 primarily related to Poder Dig#taperations using Mexican pesos,
compared with a translation loss of $19,846 in 1!



(Loss) Income Before Income Taxes

The Company incurred a loss of ($828,588) beforerime taxes during 1998 compared to income befaanie taxes of $2,426,790 in 1997.
This substantial decrease, as discussed aboveueas the loss of the Company's largest customangithe end of 1997, softness in the
power supply market, and erosion of the Compangsggmargin, and increased research and developrespenses.

Income Tax

For the year ended December 31, 1998, the Compeahai income tax benefit of $258,000 due to its819 loss compared to tax expense
of $1,026,000 for the year ended December 31, 1997.

Net (Loss) Income

Net loss was ($570,588) in 1998 compared to nenrecof $1,400,790 in 199
The Company does not believe that its businessaisanal.

Liquidity and Capital Resources

Through December 31, 1998, the Company fundedoiésations primarily through revenues generated foperations, and bank borrowings.
As of December 31, 1998, the Company had cash astdequivalents of $867,607 and working capité®001,316. This compares with
cash and cash equivalents of $2,205,299 and woddpgal of $7,050,144 at December 31, 1997. Theedee in working capital for the ye
ended December 31, 1998, is primarily due to then@amy's loss and borrowings to acquire Gresham P@esh provided by (used in)
operating activities for the Company totaled $16,86d $(80,252) for the year ended December 318 2488 1997, respectively. Cash use
investing activities of $3,500,586 during 1998 dstesl of primarily expenditures for the purchas¢hef assets of Gresham Power. During
1997, cash used in investing activities amountepB&8,825 from the purchase of production andrtgstguipment. For the year ended
December 31, 1998, cash flow from financing adggitincluded proceeds from borrowings of $2,366,8d€et by proceeds of $95,350 from
the exercise of warrants and stock options and paysof $300,505 on borrowings. During the yearérdecember 31, 1997, the
Company's line of credit and bank loans, other therESOP, were paid in full.

The Company is a guarantor of a $500,000 term ¢panted to the Company's employee stock ownersaip(FESOP"). The balance
outstanding of $184,919 related to this term |leaimé¢luded in the total amount of the Company'kHbzorrowings as of December 31, 1998,
stated in the preceding paragraph. The loan isrddene 2001, and bears interest at 8.5% per anRtoneeds from the loan were used to
acquire the Company's common stock by the ESORciBal and interest on the loan will be paid by B&OP through contributions made by
the Company to the ESOP in the amount of approxty&8,852 per month. This amount will be a montttiarge to expense.

Impact of the Year 2000 Issue. The Year 2000 Isstlee result of computer programs being writteingi$wo digits rather than four to define
the applicable year. Any of the Company's, orifgmiers' and customers' computer programs thag date-sensitive software may recognize
a date using "00" as the year 1900 rather thagehe 2000. This could result in system failure



miscalculations causing disruptions of operatiorcduiding, among other things, a temporary inabtfityprocess transactions, send invoice:
engage in similar normal business activities.

The Company upgraded its software at a cost ofthess$10,000 and has been informed by its sugpliext such software is Year 2000
compliant. The software from these suppliers iglisenmajor areas of the Company's operations ssdbrdinancial, sales, warehousing and
administrative purposes. The Company has no infgrganerated software. The Company believes thaf #s hardware is Year 2000
compliant. In connection with the acquisition ofeGham Power, the Company has determined that GneBbwer's existing software will n
be Year 2000 compliant, and has acquired new hasdared software to address the Year 2000 issueagtaf approximately $150,000 to
make Gresham Power Year 2000 compliant. The Comaatigipates that Gresham Power will complete tis¢ailation of hardware and
software during the first part of 1999. Other ti@resham Power, and after reasonable investigatierCompany has not yet identified any
other Year 2000 problem but will continue to monitee issue. However, there can be no assuranaeththYear 2000 problem will not
occur with respect to the Company's computer system

The Company and its subsidiaries intend, but hateet, initiated formal communications with sigoént suppliers and large customers to
determine the extent to which those third parfegkire to remedy their own Year 2000 Issues waudterially effect the Company and its
subsidiaries. In the event that the Company resdivdications from its suppliers and large custantieat the Year 2000 Issue may materially
effect their ability to conduct business, the Compwill seek contingency plans such as finding otrendors that are Year 2000 complian
increase its inventory of supplies or parts in #@napt to ensure smooth operations until such veodo remedy the problem.

Impact of Recently Issued Standards

In June 1998, the Financial Accounting Standardsr@dssued Statement of Financial Accounting Stadsldo. 133 (FASB133),
"Accounting for Derivative Instruments and Hedgigtivities." This statement is effective for fisggars beginning after June 15, 1999.
Earlier application is encouraged; however, the Gamy does not anticipate adopting FASB133 untiffibeal year beginning January 1,
2000. FASB133 requires that an entity recognizeéalivatives as assets or liabilities in the staenof financial position and measure those
instruments at fair value. The Company does natbelthe adoption of FASB133 will have a mateniapact on assets, liabilities or equity.
The Company has not yet determined the impact B33 on the income statement or the impact on ceingmsive income.

FASB132, "Employers' Disclosures About Pensions@titer Postretirement Benefits" and FASB134, "Acting for Mortgage-Backed
Securities Retained After the Securitization of Mage Loans Held for Sale by a Mortgage BankingEpmise" were issued in 1998 and are
not expected to impact the Company's future fir@rstatement disclosures, results of operationdiaadcial position.

Item 7. Financial Statements.

The financial statements of the Company, includivgnotes thereto and report of the independerntaadhereon, are attached hereto as
exhibits as page number-1 through I-26.



Item 8. Changes in and Disagreements with Accountéon Accounting and Financial Disclosure.
None.
PART Il

Item 9. Directors, Executive Officers, Promoters ad Control Persons; Compliance with Section 16(a) dhe Exchange Act of the
Registrant.

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

Item 11. Security Ownership of Certain Beneficial @vners 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 Transans.

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 "Certain Relatigmshind Related Transactions.” The Proxy Statemidrienvfiled within 120 days of the
Company's fiscal year end.

Item 13. Exhibits and Reports on Form 8-K.

(@) Exhibits
3.1 Amended and Restated Articles of Incorporat ion of Digital Power
Corporation(1)

3.2  Amendment to Articles of Incorporation(1)

3.3 Bylaws of Digital Power Corporation(1)

4.1 Specimen Common Stock Certificate(2)

4.2  Specimen Warrant(1)

4.3 Representative's Warrant(1)

10.1 Revolving Credit Facility with San Jose Nat ional Bank(1)
10.2 KDK Contract(1)



10.3 Agreement with Fortron/Source Corp.(1)

10.4 Employment Agreement With Robert O. Smith(2 )

10.5 1997 Stock Option Plan(1)

10.6 Gresham Power Asset Purchase Agreement(3)

10.7 1998 Stock Option Plan

10.8 Technology Transfer Agreement with KDK Elec tronics(4)
10.9 Loan Commitment and Letter Agreement

10.10 Promissory Note
21.1 List of Subsidiaries of Issuer

(1) Previously filed with the Commission on Octolié; 1996, to the Company's Registration Stateimeftorm SB-2.

(2) Previously filed with the Commission on DecemBg1996, to the Company's Pre-Effective AmendniNmtl to Registration Statement
on Form SB-2.

(3) Previously filed with the Commission on Febguar 1998, to the Company's Form 8-K.

(4) Previously filed with the Commission with iteff 10-QSB for the quarter ended September 30,.1998

(b) Reports on Form 8-K

None.



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

/sl Robert O. Smith

Robert O. Smith,
Chief Executive Officer

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

Signatures Date

/sl Robert O. Smith April 12, 1999

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

/s/ Philip G. Swany April 12, 1999

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

/s/ Robert J. Boschert April 12, 1999

Robert J. Boschert, Director

/sl Scott C. McDonald April 10, 1999

Scott C. McDonald, Director

April __, 1999
Thomas W. O'Neil, Jr., Director

/sl Chris Schofield April 12, 1999

Chris Schofield, Director
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INDEPENDENT AUDITOR'S REPORT
To the Stockholders and Board of Directors Digralver Corporation and Subsidiaries Fremont, Catliéor

We have audited the accompanying consolidated balsineet of Digital Power Corporation and Subsieliaas of December 31, 1998, and
the related consolidated statements of operatemmprehensive income (loss), stockholders' eqaitg, cash flows for the years ended
December 31, 1998 and 1997. These financial stattsnage the responsibility of the Company's managen®©ur responsibility is to express
an opinion on these consolidated financial statésnieased on our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardsedhat we plan and perform the audit
to obtain reasonable assurance about whethemthedial statements are free of material misstaterdenaudit 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 statetegeferred to above present fairly, in all matenégpects, the financial position of Digital
Power Corporation and Subsidiaries as of Decembget @98, and the results of their operations aeit ttash flows for the years ended
December 31, 1998 and 1997, in conformity with galieaccepted accounting principles.

