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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 esitiCertain 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 Corporation ("Digital Power" or th€6mpany") designglevelops, manufactures, and sells 50 watt to 730smatching powe
supplies and DC/DC converters to original equipnmanufacturers (OEMs) of computers and other ela@requipment. Power supplies are
critical components of electronic equipment thatpdy, convert, distribute, and regulate electrjpaver. The various subsystems within
electronic equipment require a steady supply adaicurrent (DC) electrical power, usually at diéiet voltage levels from the other
subsystems within the equipment. In addition, tleeteonic components and subsystems require pioteftom the harmful surges and drops
in electrical power that commonly occur over poviuges. Power supplies satisfy these requirementobyerting alternating current (AC)
electricity into DC by dividing a single input valie into distinct and isolated output voltages, lndegulating and maintaining 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 is a California corporation originaformed in 1969 through a predecessor. Unlessdheext indicates otherwise, any
reference to "Digital Power" or the "Company" hargicludes its majority-owned Mexican subsidiargdEr 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|

1999 Activity

Throughout most of 1999, the Company continuedkpegence softness in demand for most of its protines. This resulted in a decrease in
revenues from $18,733,470 in 1998 to $15,354,01®89. The Company instituted several cost saviagsures including headcount
reductions, primarily in its production faciliti@s Mexico, as well as a 10% salary and wage reduoatihich affected all of its employees in
the US operations, effective January 1999. Duilirigjgame time period, however, the Company recedrtize need to update its product
offering and initiated an aggressive new produeettjpment campaign. These efforts have yieldedJfRE150 product family which has be
released to production, as well as substantialrpesgon the development of the Compa



recently announced ePower300 and UPF200. Thesesgmoduced a loss of $155,536 in the first quamtel a modest net income of $27,
for the year.

Digital Power Limited

In 1998, Digital Power acquired the assets of GaasRower Electronics. Through its wholly-owned $dibbsy, Digital Power Limited,
headquartered in Salisbury, England, Gresham Pdesigns, manufactures, and distributes switchingepaupplies, uninterruptible power
supplies, and frequency converters for the comrakatid military markets. Uninterruptible power sligp (UPS) are devices that are inserted
between a primary power source and the primary pawpeit of the electronic equipment to be protedtedhe purpose of eliminating the
effects of transient anomalies or temporary outa8ddPS consists of an inverter that is powerec tipattery 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 gdswvides protection against transients. A freqyezanverter is an electronic unit for speed
control of a phase induction motor. The frequenayverter controls the motor speed by convertingitaguency and voltage of the power
main's supply from fixed to variable values. 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 Power's engineaidjtechnical 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 to come from the same
markets, as internet and intranet networking atidlee and digital telephones continue to becompypar 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 manufagiower supplies for use in their own productse Temaining power supply market
is served by merchant power supply manufacturers) 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 electromagnetiterference (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 Begre sold off-the-shelf to
customers whose electronic equipment can opemate $tandard output voltages such as 5, 12, or Rd. \Rower supplies in the captive
market that are designed and manufactured by an @ENEe in its own equipment are an example afstam design, as the product is not
intended for resale. However, custom power suppliesalso common in the merchant market, as cedtgids contract with power supply
manufacturers t



design a product that meets the form, fit, and fionarequirements of that OEM's specific applicatié subset of the standard segment of the
market has evolved, commonly known as "modifiedd&ad" segment, comprising power supply producashiave the performance
characteristics of a standard power supply, butireccertain, usually minor, modifications. Thesedifications typically involve an
adjustment to one of the standard output voltagesh as from 5 volts to 7 volts, or from 15 votisl8.5 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 iiiadlastd office automation, industrial
and portable computing, and networking applicatioicbes 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 Uniiaddom marketplace with AC/DC
power supplies, uninterruptible power supplies, fiaguency inverters. Both commercial and goverrnfi@mistry of Defense) markets are
served by Gresham Power.

Customers

Digital Power's products are sold domestically em@anada through a network of 14 manufacturepsesentatives. Digital Power also has
23 stocking distributors in the United States andoge. In addition, the Company has formed strategationships with three of its
customers to private label its products. DigitahWiéds customers can generally be grouped into twed industries, consisting of the
computer, telecommunication, and instrument indestiThe Company has a current base of over 15@anistomers, including companies
such as Ascend Communications, Telex, Dot Hill, dola, Stanford Telecommunications, Extreme NetwpHoundry Networks, JDS
Uniphase, Ericsson, British Telecom and Lucent.

Strategy

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



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, orl§M3 with significant volume
requirements can economically justify the expemsbdelay associated with their production. Furtht@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
Digital Power "flexibility" series, the Company mles it has an advantage over its competitors.Gdrapany'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 édorange of output ratings, from 3.3 volts to 48s/acan be produced by simply changing
power transformer construction and a small numbeutput components. Designers of electronic systeam determine their total power
requirements only after they have designed thesystelectronic circuitry and selected the comptnbe 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 elecyoptec 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 seri
an example of a product using this manufacturicgrelogy.

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 t four outputs. The 90-264 VAC universal inplibws them to be used worldwide
without jumper selection. Flexibility options incle chassis and cover, power good signal, an isb\Meoutput, and UL544 (medical) safety
approval. All US50 series units are also availabl&2VVDC, 24VDC, or 48VDC inputs. This optional Di@put unit (DP50 series) maintains
the same pi-out, size, and mounting as the US50 se



The US70 series of power supplies is similar toll®50 series, a compact, economical, highly efficiepen frame switcher that delivers up
to 65 watts with a 70 watt peak. This unit is offgrith one to four outputs, a universal inputddtem 90 to 264 VAC, and is only slightly
larger than the US50 series. The US70 seriesferdiftiated from competitive offerings by virtueitsf smaller size, providing up to four
outputs while competitors typically are limitedttoee outputs. Flexibility options include coveower good signal, an isolated V4 output,
and UL544 (medical) safety approval. The DP70 éssame as the US70 except the input is 48 voltsTIDE.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 swaiticher. Measuring only 5" x 3.3" x 1.5", thigiss delivers up to 100 watts of
continuous power, or 120 watt peak power, from tonf@ur outputs. The 90-264VAC universal input altothem to be used worldwide. This
product is ideal in applications where OEMs havgrafded their systems, requiring an additiona#8QGwvatts of output power but being une
to accommodate a larger unit. The US100 fits insto@e form factor and does not require any toamigechanical changes by the OEM.
Flexibility options include a cover and adjustaptest regulators on V3 and/or V4 outputs. Fully ousized models are also available. All
US100 series units are also available with 12VDG/R2C, or 48 VDC inputs. This optional DC input uf@P100) maintains the same pin-
out, size, and mounting as the US100 series.

The UP300 series consists of economical, highieffiy, open frame switchers that deliver up to @@#ts of continuous, or 325 watts of
peak power, from one to two outputs. The 115/230\6AM- selectable input allows them to be useddwide. On-board EMI filtering is a
standard feature. Flexibility options include aeg\power fail/power good signal, and an isolated @utput. The UP300 is also available as
the SP300 series, which is jumper selectable betd&s and 230VAC and provides the OEM an even racomomical 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 itwvéntory 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 if)Bfe 150 series. The UPF 150 is an open- frame savitihat 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 wel-suited for those customers selling into the intéonal market place



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 faigtect signal, DC output(s) OK signal, inhibit, puit voltage margining, and digital control
interface.

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

These services incorporate one of the Companyss ffraslucts 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, typpléers 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 1999.

Manufacturing Strategy

Consistent with its product flexibility strateghet Company aims to maintain a high degree of fibtilin its manufacturing processes in
order to respond to rapidly changing market coad&i With few exceptions, the competitive naturéhefpower supply industry has placed
continual downward pressure on selling prices.rifeoto achieve low cost manufacturing with a laimbensive product, manufacturers have
the option of automating much of the labor outhdit product, or producing their product in a I@ldr cost environment. Given the high
fixed costs of automation and the resistance tlhisgs on making major product changes, Digital Rdyetieves that its flexible
manufacturing strategy is best achieved througiglayhvariable cost of operation. In 1986, the Camyp established a wholly-owned
subsidiary in Guadalajara, Mexico to assembleritslpcts. This manufacturing facility performs mékr management, sub-assembly, final
assembly, and test functions for the majority & @ompany's power supply products. Currently, atrath®f the Company's manufacturing,
including its value-added services, is done at,@d®square foot facility operated by the Compawyislly-owned subsidiary, Poder Digital,
S.A. de C.V., located in Guadalajara, Mexico. Idiidn, Digital Power has entered into an agreemetit Fortron/Source Corp. to
manufacture Digital Power's products at a facltityated in China on a turnkey basis. Purchases Fortron/Source will be made pursuant to
purchase orders and the agreement may be terminpted120 days notice. The Company is manufactappyoximately 20% of its product
requirements through Fortron/Source and expedtxtease these production levels due to cost adgastachieved through Chinese
procurement. The Company believes that the fagiitghina complements its manufacturing facilityGuadalajara, Mexico since the facility
in China allows the Company to produce power segphith sufficient lead time at lower costs, while Guadalajara facility will continue to
manufacture power supplies that need a quick totmat or modification



Sales, Marketing and Customers

During 1999, the Company had revenues of $15,3B4a0d net income of $27,191 compared to revenu84&f33,470 and a net loss of
$(570,588) during fiscal year 1998.

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

In certain territories, the Company has enterea agreements with 23 stocking distributors who ang resell the Company's products. For
the fiscal years ended December 31, 1999 and t&8putor sales accounted for 31.6% and 29.1%peetively, of the Company's total
sales. Over this same period, one distributor atealfor 11.5% and 13.1%, respectively, of totéésan addition, international sales thro
stocking distributors accounted for less than 5%hefCompany's sales. In general, the agreemetitstoicking distributors are subject to
annual renewal and may be terminated upon 90 daitgn notice. Although these agreements may bmiteated by either party in the event

a stocking distributor decides to terminate itseagnent with the Company, the Company believestthatuld 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 six-months' sales for stamlation. For the past three years, stock rotati@we not exceeded one percent of total sales.

The Company has also entered into agreements lwigk private label customers who buy and reselCimapany'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, 1999 and 1998, privatédakes accounted for 3.7% and 8.2%,
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 induspgesfic 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 1998988. As of December 31, 1999, the Company's whrr@serve was $212,782.

Competition

The merchant power supply manufacturing industhyigbly fragmented and characterized by intensepatition. The Company's
competition includes over 500 companies locateoutihout 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, Inmow merged witt



Zytec Corporation), ASTEC America, and Lambda Etadts, have substantially greater fiscal and margeesources and geographic
presence than does the Company. If the Companyjno@stto be successful in increasing its revertgrapetitors may notice and increase
competition for the Company's customers. The Compdso faces competition from current and prospeatustomers who may decide to
design and manufacture internally the power suppleeded for their products. Furthermore, certaiger OEMs tend to contract only with
larger power supply manufacturers. This factor ddadcome more problematic to the Company if codatibn trends in the electronics
industry continue and some of the OEMs to whomQbmpany sells its products are acquired by largev€ To remain competitive,
management believes that the Company must contincempete favorably on the basis of value by mlog advanced manufacturing
technology, offering superior customer service design engineering services, continuously improvjoglity and reliability levels, and
offering flexible and reliable delivery schedul&@&e Company believes it has a competitive positigh its targeted customers who need a
high-quality, compact product which can be readilydified to meet the customer's unique requireméfas/ever, there can be no assurance
that the Company will continue to compete succdlgsfuthe power supply market.

Research and Development

The Company's research and development effortgramarily directed toward the development of neansiard power supply platforms
which may be readily modified to provide a broadhgrof individual models. Improvements are condyastught in power density,
modifiability, and efficiency, while the Companytenpts to anticipate changing market demands foeased functionality, such as PFC and
improved EMI filtering. Internal research is suppknted through the utilization of consultants wpecsalize in various areas, including
component and materials engineering and electroetiEgmhesign enhancements to improve efficiencylem@ducing the cost and size of the
Company's products. Product development is perfdran®igital Power's headquarters in Californiatimge engineers who are supported
assisted by five technicians. The Company's togaéerditures for research and development were $9823nd $1,397,816 for the years
ended December 31, 1999 and 1998, respectivelyreamdsented 6.20% and 7.46% of the Company'srtahues for the corresponding
periods.

Employees

As of December 31, 1999, the Company had approgimass full-time employees, with 210 of these emypld at its wholly-owned
subsidiary Poder Digital located in Guadalajaraxide, and 50 employed by Gresham Power. The empbypéDigital Power's Mexican
operation are members of a national labor uniomrasnost employees of Mexican companies. The Coypas not experienced any work
stoppages at either of its facilities and beliet®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 purchaseprbducts from the manufacturer located in Chinaants for approximately 20% of revenues
and requires advance scheduling which affects tiragany's ability to produce products quickly. Hoee\vf the Company's revenues grow
as anticipated, the Company intends to manufachare of its



products utilizing the Chinese manufacturer. Inglient that there is an unforeseen disruptioneaGihadalajara production plant or with the
Chinese manufacturer, such disruption may havelaarae effect on the Company's ability to delitemproducts and may adversely affect
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. dollagxian peso, and United Kingdom pound. During fi4&99, the Company lost $6,236 ¢
result of currency fluctuations.

CERTAIN CONSIDERATIONS

In addition to the other information presentedhiis report, the following should be considered fidlein 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 th@tiep

Customer Concentration

Traditionally, the Company has relied on a limitetmber of customers for growth and increase irss&ler the fiscal year ended December
31, 1998, one OEM accounted for 13% of the Compaoyal revenues. For the year ended December9®8, bne OEM customer accoun
for 11.0% of the Company's total revenue. The tdsmy major OEM customers may have an adversetaffethe Company's revenues.

$3 Million Credit Facility

The Company has entered into a $3 million credilifg with San Jose National Bank. As of DecemB&r 1999, approximately $940,000
was outstanding. The credit facility bears intebested upon the lender's prime rate, is due Septehfh 2000, and is secured by all of the
Company's assets. Under terms of the loan agreethen€ompany is in compliance with covenants méggithat the Company be profitable
three of four quarters and maintain certain detbangible net worth ratios. Gresham Power alscaharedit facility of $800,000 of which na
was outstanding at December 31, 1999.

Dependence on Computer and Other Electronic Equipimdustries; Customers' Product Obsolescence

Substantially all of the Company's existing custmsrage in the computer and other electronic equipimelustries and produce products
which are subject to rapid technological changspt#scence, and large fluctuations in product deim@nese industries are characterized by
intense competition and a demand on OEMSs serviesetimarkets 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, inomd®e successful, the Company must properly asg®gelopments in the computer and
other electronic equipment industries and idergifyduct groups and customers with the potentiatémtinued and future growth. Factors
affecting the computer and other electronic equipmedustries, in general, or any of the Compamgagor customers or their products, in
particular, could have a material adve



effect on the Company's results of operationsdttiteon, the computer industry is inherently vdmtiRecently, certain segments of the
computer and other electronic industries have égpeed a softening in demand for their productsh@ugh this has not materially affected
the Company's customers, in the event that it tffalt segments of the computer and other eleatroniustries, the growth of the Company
could be adversely affected.

Dependence on Guadalajara, Mexico Facility; Foreigi€Currency Fluctuations

The Company produces substantially all of its potslat its facility located in Guadalajara, Mexi@te products are then delivered to
Fremont, California for testing and distributiorheTCompany believes that it has a good workindicglship 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 darapt to reduce its dependence on its
Mexican facility. At this time the purchase of pumtls from the manufacturer located in China accotortapproximately 20% 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 manufeat. In the event that there is an unforeseemgligm 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 depdratethe performance of its executive officers &ag personnel, and on its ability to
retain and motivate such personnel. The loss ofoditlye Company's key personnel, particularly RbBerSmith, Chief Executive Officer,
could have a material adverse effect on the Conipdusiness, financial condition, and operatingltesThe Company has "key person" life
insurance policies on Mr. Smith in the aggregatewmh of $2 million. The Company also has an empleynagreement 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 prodube 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 amsedeffect 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 kexés 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 i



Item 2. Description of Properties.

The Company's headquarters are located in appreadiyr@® 500 square feet of leased office, reseanchdevelopment space in Fremont,
California. The Company pays $6,653 per month,exttlip adjustment, and the lease expires on Jai31a3001. The Company's
manufacturing facility is located in 16,000 squiaet of leased space in Guadalajara, Mexico. Thagamy pays approximately $4,583 per
month, subject to adjustment, and the lease exjirésbruary 2001. Gresham Power leases approXyr2ie000 square feet for its location
in Salisbury, England. Gresham Power pays renppfaximately

(pound)17,500 per quarter, and the lease will expeptember 26, 2009. The Company believes thexigsing facilities are adequate for the
foreseeable future and has no plans to expand them.

Item 3. Legal Proceedings.

On March 17, 1998, a lawsuit was filed by Ignacaéhcia against the Company in the Superior Cdusanta 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 bexpresident of Poder Digital S.A. de C.V. ("Podgettip 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.

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 tlipisition of the technology and future sales riginid settlement of litigation, the
Company issued 35,000 shares of its common stdakedat $60,156 and will pay $150,000 in monthlyrpants, beginning in October 19

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 provided Mr. Valencia employment farmbnths at the hourly rate of $18.50, 40 hourswpeek. Mr Valencia's term of
employment ended on August 13, 1999. In connedtitim the settlement, Mr. Valencia dismissed hisrelavith prejudice.

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

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

Digital Power's Common Stock is listed and tradedhee American Stock Exchange ("AMEX") under thenbpl DPW. Previously, Digital
Power had Redeemable Common Stock Purchase Wawhiats were listed and traded on the AMEX undergyiabol DPW+. Under the
terms of the Warrants, the Warrants expired on Bdeg 16, 1999. Information regarding the Warrangsfar historical purpose only. The
following tables set forth the high and low closeaje prices, as reported by AMEX, for Digital Pow&€ommon Stock and Warrants for the
prior two fiscal years



Common Sto ck

Period Low High
Quarter ending December 31, 1999 $ 1.25 $1.94
Quarter ending September 30, 1999 $ 1.50 $2.06
Quarter ending June 30, 1999 $ 1.38 $2.06
Quarter ending March 31, 1999 $ 131 $2.38
Common Sto ck
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
Redeemable Common Stock Pu rchase Warrants(1)
Period Low High
Quarter ending December 31, 1999 $ .00 $ .06
Quarter ending September 30, 1999 $ .06 $.19
Quarter ending June 30, 1999 $ .06 $.19
Quarter ending March 31, 1999 $ .25 $.32
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

(1) Under the terms of the Warrants, the Warraxpsred on December 16, 2000.
(b) Holders

As of December 31, 1999, there were 2,771,435 sharBigital Power common stock outstanding, heldapproximately 124 holders of
record, not including shareholders whose sharebeldein street name.

(c) Dividends

The Company has not declared or paid any cashatidisl since its inception. The Company currentlgrids to retain future earnings for use
in the operation and expansion of the business Cdmpany does not intend to pay any cash dividentte foreseeable future. The
declaration of dividends in the future will be lag¢ tdiscretion of the Board of Directors and wilpdad upon the earnings, capital
requirements, and financial position of the Compi



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

Overview

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

In January 1998, the Company acquired certain sis$&resham Power. Similar to Digital Power, GeaslPower designs, manufactures and
distributes switching power supplies, uninterrulgtipower supplies and frequency converters focttiremercial and military markets. As a
result of the acquisition of Gresham Power, the gamy's Consolidated Balance Sheet, ConsolidatadrSémts of Income, Consolidated
Statement of Stockholders' Equity and Consolid&tatements of Cash Flows for the year ended Deae®ihd 998, include the financial
statements of Gresham Power from January 22, 1B8&late of acquisition.

Results of Operations
The table below sets forth certain statements efatpns data as a percentage of revenues foretrs gnded December 31, 1999 and 1998.