/sIHEIN + ASSOCIATES LLP

HEIN + ASSOCIATES LLP
Certified Public Accountants

Orange, California
March 12, 1999



DIGITAL POWER CORPORATION AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEET

DECEMBER 31,

1998
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 867,607
Accounts receivable - trade, net of
allowance for doubtful accounts of $292,000 3,560,038
Income tax refund receivable 392,646
Other receivables 103,042
Inventories, net 4,864,520
Prepaid expenses and deposits 55,264
Deferred income taxes 385,605
Total current assets 10,228,722
PROPERTY AND EQUIPMENT, net 1,402,233
EXCESS OF PURCHASE PRICE OVER NET ASSETS
ACQUIRED, net of amortization of $133,117 1,319,073
DEPOSITS 40,791
TOTAL ASSETS $ 12,990,819

LIABILITIES AND STOCKHOLDERS' EQUITY

CURRENT LIABILITIES:

Notes payable $ 2,206,846
Current portion of long-term debt 115,476
Current portion of capital lease obligations 63,131
Accounts payable 1,246,855
Accrued liabilities 1,595,098
Total current liabilities 5,227,406
LONG-TERM DEBT, less current portion 69,443
CAPITAL LEASE OBLIGATIONS, less current portion 114,156
OTHER LONG-TERM LIABILITIES 35,043
DEFERRED INCOME TAXES 26,000
Total liabilities 5,472,048
COMMITMENTS AND CONTINGENCIES (Notes 7, 9, 12, 13, and 14) -
STOCKHOLDERS' EQUITY:
Preferred stock issuable in series, no par valu e,
2,000,000 shares authorized, no shares issu ed and
outstanding. -
Common stock, no par value, 10,000,000 shares authorized,
2,771,435 shares issued and outstanding 9,012,679
Warrants 60,776
Additional paid-in capital 218,335
Accumulated deficit (1,859,528)
Unearned employee stock ownership plan shares (184,919)
Accumulated other comprehensive income 271,428
Total stockholders' equity 7,518,771
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $ 12,990,819

See accompanying notes to these consolidated falatatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

FOR THE YEARS ENDED DECEMBER 31,

1998 1997

REVENUES $ 18,733,470 $ 18,884,259
COST OF GOODS SOLD 14,778,103 13,955,529

Gross margin 3,955,367 4,928,730
OPERATING EXPENSES:

Engineering and product development 1,397,816 866,787

Marketing and selling 1,561,803 665,235

General and administrative 1,572,318 928,530

Total operating expenses 4,531,937 2,460,552
INCOME (LOSS) FROM OPERATIONS (576,570) 2,468,178
OTHER INCOME (EXPENSE):

Interest income 16,074 47,415
Interest expense (236,968) (68,957)
Translation loss (37,771) (19,846)
Gain on disposal of assets 6,647 -

Other income (expense) (252,018) (41,388)
INCOME (LOSS) BEFORE INCOME TAXES (828,588) 2,426,790
INCOME TAX (BENEFIT) PROVISION (258,000) 1,026,000
NET INCOME (LOSS) $ (570,588) $ 1,400,790
NET INCOME (LOSS) PER COMMON SHARE:

Basic $ (.21) $ .54
Diluted $ (.21) $ 41

See accompanying notes to these consolidated falastatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LO SS)
FOR THE YEARS ENDED DECEMBER 31, 1998 and 1997

FOR THE YEARS ENDED DECEMBER 31,

1998 1997

NET INCOME (LOSS) $ (570,588) $ 1,400,790

OTHER COMPREHENSIVE INCOME ITEMS, before tax
Foreign currency translation adjustments 36,234
Additional compensation expense for
income tax purposes related to the

exercise of stock options 79,869 397,506
COMPREHENSIVE INCOME (LOSS), before tax (454,485) 1,798,296
INCOME TAX EXPENSE RELATED TO ITEMS OF

COMPREHENSIVE INCOME (41,503) (200,678)
COMPREHENSIVE INCOME (LOSS), net of tax $ (495988) $ 1,597,618

See accompanying notes to these consolidated falatatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY
FOR THE YEARS ENDED DECEMBER 31, 1998 and 1997

COMMON STO

SHARES AM

BALANCES, January 1, 1997

Sale of common stock and

warrants, net of expenses 150,000 4
Exercise of stock options 55,500
Exercise of warrants 125,710 6
Contribution to the ESOP -
Compensation recognized upon

issuance of warrants -
Income tax benefit arising from

the exercise of employee -

stock options
Net income -

2,363,275 $7,6

BALANCES, December 31, 1997 2,694,485 8,8
Exercise of stock options 35,750
Exercise of warrants 6,200
Stock issued for legal 35,000

settlement
Contribution to the ESOP -
Compensation recognized upon
issuance of warrants -
Income tax benefit arising from
the exercise of employee -
stock options
Foreign currency translation
adjustment -
Net loss -

BALANCES, December 31, 1998 2,771,435 $9,0

PAID-IN  ACCUMULATED E
WARRANTS CAPITAL DEFICIT

30,246

84,122
99,900
42,221

$ 66,875 $ 136,399 $(2,689,730) $ (46

8,256 - -
(13,671) - -
- - - 13
- 35903 -

- - 1,400,790

56,489
64,350

31,684
60,156

61,460 172,302 (1,288,940) (32

(684) - -

(570,588)

12,679

$ 60,776 $ 218,335 $(1,859,528) $ (18

SH

ACCUMULATED TOTAL
OTHER STOCK-
SOP COMPREHENSIVE HOLDERS'
ARES INCOME  EQUITY

1,128) $ - $4,682,662
- - 492,378
- - 99,900
- - 628,550
5,705 - 135,705
- - 35,903
- 196,828 196,828

- - 1,400,790

5,423) 196,828 7,672,716
- - 64,350
- - 31,000
- - 60,156
140,504
- - 46,033
- 38,366 38,366

- 36234 36234
- - (570,588)

4,919) $271,428 $7,518,771




DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED DECEMBER 31,

1998 1997
CASH FLOWS FROM OPERATING ACTIVITIES:
Net income (loss) $ (570,588) $ 1,400,790
Adjustments to reconcile net income (loss) to n et cash
provided by (used in) operating activities:
Depreciation and amortization 423,655 174,047
Gain on disposal of assets (6,647) (18,678)
Deferred income taxes (287,927) -
Warranty expense 140,000 30,000
Inventory reserve 230,000 (100,000)
Contribution to ESOP 140,504 135,705
Bad debt expense 50,000 65,000
Compensation cost recognized upon
issuance of warrants 46,033 35,903
Income tax 38,366 196,828
Foreign currency translation adjustment 37,771 19,846
Stock issued for legal settlement 60,156 -
Changes in operating assets and liabilities:
Accounts receivable 614,453 (601,480)
Income tax refund receivable (392,646) -
Other receivables 173,507 (43,310)
Inventories 434,597 (1,036,860)
Prepaid expenses 73,986 (100,515)
Other assets (23,531) 168
Accounts payable (1,950,562) 281,916
Accrued liabilities 743,896 (519,612)
Other long-term liabilities 35,043 -
Net cash provided by (used in)
operating activities 10,066 (80,252)
CASH FLOWS FROM INVESTING ACTIVITIES:
Acquisition of Gresham Power Electronics (3,370,293) -
Purchase of property and equipment (156,707) (388,825)
Proceeds from sale of assets 26,414 -
Net cash used in investing activities (3,500,586) (388,825)

(continued)



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

(Continued)
FOR THE YEARS ENDED DECEMBER 31,
1998 1997
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from sale of common stock and warrants $ - $ 492,378
Proceeds from exercise of stock options and war rants 95,350 728,450
Principal payments on long-term debt (140,504) (271,185)
Principal payments on capital lease obligations (7,310) (13,406)
Proceeds from notes payable 2,366,846 1,990,964
Principal payments on notes payable (160,000) (3,188,294)
Net cash provided by (used in) financing ac tivities 2,154,382 (261,093)
EFFECT OF EXCHANGE RATE CHANGES ON CASH (1,537) (19,846)
NET DECREASE IN CASH AND CASH EQUIVALENTS (1,337,675) (750,016)
CASH AND CASH EQUIVALENTS, beginning of period 2,205,282 2,955,298
CASH AND CASH EQUIVALENTS, end of period $ 867,607 $ 2,205,282
SUPPLEMENTAL CASH FLOW INFORMATION:
Cash payments for:
Interest $ 233,982 $ 74,874
Income taxes $ 289,872 $ 1,017,402
NON-CASH INVESTING AND FINANCING ACTIVITIES:
Acquisition of equipment through capital leases $ 166,396 $ -

See accompanying notes to these consolidated falastatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. ORGANIZATION AND NATURE OF OPERATIONS:

Digital Power Corporation ("DPC"), and one of ithally owned subsidiaries Poder Digital, S.A. de Q'WD"), which is located in
Guadalajara, Mexico, are engaged in the designufaature and sale of switching power supplies.

On January 26, 1998, DPC acquired the assets andhad certain liabilities of Gresham Power Eledt®ma division of Gresham Lion
Technology Ltd., a European corporation, througiewly-formed subsidiary Digital Power Limited ("DBL(See Note 3.) DPL is also
engaged in the design, manufacture, and sale ¢dlswg power supplies.

DPC, PD, and DPL are collectively referred to as"tGompany".
2. SIGNIFICANT ACCOUNTING POLICIES:

Principles of ConsolidationFhe consolidated financial statements includeatt@munts of the Company and its wholly owned suéseas. All
significant intercompany accounts and transactiawe been eliminated in consolidation.

Statements of Cash Flows - For purposes of themagits of cash flows, the Company considers dllyilipuid debt instruments purchased
with an original maturity of three months or legsbe cash equivalents.

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

Property and Equipment - Property and equipmenstated at cost. Depreciation of equipment andtfunais calculated using the straight-
line method over the estimated useful lives (ragdiom 5 to 10 years) of the respective assetsseleald improvements are amortized over
the shorter of their estimated useful life or thert of the lease. The cost of normal maintenandegpairs is charged to operations as
incurred. Material expenditures which increaselifiesof an asset are capitalized and depreciated the estimated remaining useful life of
the asset. The cost of fixed assets sold, or otherdisposed of, and the related accumulated diegimtor amortization are removed from
the accounts, and any resulting gains or lossesefleeted in current operations.

Excess of Purchase Price Over Net Assets AcquiEeatess of purchase price over net assets acqii®eddwill") represents the purchase
price in excess of the fair value of the net assktbe acquired business and is being amortizedyuke straight-line method over its
estimated useful life of ten years. The carryinlyeas evaluated at least annually. The Compangidens current facts and circumstances,
including expected future operating income and ¢asts to determine whether it is probable that @inment has occurred.

Income Taxes - The Company accounts for incomestarder the liability method, which requires redtign of deferred tax assets and
liabilities for the expected future tax consequenaevents that have been included in the findistéements or tax returns. Under this
method, deferred tax assets and liabilities arerdeénhed based on the difference between the fiahatatements and tax basis of assets and
liabilities using enacted tax rates in effect fog fear in which the differences are expectedverse.



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Revenue Recognition - Sales revenue is recognitesh\the products are shipped to customers, ingudistributors. Customers receive a
one or two-year product warranty and certain si@elstributors are subject to a limited right efurn. The Company provides a reserve for
estimated warranty costs and a reserve for estihpateduct returns.

Foreign Currency Translation - Assets and lialeditof the Company's foreign subsidiaries are tad@dlinto U.S. dollars at yeand exchanc
rates. Income and expense items are translategeige exchange rates prevailing during the ydae.r€sulting translation adjustment for
DPL is recorded as accumulated other compreheirgteene, a component of stockholders equity. Bec®B@perates in a country with a
highly inflationary economy, any translation adjustt is included in the results of operations.