Years Ended December 31,

1999 1998
Revenues 100.00 100.00
Cost of goods sold 73.45 78.89
Gross margin - 2655 2111
Selling, general and administrative 18.26 16.73
Research and development 6.20 7.46
Total operating expense - 2446 2419
Operating income - 209 ----- ( 308)
Net interest expense 1.07 1.14
Translation loss .04 .20
Income (Loss) before income ta;<es 98 (442)
Provision (Benefit) for income taxes .80 (1.37)
Net (Loss) Income - 18% ______ ( _3_j05)%

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



Year Ended December 31, 1999, Compared to Year Endé®ecember 31, 1998
Revenues

Revenues for the fiscal year ended December 31, 188re $15,354,018, which represented a decrd&® 379,452, or approximately 18%,
from revenues of $18,733,470 for the year endeceBder 31, 1998. This decrease in total revenudsdes a 8% decrease in revenues of
$532,424 from Gresham Power with revenues of $70302and $6,469,617 for the fiscal years ended mbee 31, 1998 and 1999. The
decrease in revenues was due primarily to a restuati sales and marketing efforts and a re-allooaif these resources to new product
development initiatives in the U.S.

Gross Margin

Gross margins were 26.55% for the year ended DeeeBih 1999, compared to 21.11% for the fiscal yealed December 31, 1998. This
increase in gross margins can be primarily attedub aggressive cost containment measures imitiatehe Company including headcount
reductions in the U.S. and Mexico, and a 10% sadad/wage reduction which affected all of its WeBiployees.

Selling, General and Administrative

Total selling, general and administrative expemtgseased by $330,628 to $2,803,493 for the yededeDecember 31, 1999, from
$3,134,121 for the fiscal year ended December 338 1primarily due to reduced U.S. payroll relatagenses and commissionable sales.
Gresham Power selling, general and administratipeses increased $349,015 from $1,289,006 in 998,638,021 for the fiscal year
ended December 31, 1999, primarily due to the gioha full time sales manager responsible forstides and distribution of Digital Power
designs and products in the U.K. and Europe, vetiited increased travel, trade show expense arattiing.

Research and Development

Research and development expenses were $952,68&fpear ended December 31, 1999, as compared38%816 for the year ended
December 31, 1998. Of the $445,126 decrease, $%538fibuted to Gresham Power. The other addifidecrease can be primarily
attributed to the 1998 settlement of litigationalwing KDK Electronics, with no comparable expeirs&999.

Interest Expense

Net interest expense was $147,408 for the yeardceDdeember 31, 1999, compared to $220,894 for ¢lae gnded December 31, 1998. 1
decrease in interest expense is primarily duedaged borrowings on the Company line of credit Wwhi@s reduced from $1,590,000 at the
end of 1998, to $940,000 at the end of 1999, pgiddsh savings from the 1996 IPO.

Translation Loss

The primary currency of the Company's subsidiande? Digital, is the Mexican peso and for Greshawét, the United Kingdom pound.
During 1999, the Company experienced a translatiss of $6,236 primarily related to Poder Digitalfgerations using Mexican pesos,
compared with a translation loss of $37,771 in 1!



Income (Loss) Before Income Taxes

The Company income before income taxes increased, $29 to a $150,191 income before income taxdagd999 from a loss before
income taxes of $(828,588) during 1998. GreshamdPaantributed $314,003 income before income t&xd999, and $237,603 income
before income taxes in 1998. This increase wagdugrily to the improvement in gross margins whiebBulted from the cost containment
initiatives, as discussed in the gross margin secti

Income Tax

For the year ended December 31, 1999, the Compaahaih income tax expense of $123,000 comparedato lzenefit of $258,000 due to its
1998 net loss for the year ended December 31, I8&&ham Power income tax expense was $120,98®& dnd $120,983 in 1998.

Net Income (Loss)

The Company net income increased $597,779 to momtne of $27,191 in 1999 from a net loss of $(588) in 1998. Gresham Power net
income was $171,003 in 1999 compared to net incaf$¢ 16,620 in 1998.

The Company does not believe that its businessaisanal.
Liquidity And Capital Resources

Through December 31, 1999, the Company fundedoiésations primarily through revenues generated foperations, and bank borrowings.
As of December 31, 1999, the Company had cash astdequivalents of $824,708 and working capité®867,917. This compares with
cash and cash equivalents of $867,607 and worldpgat of $5,001,316 at December 31, 1998. Theseme in working capital for the year
ended December 31, 1999, is primarily due to the@amy's income and reduction of debt. Cash provigedperating activities for the
Company totaled $1,728,208 and $10,066 for the geded December 31, 1999 and 1998 respectivelyr @G in investing activities of
$161,896 during 1999 consisted primarily of expanés for the purchase of production and testingpement. During 1998, cash used in
investing activities amounted to $3,500,586 prifgerom the purchase of the assets of Gresham Pdveerthe year ended December 31,
1999, cash used in financing activities includegnpants of $1,524,302 on borrowings. During the yeated December 31, 1998, cash
provided by financing activities included proceéudsn borrowings of $2,366,846 and proceeds of $86 f8om the exercise of warrants and
stock options, offset by payments of $300,504 amdwaings.

The Company was a guarantor of a $500,000 termdeamted to the Company's employee stock ownephip ("ESOP"). The balance
outstanding of $184,919 related to this term Icaimé¢luded in the total amount of the Company'«kHzorrowings as of December 31, 1998.
The loan was paid during 1999, and bore intere8t56 per annum. Proceeds from the loan were wsadquire the Company's common
stock by the ESOP. Principal and interest on the lwas paid by the ESOP through contributions nbgdde Company to the ESOP in the
amount of approximately $8,852 per month. This amv&as been a monthly charge to expe



Year 2000 Compliance

The Year 2000 problem arises when computer progtews been written having two digits rather thaur fo define the applicable year. A
result, datesensitive software and/or hardware may recogni@ea having 00 as the year 1900 rather than the2@®®. This could result ir
system failure or other disruption of operationd anpede normal business activities.

The total cost associated with required modifigatito become Year 2000 compliant is not expectdxt tmaterial to Digital Power's financ
position. The estimated total cost of the Year 20@fj)ect was approximately $10,000 which was expéras incurred. In addition, Gresham
Power purchased hardware and software upgradepfooximately $150,000 that were capitalized.

Digital Power completed all phases of its Year 2606thpliance project and as of March 31, 2000, Biglower has not encountered any
material Year 2000 problems.

Although Digital Power's Year 2000 rollover did mwesent any material business disruption, thexessame remaining Year 2000 related
risks, including risks due to the fact that the Y2800 is a leap year. Management believes thabapipte actions have been taken to address
these remaining Year 2000 issues and contingerans@re in place to minimize the financial impadDtgital Power. Management, howe\
cannot be certain that Year 2000 issues affectiisgpoeners, suppliers or service provides of Didgtawer will not have a material adverse
impact on Digital Power.

Impact of Recently Issued Standards

In June 1998, the Financial Accounting Standardsr@@ssued Statement of Financial Accounting Stadsldo. 133 "Accounting for
Derivative Instruments and Hedging Activities," (6B133). FASB133 requires that an entity recognikdeaivatives as assets or liabilities
the statement of financial position and measuredhostruments at fair value. This statement wasnaled by Statement of Financial
Accounting Standards No. 137, issued in June 1898 that it is effective for the Company's finahsitatements for the year ending
December 31, 2001. The Company does not believadbption of FASB133 will have a material impactassets, liabilities or equity. The
Company has not yet determined the impact of FASBiBthe income statement or the impact on compeéthe income.

Iltem 7. Financial Statements.

The financial statements of the Company, includirgnotes thereto and report of the independernitaasdhereon, are attached hereto as
exhibits as page numbers F-1 through F-23.

Item 8. Changes in and Disagreements with Accountéon Accounting and Financial Disclosure.

None.



PART 1lI

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

The bylaws of Digital Power currently sets the nembf directors constituting the entire board tditse (5), each to serve until the next
Annual Meeting and until his successor shall betetband qualified or until his earlier death, gesition, or removal. There are no family
relationships between any of the directors and wxez officers of Digital Power. The following tabkets forth all the directors and executive

officers of Digital Power and certain informatiorithvrespect to those persons as of December 38.199

Directors, Executi
Name Age Five Years

Robert O. Smith 55 Chief Executive Of

May 1996. From 19
President/Group Co
Manager of Compowe
subsidiary, of Com
conversion product
B.S. in Business A
completed course w

Chris Schofield 43 Managing Director
Director and Gener
to 1998. From 198
Operations of the

Thomas W. O'Neil, Jr. 70 Director since 199
1991 of Schultze,
from 1955 to 1991,
Exposition and Sta
Director of Altern
Mary's College and
Regents.

ve Officers and Background For the Past

ficer and Director since 1989 and President since

80 to 1989 variously served as Vice

ntroller of Power Conversion Group, General

r Division, and President of Boschert

puter Products, Inc., manufacturer of power

s and industrial automation systems. Received
dministration from Ohio University and

ork in M.B.A. program at Kent State University.

of Digital Power Limited since January 1998.

al Manager of Gresham Power Group from 1995
8 to 1995, Director of United Kingdom

Oxford Instruments Group.

1. Certified Public Accountant and Partner since
Wallace and O'Neil, CPAs. Retired as Partner,

of KPMG Peat Marwick. Director of California

te Fair; Director of Regional Credit Association;
ative Technology Resources, Inc. Graduate of St.
member of the St. Mary's College Board of



Directors, Executi
Name Age Five Years

Scott C. McDonald 46  Director since May
Officer of Conxion
Castelle Incorpora
Technologies, Inc.
1998, director of
information delive
Executive Vice Pre
CIDCO. From March
Operating and Fina
February 1989 to F
President, Finance
Received B.S. in A
M.B.A. from Golden

Robert J. Boschert 63 Business consultan
Director since 199
until June 1998, s
of Boschert, Inc.
1984. Received B.
Missouri.

Philip G. Swany 50  Mr. Swany joined t
February 1992, he
Crystal Graphics,
company. In Septe
Company where he w
1996, he was named
Company. Mr. Swan
Administration - A
graduate courses i
Colorado.

Committees of the Board; Meetings and Attendance

ve Officers and Background For the Past

1998. Chief Financial and Administrative
Corporation since December 1999. Director of
ted since April 1999. Director of Octant

since April 1998. From November 1996 to May
CIDCO Incorporated, a communications and

ry company. From October 1993 to January 1997,
sident, Chief Operating and Financial Officer of
1993 to September 1993, President, Chief
ncial Officer of PSI Integration, Inc. From
ebruary 1993, Chief Financial Officer and Vice
of Administration of Integrated System, Inc.
ccounting from The University of Akron and
Gate University.

t for small high-growth technology companies.

0 of Hytek Microsystems, Inc. From June 1986
erved as consultant to Union Technology. Founder
Retired as a member of the board of directors in
S. in Electrical Engineering from University of

he Company as its Controller in 1981. In

left the Company to serve as the Controller for
Inc., a 3-D graphics software development
mber 1995, Mr. Swany returned to the

as made Vice President-Finance. In May
Chief Financial Officer and Secretary of the

y received a B.S. degree in Business
ccounting from Menlo College, and attended

n business administration at the University of

The Board has an Audit Committee and a Compens@tionmittee. The Audit Committee currently consadtélessrs. McDonald and

O'Neil, and the Compensation Committee consisMeaxsrs. Boschert and McDonald. The Board does and b Nominating Committee. T
primary functions of the Audit Committee are toieav the scope and results of audits by the Compangtependent auditors, the Company's
internal accounting controls, the non-audit sewwigerformed by the independent accountants, ancodteof accounting services. The
Compensation Committee administers the Compan@6 $8ock Option Plan and the Company's 1998 Stqatlo® Plan upon its adoption
and approves compensation, remuneration, and ineearrangements for officers and employees ofdbmpany.



The Board met three times during 1999, and the tADdimmittee and the Compensation Committee eacltoneetime during 1999. Each
director attended at least seventy-five percetth@imeetings of the Board and of the committees wgltich he served except for Mr.
Boschert who attended 66 2/3% of the meetings andSkhofield who attended 33 1/3% of the meetings.

Compensation of Directors
Non-employee directors receive $10,000 per annum gpagdterly and options to purchase 10,000 shar€oofmon Stock.
Compliance with Section 16(a) of the Securities Ekange Act of 1934

Section 16(a) of the Securities Exchange Act of41&@Rjuires Digital Power's directors, executiveceifs, and persons who own more than
10% of Digital Power's outstanding Common Stockléoreports of ownership and changes in ownershtp the SEC. Directors, executive
officers, and shareholders of more the 10% of Rigtower's Common Stock are required by SEC reigukato furnish Digital Power with
copies of the Section 16(a) forms they file.

Based solely on a review of the copies of such sofumnished to Digital Power, or written represéiotss that such filings were not required,
Digital Power believes that, during the calendarykE999, the directors and officers complied with Section 16(a) filing requirements.

Item 10. Executive Compensation.

Executive officers are appointed by, and servlatliscretion of, the Board of Directors. ExceptRobert O. Smith, the Company's
President and Chief Executive Officer, the Complaay no employment agreements with any of its ekexofficers. The following table se
forth the compensation of the Company's PresidethiChief Executive Officer during the past threarge No other officer received annual
compensation in excess of $100,000 during the 888l year.

SUMMARY COMPENSATION TAB LE
Long Term Compen sation
Annual Compens ation Awards Payouts
Restricted  Securities LTIP  All Other

Name and Othe r Annual Stock Underlying Payouts Compensa-
Principal Position Year Salary Compen sation ($) Award(s) ($) Options (#) $) tion
Robert O. Smith 1999  $134,038(1) $0 $0 100,000(2) $0 $0
President and CEO 1998  $141,912(1) $0 $0 100,000(3) $0 $0

1997 $150,000 $0 $0 100,000(4) $0 $0

(1) Pursuant to Mr. Smith's employment contractirdu1999, Mr. Smith was entitled to receive $200,@er annum and during 1998, was
entitled to receive $175,000 per annum. Due tdittancial condition of the Company, Mr. Smith omgceived $134,038 and $141,912
during 1999 and 1998, respectively.

(2) Represents options to acquire 100,000 sharesminon stock at $1.875 per shz



(3) Pursuant to his employment contract, in Jan®888, Mr. Smith received options to acquire 100,80ares of Common Stock at $6.69
share. These options expire in January 2008. Oreidber 5, 1998, these options were repriced to arcese price of $2.31 per share.

(4) Pursuant to his employment contract, in Jand88y7, Mr. Smith received options to acquire 100,8Bares of Common Stock at $5.4375
per share. These options expire in January 200N@ember 5, 1998, these options were repriced ®xarcise price of $2.31 per share

On March 1, 2000, the Company and Mr. Smith enteredan employment contract effective JanuaryQD® The term of the employment
agreement is for one year subject to annual rendwaler the terms of Mr. Smith's employment coritrilr. Smith shall serve as President
and Chief Executive Officer of the Company anddaikary shall be $200,000 per annum and be entilédnuses as determined by the
Board. In addition, he shall have the right to ree@n the first business day of each January dufie term of his contract options to acquire
100,000 shares of Common Stock at the lower of atarlue as of such date or the average closirg for the first six months of each year
of his contract. Pursuant to Mr. Smith's employnanttract, in the event there is a change in cbofrthe Company, Mr. Smith shall be
entitled to receive in one payment, the sum of8jximes his annual base salary. If Mr. Smith'plEryment agreement is not renewed or |
terminated without cause, Mr. Smith will be entitke three times his annual base salary.

The following table sets forth the options grarntiedir. Smith during the past fiscal year.

OPTION GRANTS IN LAST FISCA L YEAR

Individual Grants

% of Total Options

Number of Securities Granted to Exercise or
Underlying Options Employees in Fiscal Base Price Expirati on
Name Granted (#) Year ($/sh) Date
Robert O. Smith 100,000 54.98% $1.875 January 2 009

The following table sets forth Mr. Smith's fisc&ar end option values. No options were exercisellbysmith during 1999.

AGGREGATED OPTION EXERCISES IN LAS T FISCAL YEAR
AND FISCAL YEAR-END OPTION VALUES
Value of

Number of Unexercised In-
Unexercised Options  the-Money Opt ions
at FY-End (#) at FY-End ($ )(1)

Shares Acquired Exercisable/ Exercisabl e/

Name on Exercise (#) Value Re alized ($) Unexercisable Unexercisab le

Robert O. Smith None N one 386,900 Exercisable $81,469 Ex ercisable

(1) Market price at December 31, 1999, for a slkfu@mmon stock was $1.437



Stock Plans

Employee Stock Purchase Plan. The Company hasetlaptEmployee Stock Ownership Plan ("ESOP") irfaromty with ERISA
requirements. As of December 31, 1999, the ESORspwrithe aggregate, 167,504 shares of the Congp@uoyhmon Stock. In June 1996, the
ESOP entered into a $500,000 loan with San Joserdd&bank to finance the purchase of shares. Tdregany guaranteed the repayment of
the loan, and Company contributions to the ESORwsed to pay off the loan by the end of 1999 eAiployees of the Company participate
in the ESOP on the basis of level of compensatizhlength of service. Participation in the ESOBuBject to vesting over a six-year period.
The shares of the Company's Common Stock ownelebEEOP are voted by the ESOP trustees. Mr. SRiieisident and Chief Executive
Officer of the Company, is one of two trusteeshaf ESOP.

1998 and 1996 Stock Option Plans

The Company has established the 1998 and 1996 Stoitén Plans (the "Plans"). The purposes of tla$hre to encourage stock owner:

by employees, officers, and directors of the Corgargive them a greater personal interest in theeass of the business and to provide an
added incentive to continue to advance in theirleyment by or service to the Company. A total 08,I®0 options are authorized to be
issued under the Plans, of which 647,980 options haen issued. The Plans provide for the grasitloér incentive or non-statutory stock
options. The exercise price of any incentive stoption granted under the Plans may not be less1B&% of the fair market value of the
Common Stock of the Company on the date of grame.f&ir market value for which an optionee may tented incentive stock options in
any calendar year may not exceed $100,000. Shalogecsto options under the Plans may be purchfisezhsh. Unless otherwise provided
by the Board, an option granted under the Plaegéscisable for ten years. The Plans are admieidtey the Compensation Committee wt
has discretion to determine optionees, the numbshares to be covered by each option, the exescisedule, and other terms of the options.
The Plans may be amended, suspended, or termimatbeé Board but no such action may impair righitdar a previously granted option.
Each incentive stock option is exercisable, dutirgglifetime of the optionee, only so long as tpianee remains employed by the Company.
No option is transferrable by the optionee othanthy will or the laws of descent and distributi

Other Stock Options

The Company, as of December 31, 1999, has outsiguogitions to acquire 92,000 shares of Common Sio8k.80 per share and options to
acquire 86,900 shares of Common Stock at $.50h@@esThese options were granted to employees in1983 and are now fully vested.

401(k) Plan

The Company has adopted a tax-qualified employei@agaand retirement plan (the "401(k) Plan"), whiiznerally covers all of the
Company's full-time employees. Pursuant to the K)OR[an, employees may make voluntary contributimnthe 401(k) Plan up to a
maximum of six percent of eligible compensatione3é deferred amounts are contributed to the 4®1ék). The

401(k) Plan permits, but does not require, add#ianatching and Company contributions on behaPRlah participants. The Company
matches contributions at the rate of $.25 for é&ich0 contributed. The Company can also make disogry contributions. The 401(k) Plan
is intended to qualify under Sections 401(k) anti(@pof the Internal Revenue Code of 1986, as aserdontributions to such a qualified
plan are deductible to the Company when made aitidenghe contributions nor the income earned aséhcontributions is taxable to Plan
participants until withdrawn. All 401(k) Plan coilntions are credited to separate accounts magdamtrust.



Item 11. Security Ownership of Certain Beneficial @vners and Management.