Earnings Per Share - Basic earnings per sharedegllilution and is computed by dividing incomesg§pavailable to common stockholders
by the weighted average number of common sharasamaling for the period. Diluted earnings per shaflects the potential dilution that
could occur if securities or other contracts taiéssommon stock were exercised or converted imanton stock or resulted in the issuance of
common stock that then shared in the earningseoéthity. Common stock equivalents for the yeairep®ecember 31, 1998 were anti-
dilutive and excluded in the earnings per sharemdation.

Accounting Estimates - The preparation of finanstatements 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 upaméer of significant estimates including the wkmce for doubtful accounts,
technological obsolescence of inventories, theneggd useful lives selected for property and eqaiprand goodwill, realizability of deferr:

tax assets, allowance for sales returns, and wigrraserve. Due to the uncertainties inherent énestimation process, it is at least reasonably
possible that these estimates will be further exVis the near term and such revisions could beniaat

Impairment of Long-Lived Assets - In the event tfaatts and circumstances indicate that the costngf-lived assets may be impaired, an
evaluation of recoverability would be performedatf evaluation is required, the estimated futuidisgounted cash flows associated with the
asset would be compared to the asset's carryingmtnm determine if a write-down to market valued@counted cash flow value is required.

Stock-Based Compensation - The Company has elezfetlow Accounting Principles Board Opinion Nd,2'Accounting for Stock Issued
to Employees" (APB25) and related interpretatianadcounting for its employee stock options. Inoadance with FASB Statement No. 123
"Accounting For Stock-Based Compensation" (FASB1#8 Company will disclose the impact of adopting fair value accounting of
employee stock options. Transactions in equityrimsents with non-employees for goods or serviceg f@en accounted for using the fair
value method prescribed by FASB1:



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Concentrations of Credit Risk - Credit risk reprasahe accounting loss that would be recognize¢deateporting date if counterparties failed
completely to perform as contracted. Concentrataresedit risk (whether on or off balance sheb#ttarise from financial instruments exist
for groups of customers or groups of counterpartiesn they have similar economic characteristies Would cause their ability to meet
contractual obligations to be similarly effecteddhanges in economic or other conditions. In acacd with FASB Statement No. 105,
"Disclosure of Information about Financial Instrumewith Off-Balance-Sheet Risk and Financial lmstents With Concentrations of Credit
Risk," the credit risk amounts shown, in Note 13 nat take into account the value of any collateradecurity.

Fair Value of Financial Instruments - The estimdgdvalues for financial instruments under FASBt8ment No. 107, "Disclosures about
Fair Value of Financial Instruments," are deterrdiaédiscrete points in time based on relevant etarkormation. These estimates involve
uncertainties and cannot be determined with pratisi

The following methods and assumptions were usedtimating the indicated fair values of the Compmfigancial instruments:
Cash and cash equivalents: The carrying amounbajpates fair value because of the short matufithase instruments.

Long-+term and other debt: The fair value of the Compadgbt is estimated based on current rates oftertrde Company for similar debt a
approximates carrying value.

Comprehensive Income - The Company has adoptegitlaacial Accounting Standards Board Statemenirdrieial Accounting Standards
No. 130, "Reporting Comprehensive Income" (FASB18#SB130 defines comprehensive income as all absimgstockholders' equi
exclusive of transactions with owners, such astahjpivestments. Comprehensive income includesnteime or loss and changes in certain
assets and liabilities that are reported directlgquity, such as, translation adjustments on tnvessts in foreign subsidiaries, difference in
recognition of compensation expense for books \eetaxifor employee stock options, and certain charg minimum pension liabilities.

Impact of Recently Issued Standards - In June 1®@8Financial Accounting Standards Board issueteBtent of Financial Accounting
Standards No. 133 (FASB133), "Accounting for Detiwa Instruments and Hedging Activities". This staent is effective for fiscal years
beginning after June 15, 1999. Earlier applicatsoencouraged; however, the Company does not pateadopting FASB133 until the fiscal
year beginning January 1, 2000. FASB133 requirasah entity recognize all derivatives as asselisbitities in the statement of financi
position and measure those instruments at fairevdlhe Company does not believe the adoption ofBA88 will have a material impact on
assets, liabilities or equity. The Company hasyetidetermined the impact of FASB133 on the incetaéement or the impact on
comprehensive income.

FASB132, "Employers' Disclosures about PensionsGthér Postretirement Benefits" and FASB134, "Actimg for Mortgage-Backed
Securities Retained after the Securitization of fgage Loans Held for Sale by a Mortgage BankingeEpmise" were issued in 1998 and are
not expected to impact the Company's future fir@rstatement disclosures, results of operationdiaadcial position



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Reclassifications - Certain reclassifications hiagen made to the prior year's consolidated findstiéements to conform with the current
presentation. Such reclassifications had no effeaiet income (loss).

3. ACQUISITION:

In January 1998, the Company entered into an agreetn acquire certain assets and assume cedaitities of Gresham Power Electronics,
a division of Gresham Lion Technology Ltd., a Eweap Corporation. The total purchase price includioguisition costs was $3,370,293
with $1,452,190 being allocated to excess of pwsetmice over net assets acquired.

Gresham Power Electronics had no material actfeityl 998 prior to the acquisition, therefore th&eiments presented for the year ended
December 31, 1998 resemble those that would bersirow pro forma. The following presents unaudjteal forma information as if the
acquisitions described above occurred on Januar99z7:

FOR THE YEAR ENDED
DECEMBER 31, 1997

Revenue $ 21,895,259
Operating income (loss) $ 2,530,178
Net income (loss) $ 1,393,790
Basic income per common share $ .54
Diluted income per common share $ 41

4. INVENTORY:

Inventory consists of the following as of DecemBgy 1998:

Raw materials $ 4,448,871
Work-in-process 829,967
Finished goods 232,182
5,511,020
Allowance for obsolescence (646,500)



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
5. PROPERTY AND EQUIPMENT:

Property and equipment consist of the followingpBBecember 31, 1998:

Machinery and equipment $ 1,338,278
Office equipment and furniture 752,934
Leasehold improvements 500,341
Transportation equipment 117,093
2,708,646

Accumulated depreciation and amortization (1,306,413)
$ 1,402,233

6. ACCRUED LIABILITIES:

Accrued liabilities consist of the following as B&cember 31, 1998:

Accrued payroll and benefits $ 430,314
Accrued commissions and royalties 243,894
Accrued warranty and product return expense 383,291
Income taxes payable 163,884
Other 373,715

$ 1,595,098

7. NOTES PAYABLE:
Notes payable consist of the following at Decengiigr1998:

Revolving line of credit agreement with a finandigtitution. Interest payable monthly at the bankime rate, 7.75% at December 31, 1998.
$ 1,590,000

Advances under factoring agreement 616,846

The revolving line of credit agreement providesborrowings up to 80% of eligible accounts recelgaplus 20% of inventory or $500,000,
whichever is less, not to exceed a total of $3 @00, Under the terms of the agreement, the Comjsamaguired to maintain certain ratios ¢
be in compliance with other covenants. At Decen#ierl 998, the Company was not in compliance wittag® covenants. Subsequent to
December 31, 1998, the Company received a waiver the financial institution with regards to thdtems.

In February 1998, DPL entered into an agreemefatdior its accounts receivable at a discount 03%8% plus interest at the rate of 2% above
Lloyds Bank Base Rate per annum (8.25% at DeceBhet998). The factor may maintain a reserve of 25%e outstanding balance on
accounts factored. As of December 31, 1998, the &acount of accounts factored was $822,



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

8. LONG-TERM DEBT:

As of December 31, 1998, long-term debt consistethd&mployee Stock Ownership Plan loan, for whighcurrent portion equaled
$115,476 and the long-term portion equaled $69,848.Note 14 for details.

Aggregate maturities of long-term debt are duelews:

YEARS ENDING

DECEMBER 31, AMOUNT
1999 $ 115,476
2000 69,443

$ 184,919

9. CAPITAL LEASE OBLIGATIONS:

The Company leases certain equipment and vehiddsriagreements classified as capital leases. @dtetthese assets related to the leases
is $224,557 and accumulated depreciation amour#i8a562 at December 31, 1998.

The future minimum lease payments are as follows:

YEARS ENDING

DECEMBER 31, AMOUNT
1999 $ 68,327
2000 46,631
2001 34,785
2002 26,798
2003 13,398
Total future minimum lese payments 189,939
Less amount representing interest (12,652)
Present value of net minimum lease payments 177,287
Less Current portion (63,131)
$ 114,156

10. STOCKHOLDERS' EQUITY:

COMMON STOCK

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

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

proceeds of $492,37



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
PREFERRED STOCK

The preferred stock has one series authorizedp80Ghares of Series A cumulative redeemable cthlepreferred stock ("Series A"), and
an additional 1,500,000 shares of preferred staskieen authorized, but the rights, preferencaslgges and restrictions on these shares has
not been determined. DPC's Board of Directors iB@ized 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 preferimtkst

STOCK OPTIONS

The Company has issued non-qualified options cogetD4,922 shares exercisable at $.50 per shamn ldpuance, the Company recorded
compensation expense for the difference betweeaxbeeise price and the fair market value of theéentying common stock of $1.80 per
share. Such options expire in 2003. At Decembed 838, 86,900 of such options were outstanding.

In May 1993, the Company issued options to purcB83e500 shares of its common stock at $1.80 pmesiSuch options are subject to a
four-year vesting plan. The exercise price of $80share approximated the fair market valueatitite of grant. During the years ended
December 31, 1998 and 1997, 12,500 and 55,500 ctgely, of such options were exercised. 167,00D@se options are outstanding at
December 31, 1998. During the year ended Decenthek@®7, 2,500 of such options were forfeited.

In May 1996, the Company adopted the 1996 Stocko®glan covering 513,000 shares. Under the plenCompany can issue either
incentive or non-statutory stock options. The pdtéhe options granted pursuant to the plan vatlloe less than 100% of the fair market
value of the shares on the date of grant. The boladitectors will decide the vesting period of thytions, if any, and no option will be
exercisable after ten years from the date gramtechediately thereafter, the Company issued optiormirchase 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 their terms,
conditions and restrictions. During the years eridedember 31, 1998 and 1997, 1,000 and 19,000cbf gptions were forfeited. During the
year ended December 31, 1998, 23,250 of such aphine exercisel

On January 2, 1997, the Company granted 100,000nspto purchase the Company's stock to the pretsafehe Company, in accordance
with his employment agreement. The exercise pri&5at375 per share was equal to the fair markietevan the date of grant. These options
were repriced in November 1998 to the fair markatie of $2.3125.