The following table sets forth, as of March 31, @0€ertain information with respect to the benaficwnership of shares of Digital Power
Common Stock by all shareholders known by Digi@ver to be the beneficial owners of more than figecent of the outstanding shares of
such Common Stock, all directors and executiveceffi of Digital Power individually, and all direcscand all executive officers of Digital
Power as a group. As of March 31, 2000, there ®e3@4,435 shares of Common Stock outstanding.

No. of Shares

Name Common Stock(1) Percent
Rhodora Finance Corporation Limited 18 3,464 6.54%
80 Broad Street
Monrovia, Liberia
Digital Power - ESOP 16 7,504 5.97%
41920 Christy Street
Fremont, CA 94538
Thomas W. O'Neil, Jr., 75, 600(2) 2.65%
Director
Robert O. Smith, 765, 904(3) 22.51%

Director and Chief Executive Officer

Chris Schofield, -0- -0-
Managing Director, Digital Power Limited

Philip G. Swany, 49, 250(4) 1.73%
Chief Financial Officer

Scott C. McDonald, 10, 000(5) *
Director
Robert J. Boschert, 10, 000(5) *
Director

All directors and executive officers as a
group (6 persons) 919, 754(6) 24.7%

* Less than one percent.

(1) Except as indicated in the footnotes to thidetathe persons named in the table have solegatil investment power with respect to all
shares of Common Stock shown as beneficially ownyeithem, subject to community property laws wheagliaable.

(2) Includes 50,000 shares subject to options aardants exercisable within 60 days.

(3) Includes 598,400 shares subject to optionsnaardants exercisable within 60 days. Also incluilé$,504 owned by the Digital Power
ESOP of which Mr. Smith is a trustee.

(4) Represents 49,250 shares subject to optionsisable within 60 days.
(5) Includes 10,000 shares subject to options aaants exercisable within 60 days.

(6) Includes 717,650 shares subject to optionsweardants and exercisable within 60 days. Also ideki167,504 shares owned by the Digital
Power ESOP of which Mr. Smith is a trustee and bmgeemed a beneficial own



Item 12. Certain Relationships and Related Transaans.

None.

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(5)

10.10 Promissory Note(5)

10.11 Employment Agreement with Robert O. Smith

21.1 The Company's subsidiaries consist of Poder Digital S.A. de C.V., a
corporation formed under the laws of Mexico , and Digital Power Limited,
a corporation formed under the laws of the United Kingdom.

27.1 Financial Data Schedule

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

(2) Previously filed with the Commission on Decem®g1996, 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

(5) Previously filed with the Commission with iteffin 10-KSB for the year ended December 31, 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.

Dated: April 14, 2000 DIGITA L POWER CORPORATION,
a Cali fornia Corporation
/sl Ro bert O. Smith
Robert O. Smith,
Chief Executive Officer

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

Signatures Date

/s/ Robert O. Smith April 14, 2000
Robert O. Smith, Chief Executive Officer
(Principal Executive Officer)

/sl Philip G. Swany April 14, 2000
Philip G. Swany, Chief Financial Officer

(Principal Accounting and

Financial Officer)

/s/ Robert J. Boschert April 14, 2000
Robert J. Boschert, Director

/sl Scott C. McDonald April 14, 2000
Scott C. McDonald, Director

April 14, 2000
Thomas W. O'Neil, Jr., Director

/sl Chris Schofield April 14, 2000
Chris Schofield, Director
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INDEPENDENT AUDITOR'S REPORT
To the Stockholders and Board of Directors Digralver Corporation and subsidiaries Fremont, Caliéor

We have audited the accompanying consolidated balsineet of Digital Power Corporation and subsieaas of December 31, 1999, and
related consolidated statements of operationskistdders' equity, and cash flows for the years dridlecember 31, 1999 and 1998. These
financial statements are the responsibility of@menpany's management. Our responsibility is to&sgan opinion on these consolidated
financial statements based on our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardsedhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial 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 statetagreferred to above present fairly, in all matenégpects, the financial position of Digital
Power Corporation and subsidiaries as of Decembet @9, and the results of their operations aeit ttash flows for the years ended
December 31, 1999 and 1998, in conformity with galiyeaccepted accounting principles.

/sIHEIN + ASSOCIATES LLP

HEIN + ASSOCIATES LLP
Certified Public Accountants

Orange, California
March 15, 2000



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEET

DECEMBER 31,

1999
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $ 824,708
Accounts receivable - trade, net of allowance for
doubtful accounts of $210,485 2,813,080
Income tax refund receivable 70,988
Other receivables 99,875
Inventories, net 4,531,261
Prepaid expenses and deposits 61,326
Deferred income taxes 360,136
Total current assets 8,761,374
PROPERTY AND EQUIPMENT, net 1,223,137
EXCESS OF PURCHASE PRICE OVER NET ASSETS ACQUIRED, net of
accumulated amortization of $289,926 1,162,264
DEPOSITS 14,058
TOTAL ASSETS $11,160,833

LIABILITIES AND STOCKHOLDERS' EQUITY

CURRENT LIABILITIES:

Notes payable $ 940,000
Current portion of capital lease obligations 43,646
Accounts payable 1,196,170
Accrued liabilities 1,213,641
Total current liabilities 3,393,457
CAPITAL LEASE OBLIGATIONS, less current portion 80,825
OTHER LONG-TERM LIABILITIES 25,000
DEFERRED INCOME TAXES 9,344
Total liabilities 3,508,626

COMMITMENTS AND CONTINGENCIES (Notes 7 and 12)

STOCKHOLDERS' EQUITY:
Preferred stock issuable in series, no par vali@®02000 shares authorized, no shares issuedartdtanding.
Common stock, no par value, 10,000,000 shares Azl

2,771,435 shares issued and outstanding 9,012,679
Additional paid-in capital 331,310
Accumulated deficit (1,832,337)
Note receivable - stockholder (52,200)
Accumulated other comprehensive income 192,755

Total stockholders' equity 7,652,207

TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $ 11,160,833

See accompanying notes to these consolidated falastatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS

FOR THE YEARS ENDED DECEMBER 31,

REVENUES $1
COST OF GOODS SOLD 1

Gross margin

OPERATING EXPENSES:
Research and development
Marketing and selling
General and administrative

Total operating expenses
INCOME (LOSS) FROM OPERATIONS

OTHER INCOME (EXPENSE):
Interest income
Interest expense
Translation loss
Gain (loss) on disposal of assets

Other income (expense)
INCOME (LOSS) BEFORE INCOME TAXES

PROVISION FOR INCOME TAX (BENEFIT) EXPENSE

NET INCOME (LOSS) $

NET INCOME (LOSS) PER COMMON SHARE:
Basic net income (loss) per share $
Diluted net income (loss) per share $

See accompanying notes to these consolidated falastatements

1999 1998
5,354,018  $ 18,733,470
1,277,170 14,778,103
4,076,848 3,955,367
952,690 1,397,816
1,159,323 1,561,803
1,644,170 1,572,318
3,756,183 4,531,937
320,665 (576,570)
30,935 16,074
(178,343) (236,968)
(6,236) (37,771)
(16,830) 6,647
(170,474) (252,018)
150,191 (828,588)
123,000 (258,000)
27,191  $ (570,588)
01 $  (21)
01 $  (21)




DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENT OF STOCKHOLDERS' EQUITY
FOR THE YEARS ENDED DECEMBER 31, 1999 and 1998

ACCUMULATED
OTHER  TOTAL
COMMON STOC K ADDITIONAL NOT E COMPRE- STOCK-
----------------------- PAID-IN ACCUMULATED ESOP RECEIV ABLE- HENSIVE HOLDERS'
SHARES AM OUNT CAPITAL DEFICIT SHARES STOCKH OLDER INCOME EQUITY
BALANCES, January 1, 1998 2,694,485 $8,8 56,489 $ 233,762 $(1,288,940) $ (325,423) $ - $196,828 $ 7,672,716
Exercise of stock options 35,750 64,350 - - - - - 64,350
Exercise of warrants 6,200 31,684 (684) - - - - 31,000
Stock issued for legal
settlement 35,000 60,156 - - - - - 60,156
Contribution to ESOP - - - - 140,504 - - 140,504
Compensation recognized
upon issuance of warrants - - 46,032 - - - - 46,032
Comprehensive loss:
Net loss - - - (570,588) - - - -
Income tax benefit arising from
the exercise of employee stock
options - - - - - - 38,366 -
Foreign currency
translation adjustment - - - - - - 36,234 -
Total comprehensive loss - - - - - - (495,988)
BALANCES, December 31, 1998 2,771,435 9,0 12,679 279,110 (1,859,528) (184,919) - 271,428 7,518,770
Contribution to ESOP - - - - 184,919 - - 184,919
Note receivable for common
stock - - 52,200 - - 6 2,200) - -
Comprehensive income:
Net income - - - 27,191 -
Foreign currency
translation adjustment - - - - - - (78,673) -
Total comprehensive loss - - - - - - - (51,482)
BALANCES, December 31, 1999 2,771,435 $9,0 12,679 $ 331,310 $(1,832,337) $ -$ (5 2,200) $ 192,755 $ 7,652,207

See accompanying notes to these consolidated falatatements



DIGITAL POWER CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED
DECEMBER 31,

1999 1998

CASH FLOWS FROM OPERATING ACTIVITIES:

Net income (loss) $ 27,191 $ (570,588)

Adjustments to reconcile net income (loss)
to net cash provided by operating activities:

(Continued)

Depreciation and amortization 500,691 423,655
(Gain) loss on disposal of assets 16,830 (6,647)
Deferred income taxes 8,813 (287,927)
Warranty expense (110,000) 140,000
Inventory reserve 30,000 230,000
Contribution to ESOP 184,919 140,504
Bad debt expense 35,547 50,000
Compensation cost recognized upon

issuance of warrants - 46,033
Income tax benefit related to exercise

of stock options - 38,366
Foreign currency translation adjustment 6,236 37,771
Stock issued for legal settlement - 60,156

Changes in operating assets and liabilities:

Accounts receivable 711,411 614,453
Income tax refund receivable 321,658 (392,646)
Other receivables 3,167 173,507
Inventories 303,259 434,597
Prepaid expenses and deposits (6,062) 73,986
Other assets 26,733 (23,531)
Accounts payable (50,685) (1,950,562)
Accrued liabilities (271,457) 743,896
Other long-term liabilities (10,043) 35,043

Net cash provided by operating activities 1,728,208 10,066

CASH FLOWS FROM INVESTING ACTIVITIES:

Acquisition of Gresham Power Electronics - (3,370,293)
Purchase of property and equipment (168,042)  (156,707)
Proceeds from sale of assets 6,146 26,414

Net cash used in investing activities (161,896) (3,500,586)



DIGITAL POWER CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(Continued)

FOR THE YEARS ENDED
DECEMBER 31,

1999 1998
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from exercise of stock options
and warrants - 95,350
Principal payments on long-term debt (184,919)  (140,504)
Principal payments on capital lease
obligations (72,537) (7,310)
Proceeds from notes payable - 2,366,846
Principal payments on notes payable (1,266,846)  (160,000)
Net cash provided by (used in) financing
activities (1,524,302) 2,154,382
EFFECT OF EXCHANGE RATE CHANGES ON CASH (84,909) (1,537)
NET DECREASE IN CASH AND CASH EQUIVALENTS (42,899) (1,337,675)
CASH AND CASH EQUIVALENTS, beginning of period 867,607 2,205,282
CASH AND CASH EQUIVALENTS, end of period $ 824,708 $ 867,607
SUPPLEMENTAL CASH FLOW INFORMATION:
Cash payments for:
Interest $ 277,935 $ 233,982
Income taxes $ 117,494 $ 289,872
NON-CASH INVESTING AND FINANCING ACTIVITIES:
Acquisition of equipment through capital leases $ 19,720 $ 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"), a California paration, and its wholly owned subsidiaries, Pddigiital, S.A. de C.V. ("PD"), located
Guadalajara, Mexico, and Digital Power Limited ('IDP located in the United Kingdom, are engagethie design, manufacture and sale of
switching power supplies. DPC, PD, and DPL areectiVely referred to as the "Company".

2. SIGNIFICANT ACCOUNTING POLICIES:

Principles of Consolidation - The consolidated ficial statements include the accounts of DPC anfiblly owned subsidiaries, PD and
DPL. All significant intercompany accounts and gsactions have been eliminated in consolidation.

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

Inventories - Inventories are stated at the lowWeoat (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 assetsseéleald 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 that increase ifieeof an asset are capitalized and depreciatedtbeeestimated remaining useful life of the
asset. The cost of fixed assets sold, or otherdiggmsed of, and the related accumulated depreciatiamortization are removed from the
accounts, and any resulting gains or losses dextedfl 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 asskthe acquired business and is being amortizedjuke straight-line method over its
estimated useful life of ten years.

Income Taxes - The Company accounts for incomestareer the liability method which requires recaigni of deferred tax assets and
liabilities for the expected future tax consequanakevents that have been included in the findistaements or tax returns. Under this
method, deferred tax assets and liabilities arerdeénhed based on the differences between the fialbstatement carrying amounts of existing
assets and liabilities and their respective taxe®abeferred tax assets and liabilities are medausmg enacted tax rates expected to apply to
taxable income in the years in which those tempuadéferences are expected to be recovered oesefflhe effect on deferred tax assets and
liabilities of a change in tax rates is recognizethcome in the period that includes the enactndei.

Revenue Recognition - Sales revenue is recognitexh\the products are shipped to customers, ingudistributors. Customers receive a
one or two-year product warranty and certain s@elstributors are subject to a limited right efurn. At the same time sales revenue is
recognized, the Company provides a reserve famasgid warranty costs and a reserve for estimatedupt returns



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Research and Development Costs - Research andgewatt costs are charged to operations in thegaraurred.

Foreign Currency Translation - Gains and lossas fitte effects of exchange rate fluctuations onstations denominated in foreign
currencies are included in the results of operatidssets and liabilities of the Company's foresghsidiaries are translated into U.S. dollars
at year-end exchange rates. Income and expensg dentranslated at average exchange rates preydiliring the year. The resulting
translation adjustment for DPL is recorded as apmment of accumulated other comprehensive incornenpgponent of stockholders equity.
Because PD operates in a country with a highhatidhary economy, any translation adjustment rdl&tePD is included in the results of
operations.

Earnings Per Share - Basic earnings per sharedssliilution and is computed by dividing net incofiess) available to common
stockholders by the weighted average number of comshares outstanding for the period. Diluted egsiper share reflects the potential
dilution that could occur if securities or othent@cts to issue common stock were exercised orerted into common stock or resulted in
the issuance of common stock that then shareckiednings of the entity. Common stock equivaléntshe year ended December 31, 1998
were anti-dilutive and excluded from the earnings ghare computation.

Use of Estimates - The preparation of the Comparoyisolidated financial statements in conformitytvgenerally accepted accounting
principles requires the Company's management teeraakimates and assumptions that affect the amogjmsted in these consolidated
financial statements and accompanying notes. Actsailts could differ from those estimates.

The Company's consolidated financial statementdased upon a number of significant estimatesydtiaf the allowance for doubtful
accounts, technological obsolescence of inventatiesestimated useful lives selected for propanty equipment and goodwill, realizability

of deferred tax assets, allowance for sales retams warranty reserve. Due to the uncertaintibsrint in the estimation process, it is at least
reasonably possible that these estimates will hbdurevised in the near term and such revisiaogdcbe material.

Impairment of Long-Lived Assets - In the event tfaatts and circumstances indicate that the colstmf 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 Ndb,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" (FASB123¢ Company will disclose the impact of adopting fair value accounting of
employee stock options. Transactions in equityrimsents with non-employees for goods or servicee f@en accounted for using the fair
value method as 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 counterparties when t@ase similar economic characteristics that woaldse their ability to meet contractual
obligations to be similarly affected by changeséenomic or other conditions described below. koadance with FASB Statement No. 105,
"Disclosure of Information about Financial Instrumtgewith Off-Balance-Sheet Risk and Financial lmstents with Concentrations of Credit
Risk," financial instruments that subject the Compto credit risk consist of cash balances maiethinm excess of federal depository
insurance limits and accounts and notes receivaliish have no collateral or security. See Notéat3najor customers.

Fair Value of Financial Instruments - The estimdgadvalues for financial instruments under FAS. 67, "Disclosures about Fair Value of
Financial Instruments”, are determined at disgoeiats in time based on relevant market informatidmese estimates involve uncertainties
and cannot be determined with precision. The falue of cash is based on its demand value, whiehusl to its carrying value. The fair
values of notes payable are based on borrowing thét are available to the Company for loans wiithilar terms, collateral, and maturity.
The estimated fair values of notes payable appratartheir carrying values.

Comprehensive Income - The Company has adoptééitlaacial Accounting Standards Board Statemenirmdrieial 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 wetaxi for employee stock options, and certain chamg minimum pension liabilities.

Impact of Recently Issued Standards - In June 1®@8-inancial Accounting Standards Board issuatk8tent of Financial Accounting
Standards No. 133 "Accounting for Derivative Ingtents and Hedging Activities,"(FASB133). FASB13guies that an entity recognize all
derivatives as assets or liabilities in the stat@oéfinancial position and measure those instmiat fair value. This statement was ame
by Statement of Financial Accounting Standards N7, issued in June 1999, such that it is effedveéhe Company's financial statements
for the year ending December 31, 2001. The Compgaeg not believe the adoption of FASB133 will haweaterial impact on assets,
liabilities or equity. The Company has not yet daeieed the impact of FASB133 on the income statdroethe impact on comprehensive
income.



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
3. INVENTORIES:

Inventories consists of the following as of Decentkis 1999:

Raw materials $ 4,017,991
Work-in-process 699,490
Finished goods 485,430
Allowance for obsolescence (671,650)

$ 4,531,261

4. PROPERTY AND EQUIPMENT:

Property and equipment consist of the followingpbBecember 31, 1999:

Machinery and equipment $ 1,375,563
Office equipment and furniture 838,311
Leasehold improvements 518,586
Transportation equipment 136,655
Accumulated depreciation and amortization (1,645,978)
$ 1,223,137

5. ACCRUED LIABILITIES:

Accrued liabilities consist of the following as B&cember 31, 1999:

Accrued payroll and benefits $ 176,167
Accrued commissions and royalties 78,383
Accrued warranty and product return expense 272,782
Income taxes payable 207,358
Accrued legal and professional fees 168,042
Other 310,909



DIGITAL POWER CORPORATION AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
6. NOTES PAYABLE:

DPC has a $3,000,000 line of credit pursuant toanfssory note agreement. The line of credit agesdmrovides for borrowings up to 80%
of eligible accounts receivable, plus 20% of ineeptor $500,000, whichever is less, not to excetata of $3,000,000. Borrowing under t
line of credit bears interest based upon an indgwaleto the lender's prime rate (totaling 8.50%@tember 31, 1999), payable monthly with
outstanding principal due on demand. If no demandade, the outstanding principal and unpaid addnterest is due September 15, 2000.
At December 31, 1999, the outstanding principahbed was $940,000. Under the terms of the agreethen€ompany is required to
maintain certain ratios and be in compliance witkeo covenants. At December 31, 1999, the Compasyimwcompliance with all covenants.

DPL has a $800,000 line of credit pursuant to a lmgreement. Borrowing under this line of credinsanterest at 2% per annum over the
Bank's Base rate (totaling 10% at December 31, 1 §@§able monthly with outstanding principal duedemand. If no demand is made, the
outstanding principal and accrued interest is daedk 31, 2001. The loan is collateralized by sutistly all of the Company's assets. At
December 31, 1999, no principal or accrued intesast outstanding. Under the terms of the agreerttenCompany is required to maintain
certain ratios and be in compliance with other caves. At December 31, 1999, the Company was irptiante with all covenants.

7. CAPITAL LEASE OBLIGATIONS:

The Company leases certain equipment and vehiddsriagreements classified as capital leases. @$tetassets under capital leases is
$181,484 and accumulated depreciation amounts8®84 at December 31, 1999.