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 msethe Company's stock. The options vest oveaty&he options were repriced in
November 1998 to the fair market value of $2.3I2%ing the years ended December 31, 1998 and #9000 and 8,000, respectively,

such options were forfeite



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

On November 4, 1997, the Company granted 10,0006raptvith an exercise price of $7.125 per sharaechvivas equal to the fair market
value on the date of grant, to an employee, tohage the Company's stock. The options vest ovea#syat 25% per year. During the year
ended December 31, 1998, all 10,000 of the optioere forfeited.

On January 2, 1998, the Company granted 100,000nspto purchase the Company's stock to the pretsafehe Company, in accordance
with his employment agreement. The exercise prfick6®875 per share was equal to the fair markletevan the date of grant. On November
5, 1998, these options were repriced to $2.312%ias equal to the fair market value on that date

On January 12, 1998, the Company granted 229,008nspto purchase the Company's stock under thé $88ck Option Plan to certain
employees. The exercise price was $6.1250, whichegaal to the fair market value on the date afitgiEhe options vest over 5 years at 2
per year starting in the second year. On Novemp&8%8, the options were repriced to the currentnfiarket value of $2.3125 per share.
During the year, 76,400 options were forfeited.

During the year ended December 31, 1998, the Coyngaamted 60,000 options to purchase the Compainek to it's three outside directc
The exercise price ranged from $6.00 to $6.25 ppares which was equal to the fair value on the daggant. The options vest after one year.

In February 1998, the Company adopted the 199&Sdption Plan covering 240,000 shares. Under tha,ghe Company can issue either
incentive or non-qualified stock options. The eigqrice of the options granted pursuant to the plill not be less than 100% of the fair
market value of the shares on the grant date. €kting period of the options will be determinecdity compensation committee of the Board
of Directors, if any, and no options will be exsatle after ten years from the date of grant. Imately thereafter, the Company granted
124,940 options to purchase the Company's stottietemployees of DPL at an exercise price of $6I28.options vest over 5 years at 25%
per year starting in the second year. On Novemp£898, the options were repriced to the curreninfiarket value of $2.3125 per share. As
of December 31, 1998, 7,760 options had been fedei

In July 1998, the Company granted 25,000 optionsutchase stock to an employee under the 1998 &ptikn Plan. The exercise price was
$4.00 per share, which equaled the market prich@mulate of grant. The options vest over 5 yeaP&% per year starting in the second year.
On November 5, 1998, the options were repricetiécctrrent fair market value of $2.3125 per sh
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The following table sets forth activity for all ophs:

AVERAGE
EXERCISE PRICE
NUMBER PER SHARE

OUTSTANDING, January 1, 1997 597,400 $ .50 - $1.80
Granted 138,000 5.80
Forfeited (27,000) 3.23
Exercised (55,500) 1.80
BALANCE, December 31, 1997 652,900 2.41
Granted 538,940 2.74
Forfeited (99,160) 2.79
Exercised (35,750) 1.80
BALANCE, December 31, 1998 1,056,930 $ 2.19

At December 31, 1998 options to purchase 690,1&feshwere exercisable at prices ranging from ®a%1.80 per share. The remaining
366,780 shares become exercisable as follows:

WEIGHTED
NUMBER OF AVERAGE
YEAR ENDING DECEMBER 31, SHARES EXERCISE PRICE
1999 60,000 $ 6.13
2000 77,695 2.31
2001 77,695 2.31
2002 77,695 2.31
2003 73,695 2.31
366,780 $ 2.94
If not previously exercised the outstanding optiasiisexpire as follows:
WEIGHTED
NUMBER OF AVERAGE
YEAR ENDING DECEMBER 31, SHARES EXERCISE PRICE
2003 253,900 $ 1.36
2004 - -
2005 - -
2006 232,250 1.80
2007 116,000 2.31
2008 454,780 2.82
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WARRANTS

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

AVERAGE
EXERCISE PRICE
NUMBER PER SHARE
OUTSTANDING, January 1, 1997 850,000 $ 4,99
Sold 75,000 5.00
Granted 15,000 6.75
Exercised (125,710) 5.00
BALANCE, December 31, 1997 814,290 5.02
Granted 30,000 7.00
Exercised (6,200) 5.00
BALANCE, December 31, 1998 838,090 $ 5.09

Compensation cost related to the warrants grawtedutside services amounted to $46,033 and $35@0Be years ended December 31,
1998 and 1997, respectively. The warrants expieetiyears after the grant date.

PROFORMA INFORMATION

As stated in Note 2, the Company has not adopteébihvalue accounting prescribed by FASB123 fopkyees. Had compensation cost for
stock options or warrants issued to employees detrmined based on the fair value at grant datevierds in 1998 and 1997, consistent
with the provisions of FASB123, the Company's nebime (loss) and net income (loss) per share woale been reduced to the proforma

amounts indicated below:

1998 1997
Netincome (loss) $ (1,472, §é4) $ ----- 115-9540
Net income (loss) per cor;r;;;l_s;_a_r;:“ o
Basic ( 59) % .45
Diluted ::;:::T: .:5:9:) $ 34

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 @fttie vesting period. The weighted-average faueaf the options on the grant date was
$2.74 and $5.80 per share for 1998 and 1997, réselyc The following assumptions were used forrgsain 1998 and 1997: average rfs&e
interest rates of 5.6% and 5.8%, respectively; etquklives of five years and two years, respectiviividend yield of 0%; and expected

volatility of 69.3% and 56.8%, respective



11. NET INCOME (LOSS) PER COMMON SHARE:
The following represents the calculation of nebime (loss) per common share:

FOR THE YEARS ENDED

1998 1997
BASIC

Net income (loss) $ (570,588) $ 1,400,790
Less - preferred stock dividends - -
Net income (loss) applicable to common

shareholders $ (570,588) $ 1,400,790
Weighted average number of common shares 2,726,631 2,577,889
Basic earnings (loss) per share $ (.21) $ .54

DILUTED

Net income (loss) available to common

shareholders $ (570,588) $ 1,400,790
Preferred stock dividend - -
Net income (loss) available to common

shareholders plus assumed conversion  $ (570,588) $ 1,400,790

Weighted average number of common shares 2,726,631 2,577,889
Common stock equivalent shares representing
shares issuable upon exercise of stock

options - 487,237
Common stock equivalent shares representing
shares issuable upon exercise of warrants - 355,252

Weighted average number of shares used in
calculation of diluted income (loss)
per share 2,726,631 3,420,378

Diluted earnings (loss) per share $ (.21) $ 41
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12. COMMITMENTS:
LEASES

The Company leases its office space in Califormimanufacturing facility in Guadalajara, Mexicoddhe facility and certain equipment in
the UK under operating leases. The total futureimmim lease payments are as follows:

YEARS ENDING DECEMBER 31,

1999 $ 24 9,964
2000 24 3,602
2001 13 7,316
2002 12 1,724
2003 11 6,270
Thereafter 66 7,063
$ 1,53 5,939

Lease payments on the manufacturing facility in Meyare to be made in Mexican Pesos. Lease payroartte facility and equipment in t
UK are to be made in GB pound-sterling. The ab@hedule was prepared using the conversion ratifdoteat December 31, 1998. Changes
in the conversion rate will have an impact on tleenPany's required minimum payments and its opegagsults.

Rent expense was $243,154 and $117,341 for 199838 respectively.
ROYALTY AGREEMENT
The Company had a royalty agreement with a thirtypan various products, and any derivatives frombase design of these products.

In April 1998, the third party filed a lawsuit agat the Company related to this agreement. Thisuéwas settled in September 1998. In
exchange for the release of all future obligationder the royalty agreement, the Company agrepdy®150,000 and issue 35,000 shares of
common stock. The shares were issued upon the afdke agreement. The $150,000 is due in instailtsmthrough June 2000. As of
December 31, 1998, the Company had paid $34,00Gtallments, the remaining $116,000 is includeddaorued liabilities.

EMPLOYMENT AGREEMENT

The Company has an employment contract with itsiBeat/CEO which terminates on December 31, 199@etthe 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 business day of each January
during the term of his contract options to acqui®®,000 shares of Common Stock at the lower of etar&lue per share as of such date o
average per share bid price for the first six metithginning from the date of grant of this optiBimally, pursuant to the employment
contract, in the event there is a change in couofrthe Company, the employee shall be grantedeayiear consulting contract at $200,000
year.
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13. SIGNIFICANT CONCENTRATIONS OF CREDIT RISK, MATODCUSTOMERS AND OTHER RISKS AND UNCERTAINTIES:

Sales to unaffiliated customers of the Company'€ Bgment represented more than 10% of the Congoaetysales for 1998 and 1997 and
were as follows (customers A & D are distributors):

CUSTOMER 1998 1997
A 13% 25%
B 8% 14%
C - 24%
D 10% 5%

The Company operates primarily in one industry:rttemufacture and sale of switching power supph@&sancial instruments that subject the
Company to credit risk consist primarily of accaurgceivable. The Company frequently sells largentjties of inventory to its customers.
December 31, 1998, approximately $2,171,560 or 66%e Company's net accounts receivable were due fen customers.

As of December 31, 1998, the Company maintaineld icabanks that was approximately $666,208 in exoéshe federally insured limit.
14. EMPLOYEE BENEFIT PLANS:
401(K) PROFIT SHARING PLAN

The Company has a 401(k) profit sharing plan (fPlari") covering substantially all employees of DEGgible employees may make
voluntary contributions to the Plan, which are rhatt by the Company at a rate of $.25 for each $dod@ibuted, up to a maximum of six
percent of eligible compensation. The Company ¢sm make discretionary contributions. The Compamglenmatching contributions to the
Plan of $17,073 and $19,625 for 1998 and 1997 etsely. The Board of Directors of DPC elected twomake a discretionary contribution
to the Plan for 1998 or 1997.

The Company's subsidiary DPL, has a group pergmraion plan covering substantially all of its eoygles. Eligible employees may make
voluntary contributions to the plan. The Compani} @antribute 7% of the employees basic annualrgdtathe plan. Contributions are
charged to operations as incurred. The Company m@teibutions totaling $50,145 to the plan for tlear ended December 31, 1998.

EMPLOYEE STOCK OWNERSHIP PLAN

The Company also has an employee stock ownership(giie "ESOP") covering substantially all emplayeeDPC. The Company can make
discretionary contributions of cash or company lstf@s defined in the ESOP plan document) up to ckitale limits prescribed by the Internal
Revenue Code
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Effective June 13, 1996, the ESOP obtained a $800d@an guaranteed by the Company for the purpbaequiring common stock of the
Company from existing stockholders. The loan bedesest at 8.5% per annum and requires monthlyneays of principal and interest of
$8,852 through June 2001. The balance at Decenihdi938 was $184,919. Immediately upon the fundintdpe loan, the ESOP purchased
approximately 154,000 shares of the Company's camstark from existing shareholders. The Compamgdsiired to contribute amounts to
the plan to sufficiently cover the debt paymentsni@ibutions to the plan in 1998 and 1997 were $dBband $179,416, respectively.

In accordance with the AICPA Statements of Posi@igf6 entitled "Employers Accounting for Employgeck Ownership Plans”, the
Company has recorded the loan as debt on its beibks corresponding charge to stockholders' equity

15. INCOME TAXES:
Income tax expense (benefit) is comprised of thievidng:

FOR THE YEARS ENDED

1998 1997
Current
Federal $ (32,135) $ 808,978
State (59,543) 235,700
Foreign 121,000 -
29,322 1,044,678
Deferred
Federal (233,865) (15,135)
State (53,457) (3,543)
Foreign - -
(287,322) (18,678)
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The components of the net deferred tax asset ahtlitly recognized as of December 31, 1998 areksws:
Current deferred tax assets (liabilities):

Accounts receivable, principally due to

allowance for doubtful accounts 114,393
Compensated absences, principally due to
accrual for financial reporting purposes 36,049
Accrued commissions 22,520
Inventory reserve 192,662
Warranty reserve 122,421
Stock rotation liability 24,083
Accrued settlement 60,749
Accrued other 31,458
Book compensation for stock options 79,034
Effect of change in account method (219,186)
UNICAP 23,895
State taxes (11,550)
476,528
Valuation allowance (90,923)
Net current deferred tax asset $ 385,605
Long-term deferred tax assets (liabilities):
Net operating loss carryforwards $ 6,002
Depreciation (32,002)
Net long-term deferred tax liability $ (26,000)

Total income tax expense differed from the amouantaputed by applying the U.S. federal statutoryrédgs to pre-tax income as follows:

FOR THE YEARS ENDED

1998 1997
Total expense (benefit) computed by applying
the U.S. statutory rate (34.0%) 34.0%

Permanent differences .8 .2

State income taxes (13.5) 8.0
Tax effect resulting from foreign activities 7.4 (.4)
Change in valuation allowance 10.8 -
Change in beginning balance of deferred asset (8.2) -
Effect of IRS examination 5.4 -
Other .6 5

(30.7%)  42.3%
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16. ACCUMULATED OTHER COMPREHENSIVE INCOME BALANCES

Accumulated other comprehensive income consistiseofollowing as of December 31, 1998:

Compens ation Accumulated
relate dto Other
Foreign Currency exerci se of Comprehensive
Iltems stock o ption Income
Beginning Balance $ - % 1 96,828 $ 196,828
Current-period change 36,234 38,366 74,600
$ 36234 $ 2 35,194 $ 271,428
17. FOURTH QUARTER ADJUSTMENTS AND TRANSACTIONS:
During the fourth quarter of 1998, the Company ggiped certain expenses as follows:
Additional allowance for inventory obsolescence $ 260,000
Additional allowance for doubtful accounts 85,000
Additional accrual for warranty expense 140,000
Additional accruals for litigation settlements 222,166
Accruals for severance payments 51,746
Total $ 758,912
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18. SEGMENT REPORTING:

The Company has identified its segments based itpgeographic operations. These segments areseqezl by each of the Company's
individual legal entities: DPC, PD and DPL. Segmafdrmation is as follows:

1998

DPC PD DPL Eliminations Totals
Revenues $11,681,979 $ 49,450 $7, 002,041 $ - $18,733,470
Intersegment
Revenues $ 94,223 $ 2,541,720 $ - $(2,635943) $
Interest
Income $ 114,686 $ -8 - $ (98,612) $ 16,074
Interest
Expense $ 163,344 $ 3,867 $ 168,369 $ (98,612) $ 236,968
Depreciation
and
Amortization $ 164,548 $ 26,780 $ 232,327 % - $ 423,655
Income Tax
Expense
(Benefit) $ (378,983) $ - $ 120,983 $ - $ (258,000)
Net Income
(loss) $ (634,896) $ (52,312) $ 116,620 $ - $ (570,588)
Segment
Assets $10,999,046 $ 602,425 $5, 501,699 $(4,112,351) $ 12,990,819

Expenditures
for Segment
Assets $ 34182 $ 76,185 $ 212,736 % - $ 323,103
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1997

DPC PD DPL Eliminations Totals
Revenues $18,846,381 $ 37,878 $ - 8 - $18,884,259
Intersegment
Revenues $ - $ 2,891,664 $ - $(2,891,664) $ -
Interest
Income $ 47415 $ - $ - $ - $ 47,415
Interest
Expense $ 61892 $ 7,065 $ - $ - $ 68,957
Depreciation
and
Amortization $ 145,237 $ 28,810 $ - 8 - $ 174,047
Income Tax
Expense $ 1,026,000 $ - % -8 - $ 1,026,000
Net Income  $ 1,373,473 $ 27,317 $ - $ - $ 1,400,790
Segment
Assets $10,363,939 $ 551,466 $ - $ (452,951) $10,462,454

Expenditures
for Segment
Assets $ 274,075 $ 114750 $ - $ - $ 388,825




Exhibit 10.7

DIGITAL POWER CORPORATION
1998 STOCK OPTION PLAN

1. PURPOSE; DEFINITIONS.

1.1 Purpose. The purpose of the Plan is to attreiztin, and motivate officers, employees, constdteand directors of the Company by giv
them the opportunity to acquire Stock ownershithenCompany.

1.2 Definitions. For purposes of the Plan, thedwihg terms shall have the following meanings:

1.2.1 "Administrator" shall mean the Compensatiam@ittee referred to in Section 4 in its capac#yadministrator of the Plan in
accordance with Section 4.

1.2.2 "Board" shall mean the Board of Directorshaf Company.

1.2.3 "Code" shall mean the Internal Revenue C6d®86, as amended from time to time.

1.2.4 "Company" shall mean Digital Power Corpomati@ California corporation, or its subsidiary.
1.2.5 "Director" shall mean a member of the Board.

1.2.6 "Effective Date" shall have the meaning eetfin
Section 2.

1.2.7 "Eligible Person" shall mean, in the casthefgrant of an Incentive Stock Option, all empkxyef the Company, and in the case of a
Non-qualified Stock Option, any director (includinglgector who is also a member of the Compensatiomi@ittee), officer, or employee of
or consultant to the Company.

1.2.8 "Fair Market Value" shall mean the value lelished by the Administrator for purposes of gnagtOptions under the Plan.
1.2.9 "Grant Date" shall mean the date of grarargf Option.

1.2.10 "Incentive Stock Option" shall mean an Optiathin the meaning of Section 422 of the Code,dtvard of which contains such
provisions as are necessary to comply with thata®e



1.2.11 "Non-qualified Stock Option" shall mean gptiGn which is designated a Nonqualified Stock Opti

1.2.12 "Option" shall mean an option to purchasew@on Stock under this Plan. An Option shall beglesied by the Committee as either an
Incentive Stock Option or a Non-qualified Stock iOpt

1.2.13 "Option Agreement" shall mean the writtetimpagreement with respect to an Option.

1.2.14 "Optionee" shall mean the holder of an Qptio

1.2.15 "Plan” shall mean this Digital Power Corpiora1998 Stock Option Plan, as amended from tionténte.
1.2.16 "Stock" shall mean the Common Stock, novpare, of the Company, and any successor entity.

1.2.17 "Vesting Date" shall mean the date on whiclOption becomes wholly or partially exercisabedetermined by the Administrator in
its sole discretion.

2. EFFECTIVE DATE; TERM OF PLAN.

The Effective Date of this Plan shall be upon shalder approval of this Plan pursuant to Califor@@rporations Code ss.600, which shall
occur within 12 months of the date of Board apptoVhis Plan, but not Options already granted, Ideaminate automatically ten (10) years
after its adoption by the Board, unless terminat@dier by the Board under Section 13. No Optidradl$e granted after termination of this
Plan but all Options granted prior to terminatibialsremain in effect in accordance with their tarm

3. NUMBER AND SOURCE OF SHARES OF STOCK SUBJECT TBE PLAN.

Subject to the provisions of Section 8, the totahber of shares of Stock with respect to which @stimay be granted under this Plan is
240,000 shares of Stock. The shares of Stock cdu®rany canceled, expired, or terminated Optiotherunexercised portion thereof shall
become available again for grant under this Pl&e. §hares of Stock to be issued hereunder uponisgef an Option may consist of
authorized and unissued shares or treasury shares.

4. ADMINISTRATION OF THE PLAN.

This Plan shall be administered by the Compens&@mmmittee which shall consist of at least twort@mbers of the Board. The
"Administrator” shall mean the "Compensation Conteeit referred to in this Section 4 in its capaeisyadministrator of the Plan in
accordance with this Section 4. The Administratayrdelegate nondiscretionary administrative dutesuch employees of the Company i
deems proper. A majority of the members of the Camgption Committee shall be non-employee direatittin the meaning of Rule 16b-3
(b)(3)(i) of the Securities Exchange Act of 19



Subject to the express provisions of this Plan Atiinistrator shall have the authority to constamel interpret this Plan and any agreements
defining the rights and obligations of the Compang Optionees under this Plan; to further defimetéhms used in this Plan; to prescribe,
amend, and rescind rules and regulations relatirlge administration of this Plan; to determinedhbeation and purposes of leaves of absi
which may be granted to Optionees without congtitua termination of their employment for purposéthis Plan; and to make all other
determinations necessary or advisable for the adtration of this Plan.

Any decision or action of the Administrator in ceation with this Plan or Options granted or shafeStock purchased under this Plan shall
be final and binding. The Administrator shall netlable for any division, action, or omission resfing this Plan, or any Options granted or
shares of Stock sold under this Plan. The Boaghgtime may abolish the Compensation Committeerewneist in the Board the
administration of the Plan.