The future minimum lease payments are as follows:

YEARS ENDING

DECEMBER 31, AMO UNT
2000 $ 48 732

2001 43 412

2002 27 ,792

2003 13 ,896

Total future minimum lese payments 133 ,832
Less amount representing interest 9 ,361)
Present value of net minimum lease payments 124 A71

Less Current portion (43 ,646)

$ 80 ,825
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8. 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

9. NOTE RECEIVABLE - STOCKHOLDER:

At December 31, 1999, the Company had a note rebksin the amount of $52,200 due from a formerleyge received in consideration
the exercise of stock options. The note bearsdastet 5% and was paid in full in February 2000.

10. STOCK OPTIONS AND WARRANTS:

Stock Options - In May 1996, the Company adoptedl®96 Stock Option Plan covering 513,000 sharadetthe plan, the Company can
issue either incentive or non-statutory stock apidrhe price of the options granted pursuantégthn will not be less than 100% of the fair
market value of the shares on the date of grard.cBmpensation committee of the board of direatditslecide the vesting period of the
options, if any, and no option will be exercisahafter ten years from the date granted.

The Company granted 100,000 non-qualified optiorsurchase the Company's stock to the presidghec€ompany in each of the years
ended December 31, 1998 and 1997, in accordanhehigiemployment agreement. The exercise pric€6 @875 and $5.4375 per share in
1998 and 1997, respectively, were equal to thenfiairket value on the dates of grant. Such opti@ssed immediately and expire in 2008 and
2007, respectively. On November 5, 1998, thesmogtwere repriced to $2.3125, which was equaladafr market value on that date.

On January 4, 1999, the Company issued 100,00@ualified options to purchase the Company's stocke president of the Company, in
accordance with his employment agreement. The meeptice of $1.8750 per share was equal to therfarket value on the date of grant.
Such options vested immediately and expire in 2009.

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 eigg@rice 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. ®hmpensation committee of the Board of Directorsd eétermine the vesting period of the
options, if any, and no options will be exercisadfer ten years from the date of gre
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During the year ended December 31, 1998, the Coyngraamted 254,000 options to purchase the Compatgck under the 1996 Stock
Option Plan to certain employees. The exerciseepniange from $4.00 to $6.1250 per share, whichegaal to the fair market value on the
date of grant. The options vest over 5 years at @éf4year starting in the second year. On Noverbp&898, the options were repriced to the
current fair market value of $2.3125 per share.

During the year ended December 31, 1998, the Coyngiaamted 124,940 options to purchase the Compatgck under the 1998 Stock
Option Plan to certain employees. The exerciseefdhe options is $6.25 per share, which waslequhe fair market value on the date of
grant. The options vest over 5 years at 25% parstagting in the second year. On November 5, 1888pptions were repriced to the current
fair market value of $2.3125 per share.

During the year ended December 31, 1999, the Coyngiaamted 70,000 options to purchase the Compatntk under the 1996 Stock Opt
Plan to certain employees. The exercise priceserénogn $1.6875 to $2.00 per share, which was eguiile fair market value on the date of
grant. The options vest over 5 years at 25% parstasting in the second year.

During the year ended December 31, 1999, the Coyngiaamted 11,900 options to purchase the Compatntk under the 1998 Stock Opt
Plan to certain employees. The exercise priceseabptions ranges from $1.5625 to $1.8750 per shdnieh was equal to the fair market
value on the date of grant. The options vest owesess at 25% per year starting in the second year.

During the year ended December 31, 1999 and 1888 0ompany granted non-qualified options unded 888 plan of 30,000 and 60,000
options, respectively, to purchase the Compangtksb outside directors. The exercise prices rdraga $1.93 to $6.25 per share, which v
equal to the fair value on the date of grant. Thigons vest after one year.

The following table sets forth activity for all ops:

AVERAGE
NUMBER OF EXERCISE PRICE
SHARES PER SHARE
OUTSTANDING, January 1, 1998 652,900 $ 241
Granted 548,940 2.74
Forfeited (100,160) 2.85
Exercised (35,750) 1.80
OUTSTANDING, December 31, 1998 1,065,930 2.19
Granted 211,900 1.90
Forfeited (194,200) 2.42

OUTSTANDING, December 31, 1999 1,083,630 $ 2.09
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At December 31, 1999, options to purchase 40,08€eshwith a weighted average exercise price df@h@vere exercisable at prices ranging
from $6.00 to $6.25 per share.

At December 31, 1999, options to purchase 1,043s630es were outstanding with exercise prices ngnigom $.50 to $2.31 per share, a
weighted average exercise price of $1.94, and ght&il average remaining contractual life of 7.18rgeOf the outstanding options, 745,251
options were excisable at a weighted average eseeprice of $1.84 with the 298,379 unvested optimtome exercisable as follows:

WEIGHTED
NUMBER OF AVERAGE
YEAR ENDING DECEMBER 31, SHARES E XERCISE PRICE
2000 90,283 $ 221
2001 85,620 2.22
2002 83,134 2.22
2003 27,978 2.03
2004 11,364 1.93
298,379 $ 219

If not previously exercised the outstanding optjomish a weighted average contractual life of A/2ars will expire as follows:

WEIGHTED
NUMBER OF AVERAGE
YEAR ENDING DECEMBER 31, SHARES E XERCISE PRICE
2003 279,150 $ 140
2004 - -
2005 - -
2006 192,000 2.07
2007 227,800 231
2008 274,680 2.53
2009 110,000 2.34
1,083,630 $ 209

Warrants 4n January 1998, the Company issued warrantsrchpse 30,000 shares of common stock at $7.0thpee granted, to an inves
relations firm for services provided. Compensatapense of $46,032 was recognized upon issuartbe efarrants. The warrants are
immediately exercisable and expire in January 2001.

In March 1997, the Company issued warrants to @setl 5,000 shares of common stock at $6.75 peg ghamnted, for marketing services
provided. Compensation expense of $35,903 was néned) upon issuance of the warrants. The warraetsdramediately exercisable and
expire in March 200(
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The following represents all activity that took ggafor warrants issued:

AVERAGE
NUMBER OF EXERCISE PRICE
SHARES PER SHARE
OUTSTANDING, January 1, 1998 814,290 $ 5.02
Granted 30,000 7.00
Exercised (6,200) 5.00
OUTSTANDING, December 31, 1998 838,090 5.09
Expired (793,090) 5.11
OUTSTANDING, December 31, 1999 45,000 $ 6.92

As stated in Note 2, the Company has not adopéaihvalue accounting prescribed by FASB123 fopkyees. Had compensation cost for
stock options or warrants issued to employees Hetarmined based on the fair value at grant datteviards in 1999 and 1998, consistent
with the provisions of FASB123, the Company's nebime (loss) and net income

(loss) per share would have been reduced to tHferpre amounts indicated below:

Net loss $(326,681) $ ( 1,472,924)

Net loss per common share:
Basic and diluted $ (12) $ (.59)

The fair value of each option or warrant is estedatn the date of grant using the present valtleeogéxercise price and is pro-rated based on
the percent of time from the grant date to the @ittie vesting period. The weighted-average faue®f the options on the grant date was
$.64 and $2.74 per share for 1999 and 1998, rasphctThe following assumptions were used for ¢gsan 1999 and 1998: average risk-free
interest rates of 4.6% and 5.6%, respectively; etqutlives of two years, dividend yield of 0%; asgected volatility of 55.0% and 56.8%,

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

FOR THE YEARS ENDED
DECEMBER 31,

199 9 1998
BASC
Net income (loss) applicable to common
shareholders $ 2 7,191 $ (570,588)
Weighted average number of:c::;r:l;:on shares 2,77 1,435 2,726,631
Basic earnings (loss) per sha:r::::: $ .01 $  (.21)
DILUTED
Net income (loss) applicable to common
shareholders $ 2 7,191 $ (570,588)
Weighted average number of_c_:c;r;l}l_on shares 2,77 1,435 2,726,631

Common stock equivalent shares representing
shares issuable upon exercise of stock
options 6 1,447
Weighted average number of shares used in
calculation of diluted income (loss) per
share 2,83 2,882 2,726,631

Diluted earnings (loss) per share $ .01 $  (.21)

12. COMMITMENTS:

LEASES - The Company leases its office space iif@ala, a manufacturing facility in Guadalajaraekico, and the facility and certain
equipment in the UK under operating leases. Tha foture minimum lease payments are as follows:

YEARS ENDING DECEMBER 31,

2000 $ 275 ,446
2001 154 ,643
2002 134 ,284
2003 129 ,242
2004 128 ,820
Thereafter 611 ,895

$1,434 ,330
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Lease payments on the manufacturing facility in Medare to be made in Mexican Pesos. Lease payroaritee 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, 1999. Changes
in the conversion rate will have an impact on tleenPany's required minimum payments and its opegagsults.

Rent expense was $253,530 and $243,154 for 1999388 respectively.

ROYALTY AGREEMENT - The Company had a royalty agresnt with a third party on various products, ang @éerivatives from the base
design of these products.

In April 1998, the third party filed a lawsuit agat the Company related to this agreement. Thisu#éwvas 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 valued at $60,156. The shares waredsspon the close of the agreement. The $150000s in installments through June
2000. As of December 31, 1999, the Company had$Ei8&,000 in installments with the remaining $38,0@ing included in accrued
liabilities.

EMPLOYMENT AGREEMENT - The Company has an employtamtract with its President/CEO that terminateDecember 31, 2000.
The contract provides for an automatic one-yeagweth unless terminated by either the Company oethployee. Under the terms of the
employment contract, he shall serve as presidahthief executive officer of the Company for a salaf $200,000 per annum. In addition,
pursuant to the contract, he shall have the rigihéteive on the first business day of each Janianing the term of his contract options to
acquire 100,000 shares of Common Stock at the lofverarket value per share as of such date ontbeage per share bid price for the first
six months beginning from the date of grant of tipsion. Also, pursuant to the employment contraxcthe event there is a change in control
of the Company, the employee shall be paid, ingaenent, the sum of six times the annual baseys&dathe year preceding the
announcement of the change in control. Finallyspant to the employment contract, in the evenéwhination without cause, the employee
shall receive in one lump sum an amount equalreettimes the employees base salary for the yeaegding the termination.