To the extent permitted by applicable law in effeo time to time, no member of the Compensatiom@ittee or the Board of Directors
shall be liable for any action or omission of atlyay member of the Compensation Committee or therdBof Directors nor for any act or
omission on the member's own part, excepting drdymiember's own willful misconduct or gross negligg arising out of or related to the
Plan. The Company shall pay expenses incurredraysatisfy a judgment or fine rendered or leviediast, a present or former director or
member of the Compensation Committee or Board yna&tion against such person (whether or not thegamy is joined as a party
defendant) to impose liability or a penalty on spehson for an act alleged to have been commitfesibh person while a director or mem
of the Compensation Committee or Board arising wapect to the Plan or administration thereofuirof membership on the Compensa
Committee or Board, or by the Company, or all or @@ambination of the preceding; provided, the dipeor Compensation Committee
member was acting in good faith, within what sugkaor or Compensation Committee member reasortadligved to have been within the
scope of his or her employment or authority, andafpurpose which he or she reasonably believéé ia the best interests of the Company
or its shareholders. Payments authorized herelindede amounts paid and expenses incurred inrggtihy such action or threatened act
The provisions of this section shall apply to tetate, executor, administrator, heirs, legateedgeuisees of a director or Compensation
Committee member, and the term "person" as us#ddrsection shall include the estate, executaniaidtrator, heirs, legatees, or devisee
such person.

5. GRANT OF OPTIONS; TERMS AND CONDITIONS OF GRANT.

5.1 Grant Of Options. One or more Options may la@igd to any Eligible Person. Subject to the exgpesvisions of the Plan, the
Administrator shall determine from the Eligible Bams those individuals to whom Options under tla Ptay be granted. Each Option so
granted shall be designated by the Administrataither a Non-qualified Stock Option or an Inceatitock Option.

Subject to the express provisions of this Plan Atieninistrator shall specify the Grant Date, thenfber of shares of Stock covered by the
Option, the exercise price, and the terms and ¢iondifor exercise of the Options. If the Admingdtr fails to specify the Grant Date, the
Grant Date shall be the date of the action taketh®yAdministrator to grant the Option. As soorpeacticable after the Grant Date, the
Company shall provide the Optionee with a writtgstion Agreement in the form approved by the Admnai®r, which set



out the Grant Date, the number of shares of Stogkred by the Option, the exercise price, andehmd and conditions for exercise of the
Option.

The Administrator may, in its absolute discretigrant Options under this Plan to an Eligible Pemabany time and from time to time before
the expiration of ten (10) years from the Effectivate.

5.2 General Terms And Conditions. Except as ottsmprovided herein, the Options shall be subjetitedollowing terms and conditions
and such other terms and conditions not incongistéh this Plan as the Administrator may impose.

5.3 Exercise Of Option. In order to exercise alhny portion of any Option granted under this PlEanOptionee must remain as an officer,
employee, consultant, or director of the Compamyi] the Vesting Date. The Option shall be exetgisan or after each Vesting Date in
accordance with the terms set forth in the Optigmegment.

5.4 Option Term. Each Option and all rights or gations thereunder shall expire on such date dstehdetermined by the Administrator,
but not later than ten (10) years after the grétih@ Option (five (5) years in the case of an htoee Stock Option when the Optionee owns
more than 10% of the total combined voting powealb€lasses of Stock of the Company), and shafiigect to earlier termination as
hereinafter provided.

5.5 Exercise Price. The Exercise Price of any @simall be determined by the Administrator, buti& case of Incentive Stock Options shall
not be less than 100% (110% in the case of an @giovho owns more than 10% of the total combinethgg@ower of all classes of stock of
the Company) of the Fair Market Value of the Stonkhe date the Incentive Stock Option is grarged, 100% of the Fair Market Value of
the Stock on the date the Non-qualified Stock Opisogranted.

5.6 Method Of Exercise. To the extent the righbtiocchase shares of Stock has accrued, Options enaydycised, in whole or in part, from
time to time in accordance with their terms by teritnotice from the Optionee to the Company statieghumber of shares of Stock with
respect to which the Option is being exercised,armmpanied by payment in full of the exercisegarPayment may be made in cash or
check.

5.7 Restrictions On Stock; Option Agreement. Attihee it grants Options under this Plan, the Cormgpaay retain, for itself or others, rights
to repurchase the shares of Stock acquired undedpiion, or impose other restrictions on suchesharhe terms and conditions of any such
rights or other restrictions shall be set forthha Option Agreement evidencing the Option. No @pshall be exercisable until after
execution of the Option Agreement by the Compard/tae Optionee.

5.8 Non-Assignability Of Option Rights. No Optionadl be transferable other than by will or by the/$ of descent and distribution. During
the lifetime of an Optionee, only the Optionee reagrcise an Optior



5.9 Exercise After Certain Events.

5.9.1 Termination as an employee, director, or gbast. If for any reason other than permanenttatal disability or death (as defined

below) an Optionee ceases to be employed by oe Bodonsultant or director of the Company, Optlugig at the date of such termination (to
the extent then exercisable) may be exercisedhisievor in part, at any time within three (3) man#iter the date of such termination or such
lesser period specified in the Option Agreement {fomo event after the earlier of (i) the expioatidate of the Option as set forth in the
Option Agreement, and (ii) ten years from the Gi2ate).

If an Optionee granted an Incentive Stock Optiomieates employment but continues as a consulianisor, or in a similar capacity to the
Company, Optionee need not exercise the Optionmititee months of termination of employment bualshe entitled to exercise within
three months of termination of services to the Canyp(one (1) year in the event of permanent digglit death). However, if Optionee does
not exercise within three (3) months of terminatidremployment, the Option will not qualify as arcéntive Stock Option.

5.9.2 Permanent disability and death. If an Op#onecomes permanently and totally disabled (wittinmeaning of section 22(e)(3) of the
Code), or dies while employed by the Company, oitendicting as an officer, consultant, or directbtte Company,(or, if the Optionee dies
within the period that the Option remains exerdsafter termination of employment or affiliatiotQptions then held (to the extent then
exercisable) may be exercised by the OptioneeDfitnee's personal representative, or by the paswhom the Option is transferred by
will or the laws of descent and distribution, inal&or in part, at any time within one (1) yeaeafhe disability or death or any lesser period
specified in the Option Agreement (but in no eetdfter the earlier of (i) the expiration date of thption as set forth in the Option Agreem:
and (ii) ten (10) years from the Grant Date).

5.10 Compliance With Securities Laws. The Compdrall siot be obligated to issue any shares of Stpda exercise of an Option unless
such shares are at that time effectively registerezkempt from registration under the federal sdeg laws and the offer and sale of the
shares of Stock are otherwise in compliance witagplicable securities laws. Upon exercising alhoy portion of an Option, an Optionee
may be required to furnish representations or uallergs deemed appropriate by the Company to enlbleffer and sale of the shares of
Stock or subsequent transfers of any interestéh shares to comply with applicable securities |asdences of ownership of shares of
Stock acquired upon exercise of Options shall begrlegend required by, or useful for purposesoofgliance with, applicable securities
laws, this Plan, or the Option Agreement evidentirggOption.

6. LIMITATIONS ON GRANT OF INCENTIVE STOCK OPTIONS.

6.1 One Hundred Thousand Dollars Rule. The aggedgait Market Value (determined as of the Granepat the Stock for which Incentive
Stock Options may first become exercisable by aptiddee during any calendar year under this Ptagether with that of Stock subject to
Incentive Stock Options first exercisable (othartlas a result of acceleration pursuant to Se8idny such Optionee under any other plan of
the Company, shall not exceed $100,(



6.2 Option Agreements. There shall be imposederGption Agreement relating to Incentive Stock Opsi such terms and conditions as are
required in order that the Option be an "incensiteek option” as that term is defined in sectio@ 42the Code.

6.3 Ten Percent Rule. No Incentive Stock Option tmagranted to any person who, at the time thentinee Stock Option is granted, owns
shares of outstanding Stock possessing more tranoi@he total combined voting power of all claseéStock of the Company, unless the
exercise price of such Option is at least 110%hefRair Market Value of the Stock (determined athefGrant Date) subject to the Option,
and such Option by its terms is not exercisabler dffte expiration of five (5) years from the GrBatte.

6.4 Non-Employees. No Incentive Stock Option magtanted to any person who is not an employeeeoCibmpany.
7. PAYMENT OF TAXES.

Upon the disposition by an Optionee or other perf@hares of an Option prior to satisfaction @& Holding period requirements of Section
422 of the Code, or upon the exercise of a Noalified Stock Option, the Company shall havertgkt to require such Optionee or such o
person to pay by cash, or check payable to the @agphe amount of any taxes which the Company Inearequired to withhold with
respect to such transactions. Any such payment baustade promptly when the amount of such obligatiecomes determinable. The
Administrator may, in lieu of such cash paymenthivold that number of shares sufficient to sat&sfgh withholding.

8. ADJUSTMENT FOR CHANGES IN CAPITALIZATION.

The existence of outstanding Options shall notcafffee Company's right to effect adjustments, riégbpations, reorganizations, or other
changes in its or any other corporation's capitaktfure or business, any merger or consolidatioy,issuance of bonds, debentures, prefe
or prior preference stock ahead of or affectingSteck, the dissolution or liquidation of the Comyp'a or any other corporation's assets or
business, or any other corporate act, whetherairtulthe events described above or otherwise eSuty Section 9, if the outstanding shares
of the Stock are increased or decreased in nunthidramged into or exchanged for a different nundoedind of securities of the Company or
any other corporation by reason of a recapitatiratieclassification, stock split, combination béges, stock dividend, or other event, an
appropriate adjustment of the number and kind ofisges with respect to which Options may be gedninder this Plan, the number and |
of securities as to which outstanding Options magkercised, and the exercise price at which sudsig Options may be exercised, will be
made.

9. DISSOLUTION, LIQUIDATION, OR MERGER.

9.1 Company Not The Survivor. In the event of a&dlistion or liquidation of the Company, a mergemsolidation, combination, or
reorganization in which the Company is not the sumg corporation, or a sale of substantially dltlee assets of the Company, any
outstanding Option shall become fully vested imrataly upon the Company's public announcement ofoaeyof the foregoing. The Board
of Directors shall determine, in its sole and ab&otliscretion, when the Company shall be deemsdrtdve for purpose



of this paragraph. If the Optionee does not exerttie entire Option within ninety (90) days, themfidistrator, in its sole and absolute
discretion, may, with respect to the unexercisetiqro of the Option:

9.1.1 cancel the Option upon payment to the Opémfean amount equal to the difference betweemrltgng price of the Stock underlying
the Option quoted the day before such liquidatiissolution, merger, consolidation, combinationfemrganization, and the exercise price of
the Option; or

9.1.2 assign the Option and all rights and oblagatiunder it to the successor entity, with all stights and obligations being assumed by the
successor entity.

9.2 Company Is The Survivor. In the event of a mergonsolidation, combination, or reorganizatiomvhich the Company is the surviving
corporation, the Board of Directors shall deterntime appropriate adjustment of the number and &frgkcurities with respect to which
outstanding Options may be exercised, and the isegpeice at which outstanding Options may be égedc The Board of Directors shall
determine, in its sole and absolute discretion,mthe Company shall be deemed to survive for p@pos this Plan.

10. CHANGE OF CONTROL.

If there is a "change of control" in the Companpatstanding Options shall fully vest immediatelyon the Company's public
announcement of such a change. A "change of cOrsinall mean an event involving one transaction ozlated series of transactions, in
which (i) the Company issues securities equal & 25 more of the Company's issued and outstanditiggy securities, determined as a
single class, to any individual, firm, partnersHipited liability company, or other entity, inclirdy a "group” within the meaning of SEC
Exchange Act Rule 13d-3, (ii) the Company issudsigosecurities equal to 25% or more of the issard outstanding voting stock of the
Company in connection with a merger, consolidat@mther business combination, (iii) the Compagéquired in a merger or other
business combination transaction in which the Comips not the surviving company, or

(iv) all or substantially all of the Company's assare sold or transferred. See Section 9 withestsp Options vesting upon the occurrence of
either of the events described in (iii) or (iv)thfs Section 10 and the result upon the non-exefishe Options.

11. SUSPENSION AND TERMINATION.

In the event the Board or the Administrator reabbnbelieves an Optionee has committed an act es€amduct, including, but not limited to,
those specified below, the Administrator may susp&e Optionee's right to exercise any Option graiereunder pending final
determination by the Board or the Administratotthé Board or Administrator determines that an @umée has committed an act of
misconduct, including, without limitation, an adtembezzlement, fraud, breach of fiduciary dutydeliberate disregard of the Company
rules, or if an Optionee makes an unauthorizedatisice of any Company trade secret or confideimfafrmation, engages in any conduct
constituting unfair competition, induces any Compaunstomer to breach a contract with the Companinduces any principal for whom the
Company acts as agent to terminate such agendioredhip, neither the Optionee nor his estate ¢



be entitled to exercise any Option hereunder. ®terthination of the Board or the Administrator $balfinal and conclusive.
12. NO RIGHTS AS SHAREHOLDER OR TO CONTINUED EMPL®NENT.

An Optionee shall have no rights as a shareholdérraspect to any shares of Stock covered by aio@pAn Optionee shall have no right to
vote any shares of Stock, or to receive distrimsgiof dividends or any assets or proceeds fronsaleeof Company assets upon liquidation
until such Optionee has effectively exercised tip¢idh and fully paid for such shares of Stock. 8abjo Sections 8 and 9, no adjustment
shall be made for dividends or other rights forehhthe record date is prior to the date title ®mshares of Stock has been acquired by the
Optionee. The grant of an Option shall in no waybestrued so as to confer on any Optionee thésrighcontinued employment by the
Company.

13. TERMINATION; AMENDMENT.

The Board may amend, suspend, or terminate thisd&lany time and for any reason, but no amendreaspension, or termination shall be
made which would impair the right of any personemany outstanding Options without such persomseot not unreasonably withheld.
Further, any amendment which materially increasedenefits accruing to participants under thisiBlaall be subject to the approval of the
Company's shareholders.

14. GOVERNING LAW.
This Plan and the rights of all persons underRtés shall be construed in accordance with andnaggigicable provisions of the laws of the

State of California
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San Jose National Bank
One North Market Street
San Jose, California 95113
Phone: (408) 947-7562
Fax: (408) 947-0362
e-mail: thebank@sjnb.com

June 11, 1998

Mr. Robert Smith, CEO
Digital Power Corporation
41920 Christy Street
Fremont, CA 94538

LOAN COMMITMENT AND LETTER AGREEMENT
Dear Mr. Smith:
We are pleased to confirm to you the following Gré&dcility subject to the terms and conditionsfeeth below:

I. PARTIES

Lender: San Jose National Bank ("Bank")
One North Market Street
San Jose, CA 95113

Borrower:  Digital Power Corporation ("Borrower ")
41920 Christy Street
Fremont, CA 94538

II.  CREDIT FACILITY

Type: Standard (Borrowing Base) line of cr edit having an inventory
subfeature.

Term: Maturity of June 15, 1999. Advances at Borrowers request,
subject to availability as determine d by the Borrowing Base
Certificate.

Amount: $3,000,000 (Three Million Dollars).

Collateral: Broadform UCC-1 filing on all busine ss assets with a priority
filing in accounts receivable.

Payments:  Monthly interest only payments. Pri ncipal at maturity.
Rate & Fee: Bank's Prime Rate, floating. $500 do cumentation fee.

Guarantor.  None.



Digital Power Corporation
Commitment Letter dated June 11, 1998

page 2 of 3
IIl. CONDITIONS

1) Satisfactory execution of all Bank documents.
2) In consideration of the rate charged and thdicextended, Borrower will maintain its primaryromercial banking relationship with Bar

3) Borrower to maintain general insurance coveragyaing Bank as loss payee.

4) Borrower to provide quarterly, internally prepdifinancial statements within 45 days of quaréerd. Financial statements are to show the
consolidated and separate results of Digital P@merGresham Power (next due August 15, 1998).

5) To provide a CPA audited financial statemenhinitLl20 days of each fiscal year end (next duel/8fxi 1999).

6) To provide monthly A/R & A/P and inventory brekikvn report accompanied by a Bank provided BorrgvBase Certificate within 20
days of month end (next due by July 20, 1998).

7) Advances under the line of credit are subjeet 89% advance rate on eligible receivables. liidégeceivables include those receivables
which are over 60 days delinquent, those which ltaveentrations in excess of 15% (Foresight wilabbewed a 25% concentration), those
which have 25% or more over 90 days delinquengraampany, foreign, contra, employee and governaecatunts.

8) The advance rate on inventory will be $500,0020%0 of total inventory, whichever is less; borewo maintain U.S. inventory in the
minimum amount of $500,000.

9) An annual accounts receivable audit will be meliwith the next due in April 1999. All auditseato be deemed satisfactory to the bank. In
lieu of future audits, borrower can allow its od&siCPA to provide work papers verifying A/R andéntory audit results. 10) Financial
covenants consist of the following and will be cddted using the consolidated financial statemigutrés:

a) Quarterly profitability.

b) Maintain a maximum debt to tangible net worttioraf 1.50 to 1. Currently .98 to 1.

¢) Maintain a tangible net worth of $6,250,000. I€atly $7,051,000. 11) Borrower will not seel, hypecate or encumber its interest in
Gresham Power Electronics without Bank's prior apal.



Digital Power Corporation
Commitment Letter dated June 11, 1998

page 3 of 3

Upon any default by Borrower under any of the teamsonditions of this agreement, or under the esehdefault listed in said note, or if a
default occurs in any other loan or obligation emSose National Bank by you or in any other crebligation by Borrower, these loans
and/or lines of credit shall, at the option of Benk, immediately terminate and Bank may decldreuaths of principal and interest remaining
unpaid on loans made and note issued under theseflicredit and loans immediately due and payadileout notice.

Your acknowledgment of this letter shall constitabeeptance of the foregoing terms and conditidntess accepted, this commitment shall
expire on June 30, 1998.

We appreciate the opportunity to make this commitme you and look forward to a long and mutuakgnéficially relationship.
Sincerely,

By: /s/ Tim Johnson

Tim Johnson
Vice President

Acknowledged and agreed to:
DIGITAL POWER CORPORATION

By: /s/ Robert Smith

Robert Smith
President & CEO



Exhibit 10.10

PROMISSORY NOTE

Principal Loan Date  Maturity Lo an No. Call Collateral  Account Officer Initials
$3,000,000.00 06-15-1998 06-15-1999 1071 513796R  50/74 uccC 1071513796R TAJ

References in the shaded area are for Lendersnig@and do not limit the applicability of this doment to any particular loan or item

Borrower: DIGITAL POWER CORPORATION (TIN: 94-172193 1) Lender: SAN JOSE NATIONAL BANK
41920 CHRISTY STREET P. O. BOX 1957 JOHN ST., SUITE 710
FREMONT, CA 94538 ONE NORTH MARKET STREET

SAN JOSE, CA 95113

Principal Amount: $3,000,000.00 Initial Rate: 8. 500% Date of Note: June 15, 1998

PROMISE TO PAY. DIGITAL POWER CORPORATION ("Borrow? promises to pay to SAN JOSE NATIONAL BANK ("Lder"), or
order, in lawful money of the United States of Amay the principal amount of Three Million & 00/1@®llars ($3,000,000.00) or so muct
may be outstanding, together with interest on thygaid outstanding principal balance of each advanterest shall be calculated from the
date of each advance until repayment of each aédvanc

PAYMENT. Borrower will pay this loan on demand,ibno demand is made, in one payment of all outiitamprincipal plus all accrued
unpaid interest on June 15, 1999. In addition, @eer will pay regular monthly payments of accruegaid interest beginning July 15, 1998,
and all subsequent interest payments are due aathe day of each month after that. The annualkistteate for this Note is computed on a
365/360 basis; that is, by applying the ratio @& émnual interest rate over a year of 360 daysjphiatl by the outstanding principal balance,
multiplied by the actual number of days the priatipalance is outstanding. Borrower will pay Lendetender's address shown above or at
such other place as Lender may designate in writimless otherwise agreed or required by applicke payments will be applied first to
accrued unpaid interest, then to principal, andranyaining amount to any unpaid collection costlate charges.

VARIABLE INTEREST RATE. The interest rate on thioté is subject to change from time to time basedh@amges in the index which is
Lender's Prime Rate (the "Index"). This is the tatader charges, or would charge, on 90-day unsddoans to the most creditworthy
corporate customers. This rate may or may not gdotlvest rate available from Lender at any giveretiLender will tell Borrower the curre
Index rate upon Borrower's request. Borrower urtdads that Lender may make loans based on ottesr astwell. The interest rate change
will not occur more often than each DAY. The Indexrently is 8.500%. The interest rate to be appitethe unpaid principal balance of this
Note will be at a rate equal to the Index, resgliiman initial rate of 8.500%. NOTICE: Under noccimstances will the interest rate on 1
Note be more than the maximum rate allowed by apble law.

PREPAYMENT; MINIMUM INTEREST CHARGE. Borrower agreghat all loan fees and other prepaid financegdwsare earned fully as
of the date of the loan and will not be subjeatefiuind upon early payment (whether voluntary oa assult of default), except as otherwise
required by law. In any event, even upon full psapant of this Note, Borrower understands that Leiglentitled to a minimum interest
charge of $100.00. Other than Borrower's obligatipay any minimum interest charge, Borrower may without penalty all or a portion
the amount owed earlier than it is due. Early paywill not, unless agreed to by Lender in writinglieve Borrower of Borrower's
obligation to continue to make payments of accugghid interest. Rather, they will reduce the ppatbalance due.

LATE CHARGE. If a payment is 10 days or more l&errower will be charged 5.000% of the regularlpeduled payment or $25.00,
whichever is greater.

DEFAULT. Borrower will be in default if any of thi@llowing happens: (a) Borrower fails to make amyment when due. (b) Borrower
breaks any promise Borrower has made to Lendépaower fails to comply with or to perform whenedany other term, obligation,
covenant, or condition contained in this Note oy agreement related to this Note, or in any otlgee@ment or loan Borrower has with
Lender. (c) Any representation or statement madaraished to Lender by Borrower or on Borroweehalf is false or misleading in any
material respect either now or at the time mademished. (d) Borrower becomes insolvent, a remeis appointed for any part of Borrowt
property, Borrower makes an assignment for the fitesfecreditors, or any proceeding is commencdtezxiby Borrower or against Borrower
under any bankruptcy or insolvency laws.

(e) Any creditor tries to take any of Borrower'syperty on or in which Lender has a lien or securitgrest. This includes a garnishment of
any of Borrower's accounts with Lender. (f) Any margor dies or any of the other events describabisndefault section occurs with respect
to any guarantor of this Note. (g) A material adeechange occurs in Borrower's financial conditam,ender believes the prospect of
payment or performance of the indebtedness is imgai

If any default, other than a default in paymenttsable and if Borrower has not been given a eatica breach of the same provision of this
Note within the preceding twelve (12) months, itynh@ cured (and no event of default will have ocedy if Borrower, after receiving writte
notice from Lender demanding cure of such defdajtcures the default within fifteen (15) days{loy if the cure requires more than fifteen
(15) days, immediately initiates steps which Lermdisgms in Lender's sole discretion to be sufficierture the default and thereat



continues and completes all reasonable and negesteas sufficient to produce compliance as soaeasonably practice



LENDER'S RIGHTS. Upon default, Lender may decl@eéntire unpaid principal balance on this Note @hdccrued unpaid interest
immediately due, without notice, and then Borrowdl pay that amount. Upon Borrower's failure toypdl amounts declared due pursuant to
this section, including failure to pay upon finahturity, Lender, at its option, may also , if pettad under applicable law, do one or both of
the following: (a) increase the variable interegeron this Note to 5.000 percentage points owefrttiex, and (b) add any unpaid accrued
interest to principal and such sum will bear insétberefrom until paid at the rate provided irstNiote (including any increased rate). Lender
may hire or pay someone else to help collect thieNf Borrower does not pay. Borrower also willydander that amount. This includes,
subject to any limits under applicable law, Lerslattorneys' fees and Lender's legal expenses arhatimot there is a lawsuit, including
attorneys' fees and legal expenses for bankruptmyepdings (including efforts to modify or vacate automatic stay or injunction), appeals,
and any anticipated post-judgment collection sei®orrower also will pay any court costs, in &ddito all other sums provided by law.
This Note has been delivered to Lender and accdpteender in the State of California. If theraitawsuit, Borrower agrees upon Lender's
request to submit to the jurisdiction of the comftSANTA CLARA County, the State of California. héer and Borrower hereby waive the
right to any jury trial in any action, proceedimg,counterclaim brought by either Lender or Borroagainst the other. This Note shall be
governed by and construed in accordance with the &f the State of California.

DISHONORED ITEM FEE. Borrower will pay a fee to Lagr of $15.00 if Borrower makes a payment on Boedsvoan and the check or
preauthorized charge with which Borrower pays terldishonored.

RIGHT OF SETOFF. Borrower grants to Lender a cantral security interest in, and hereby assignsyeps, delivers, pledges, and transfers
to Lender all Borrower's right, title and inter@stind to, Borrower's accounts with Lender (whettiercking, savings, or some other accol
including without limitation all accounts held joiyn with someone else and all accounts Borrower oyagn in the future, excluding however
all IRA and Keogh accounts, and all trust accofmtsvhich the grant of a security interest woulddsehibited by law. Borrower authorizes
Lender, to the extent permitted by applicable lencharge or setoff all sums owing on this Noteirgfeany and all such accounts.

COLLATERAL. This Note is secured by a SECURITY AGREENT DATED JANUARY 20, 1998 AND A UCC FILING DATEDAPRIL
28, 1994, RECORDED AS INSTRUMENT #94106664 ON MAY, 2994, WITH THE SECRETARY OF STATE IN SACRAMENTO.

LINE OF CREDIT. This Note evidences a revolvingeliof credit. Advances under this Note may be retgdesrally by Borrower or by an
authorized person. Lender may, but need not, reqbat all oral requests be confirmed in writind). dmmunications, instructions, or
directions by telephone or otherwise to Lendertadge directed to Lender's office shown above. fbHewing party or parties are authorized
to request advances under the line of credit wetilder receives from Borrower at Lender's addreeg/s above written notice of revocation
of their authority: ROBERT SMITH, PRESIDENT; PHILIB. SWANY, SECRETARY; and JOSEPHINE JACKEWICZ, COROLLER.
Borrower agrees to be liable for all sums eithay:advanced in accordance with the instructiorencduthorized person or (b) credited to any
of Borrower's accounts with Lender. The unpaid gigal balance owing on this Note at any time magWdenced by endorsements on this
Note or by Lender's internal records, includingydaomputer printouts. Lender will have no obligeatito advance funds under this Note if;
Borrower or any guarantor is in default under #ments of this Note or any agreement that Borrowearyr guarantor has with Lender,
including any agreement made in connection withsigaing of this Note; (b) Borrower or any guaranteases doing business or is insolv
(c) any guarantor seeks, claims or otherwise attemnodimit, modify or revoke such guarantor's gudee of this Note or any other loan with
Lender; or (d) Borrower has applied funds provigedsuant to this Note for purposes other than thogieorized by Lender.

LETTER AGREEMENT. THIS NOTE IS SUBJECT TO, AND SHAIBE GOVERNED BY, ALL THE TERMS AND CONDITIONS OF
THE LETTER AGREEMENT DATED JUNE 11, 1996, BETWEENHE BORROWER(S) AND SAN JOSE NATIONAL BANK, WHICH
LETTER AGREEMENT IS INCORPORATED HEREIN BY REFERERC

GENERAL PROVISIONS. This Note is payable on demaritk inclusion of specific default provisions aghts of Lender shall not preclude
Lender's right to declare payment of this Notetsrdemand. Lender may delay or forgo enforcingdarits rights or remedies under this Ni
without losing them. Borrower and any other peradio signs, guarantees or endorses this Note, textitemt allowed by law, waive any
applicable statute of limitations, presentment, dedhfor payment, protest and notice of dishonoworJany change in the terms of this Note,
and unless otherwise expressly stated in writiogparty who signs this Note, whether as maker,antar, accommodation maker or
endorser, shall be released from liability. All symarties agree that Lender may renew or exteqeétedly and for any length of time) this
loan, or release any party or guarantor or coliditerr impair, fail to realize upon or perfect Lemd security interest in the collateral; and take
any other action deemed necessary by Lender witheutonsent of or notice to anyone. All such parélso agree that Lender may modify
this loan without the consent of or notice to argother than the party with whom the modificatismade.

PRIOR TO SIGNING THIS NOTE, BORROWER READ AND UNDBROOD ALL THE PROVISIONS OF THIS NOTE, INCLUDING
THE VARIABLE INTEREST RATE PROVISIONS. BORROWER AGHES TO THE TERMS OF THE NOTE AND ACKNOWLEDGES
RECEIPT OF A COMPLETED COPY OF THE NOTE.

BORROWER:
DIGITAL POWER CORPORATION

By: /s/ Robert Smith By: /s / Philip G Swany

ROBERT SMITH, PRESIDENT PH ILIP G. SWANY, SECRETARY
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SUBSIDIARIES OF DIGITAL POWER CORPORATION
Poder Digital S. A. de C.V., a Mexican corporation

Digital Power Limited, a United Kingdom corporati



ARTICLE 5

THIS SCHEDULE CONTAINS SUMMARY FINANCIAL INFORMATION EXTRACTED FROM THE FORM 10-KSB FOR THE
FISCAL YEAR ENDED DECEMBER 31, 1998, FOR DIGITAL RZER CORPORATION AND IS QUALIFIED IN ITS ENTIRETY BY
REFERENCE TO SUCH FINANCIAL STATEMENTS.

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD END DEC 31 199
CASH 867,60
SECURITIES 0
RECEIVABLES 3,852,03!
ALLOWANCES (292,000
INVENTORY 4,864,52!
CURRENT ASSET¢ 10,228,72
PP&E 2,708,64!
DEPRECIATION (1,306,413
TOTAL ASSETS 12,990,81
CURRENT LIABILITIES 5,227,401
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 9,012,67
OTHER SE (1,493,908
TOTAL LIABILITY AND EQUITY 12,990,81
SALES 18,733,47
TOTAL REVENUES 18,733,47
CGS 14,778,10
TOTAL COSTS 14,778,10
OTHER EXPENSE! 4,531,93
LOSS PROVISION 0
INTEREST EXPENSE (236,968
INCOME PRETAX (828,588
INCOME TAX (258,000
INCOME CONTINUING (570,588
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME (570,588
EPS PRIMARY (.21)
EPS DILUTED (.21)
End of Filing
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