13. MAJOR CUSTOMERS:

The Company frequently sells large quantities g&irtory to its customers. For the year ended Deeedib, 1999, two customers each
accounted for 11% of the Company's net sales.Heoye¢ar ended December 31, 1998, two customersiaisobfor 13% and 10%,
respectively, of the Company's net sales. At Deeer8lh, 1999, approximately $417,000 or 15% of tben@any's net accounts receivable
were due from two custome!
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14. EMPLOYEE BENEFIT PLANS:

401(K) PROFIT SHARING PLAN - The Company has a &) Jrofit sharing plan (the "Plan") covering subpdially all employees of DPC.
Eligible employees may make voluntary contributicmshe Plan, which are matched by the Companyrateaof $.25 for each $1.00
contributed, up to a maximum of six percent ofibligg compensation. The Company can also make disoegy contributions. The Company
made matching contributions to the Plan of $11,408 $17,073 for 1999 and 1998, respectively. Thar@of Directors of DPC elected not
to make a discretionary contribution to the Plan1fé99 or 1998.

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} eantribute 7% of the employees basic annualrgdtathe plan. Contributions are
charged to operations as incurred. The Company maunteibutions totaling $71,400 and $50,145 toglen for the years ended December
31, 1999 and 1998, respectively.

EMPLOYEE STOCK OWNERSHIP PLAN - The Company alss ha employee stock ownership plan (the "ESOP"¢6og substantially
all employees of DPC. The Company can make diseraty contributions of cash or company stock (dsee in the ESOP plan document)
up to deductible limits prescribed by the InterRavenue Code.

Effective June 13, 1996, the ESOP obtained a $500d@an guaranteed by the Company for the purpbaequiring common stock of the
Company from existing stockholders. The loan baterest at 8.5% per annum and required monthly paysof principal and interest of
$8,852 through June 2001. Immediately upon theifndf the loan, the ESOP purchased approximateyaD0 shares of the Company's
common stock from existing shareholders. The Compaas required to contribute amounts to the plasufticiently cover the debt
payments. Contributions to the plan in 1999 andB1were $184,919 and $165,971, respectively. Asaxfeinber 31, 1999, the Company has
repaid the loar
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15. INCOME TAXES:

Income tax expense (benefit) is comprised of thievidng:

FOR THE YEARS ENDED
DECEMBER 31,

1999 1998
Current
Federal $ (28,0000 $ (32,000)
State 1,000 (60,000)
Foreign 143,000 121,000
116,000 29,000
Deferred
Federal 2,000 (234,000)
State 5,000 (53,000)
Foreign - -
7,000 (287,000)
$ 123,000 $ (258,000)

The components of the net deferred tax asset ahtlitly recognized as of December 31, 1999 arebaws:

Current deferred tax assets (liabilities):

Accounts receivable, principally due to allowanc e

for doubtful accounts $ 84,294
Compensated absences, principally due to accrual

for financial reporting purposes 28,113
Accrued commissions 14,725
Inventory reserve 204,714
Warranty reserve 78,273
Stock rotation liability 24,084
Accrued settlement 12,845
Accrued other 10,404
Book compensation for stock options 79,038
Effect of change in tax accounting method (109,599)
UNICAP 23,896
State taxes 272

451,059
Valuation allowance (90,923)
Net current deferred tax asset $ 360,136

Long-term deferred tax assets (liabilities):
Net operating loss carryforwards 7,667
Depreciation ,

Net long-term deferred tax liability $ (9,344)
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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
DECEMBER 31,

1999 1998

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

Permanent differences 2.3 .8
State income taxes 3.8 (13.5)
Tax effect resulting from foreign activities 41.5 7.4
Change in valuation allowance - 10.8
Change in beginning balance of deferred asset - (8.2)
Effect of IRS examination - 5.4
Other - .6

81.6% (30.7%)

16. ACCUMULATED OTHER COMPREHENSIVE INCOME BALANCES

Accumulated other comprehensive income consistiseofollowing as of December 31, 1999:

Total
Compensati on Accumulated
related t 0 Other
Foreign Currency exercise o f Comprehensive
Translation  stock opti ons Income
Beginning Balance $ 36,234 $ 235, 194 $ 271,428
Current-period change (78,673) - (78,673)

$ (42,439) $ 235, 194 $ 192,755
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17. 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. Segmagrations are measured consistent with accouptiigies used in these consolidated
financial statements. Segment information is devd:

1999

DPC PD DPL Eliminations Totals
Revenues $ 8,864,412 $ 19,989 $ 6,469,617 $ $ 15,354,018
Intersegment
Revenues $ 221,138 $ 2,150,000 $ - $ (2,371,138) $
Interest
Income $ 128,106 $ 3,806 $ 12,936 $ (113,913) $ 30,935
Interest
Expense $ 130,173 % 7,098 $ 154,985 $ (113,913) $ 178,343
Depreciation
and
Amortization $ 161,489 $ 49,358 $ 289,844 $ - $ 500,691
Income Tax
Expense $ (20,000) $ -0 % 143,000 $ - $ 123,000
Net Income $ (67,139)$ (76,673) $ 171,003 $ - % 27,191
Segment Assets $ 9,251,925 $ 829,095 $ 4,924,991 $ (3,845,178) $ 11,160,833

Expenditures
for Segment
Assets $ 42281 % 51687 $ 93,794 $ - $ 187,762
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1998

DPC PD DPL Eliminations Totals
Revenues $ 11,681,979 $ 49,450 $ 7,002,041 $ - $ 18,733,470
Intersegment
Revenues $ 94223 $ 2,541,720 $ - $(2,635,943) $ -
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
(Benefit) $ (378,983) % -8 120,983 $ - $ (258,000)
Net (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




EMPLOYMENT AGREEMENT

This EMPLOYMENT AGREEMENT (the "Agreement"), effégd as of January 1, 2000 (the "Effective Dates)emtered into by and betwe
Digital Power Corporation, a California corporatigthe "Company"), and Robert O. Smith ("Employee").

RECITALS

WHEREAS, the Company and Employee entered intodbdain "Employment Agreement” dated as of Octdhdr996 (the "Original
Employment Agreement"), which Original Employmergrdement had a three-year term commencing on Jatiu&aB97, and continuing
until December 31, 1999, which Original EmploymAgreement has now expired; and

WHEREAS, the Company and Employee now wish to entera new Employment Agreement under the ternascamditions set forth
herein;

NOW, THEREFORE, in consideration of the mutual pises and covenants made herein, the parties he@&REE AS FOLLOWS

ARTICLE |
EMPLOYMENT AND TERM OF EMPLOYMENT

1.1. Employment and Term. The Company hereby ensfmgployee to render full-time services to the Canypon an exclusive basis
(except Employee may work one day per week froméjonmpon the terms and conditions set forth befoam the effective date of this
Agreement until the employment relationship is teiated in accordance with the provisions of thigeggnent. This Agreement shall be for
an initial term from the Effective Date until Decker 31, 2000, and thereafter for an automaticalhewable term of one year from January
1st to December 31st of each year, unless ternurestdier as provided for herein (the "Employmeetri”). If this Agreement is not renew
by the Company for the subsequent year pursuantdtten notice from the Company to Employee d&d prior to December 1st of the
applicable year, such non-renewal will be deemdakta "Termination without Cause" and Employeeldieéntitled to the amounts set forth
in Section 4.3 hereof.

1.2. Acceptance. Employee hereby accepts employwiémthe Company and agrees to devote his fulbtattention and best efforts
exclusively to rendering the services describedweThe Employee shall accept and follow the dicecand authority of the Board of
Directors of the Company (the "Board") in the pemiance of his duties, and shall comply with alls¢ixig and future regulations applicable
employees of the Company and to the Company's bss



ARTICLE II
DUTIES OF EMPLOYEE

2.1. General Duties. Employee shall serve as tasidknt and Chief Executive Officer of the Compdnyhis capacity as President and Chief
Executive Officer, Employee shall do and perforirsatvices, acts, or other things necessary oisabtilé to manage and conduct the business
of the Company, including, but not limited to, gepervision, direction, and control of the busin@sd other employees of the Company,
subject to the policies and direction of the Bo&mhployee shall have all powers, duties, and resipiities necessary to carry out his duties,
and such other powers and duties as the Board neagnibe consistent with the Company's articleskaytalws. Employee may work one day
per week from his home.

2.2. Exclusive Services. It is understood and afjtkat Employee may not engage in any other busiaetvity during the term of his
employment hereunder, whether or not for profibitrer remuneration, without the prior written camtsef the Company. Further, Employee
shall not directly or indirectly acquire any stamkinterest in any corporation, partnership, oreothusiness entity that competes, directly or
indirectly, with the business of the Company.

2.3. Reporting Obligations. In connection with frexformance of his duties hereunder, unless otlserimistructed by the Company's Board,
the Employee shall report directly to the Board.

2.4. Director. Employee shall also serve as a tlireaf the Company, and shall be nominated as hiresach year subject to continued
approval of the stockholders of the Company asireduby law.

ARTICLE Il
COMPENSATION AND BENEFITS OF EMPLOYEE

3.1. Annual Base Salary. The Company shall pay¥thployee salary for the services to be renderedyduring the term of this Agreeme
at the rate of two hundred thousand dollars ($200),@er annum for the period between January 10 2#@®ecember 31, 2000, with any
difference between the annual base salary and aractially received by Employee to be temporaréfedred, subject to this provision and
Section 4.3 hereof. Thereafter, the Employee's arrase salary shall be as determined by the Coytyo@ompensation Committee, subject
to Board approval, on an annual basis, but in mmeshall such annual base salary be less thahuwdred thousand dollars ($200,000) per
annum. Such annual base salary shall be payabkriadic installments in accordance with the teafthe Company's regular payroll
practices in effect from time to time during thenteof this Agreement, but in no event less freglyethtan once each month. Any amounts
voluntarily deferred by Employee during the ternttaé Agreement may be paid to Employee from tim#éme at such times as the Board
Employee agree the Company is financially able édensuch payments. All deferred compensation slealue simple interest at the rate of
six percent (6%) per annum from the date of aaleé&rment



3.2. Bonuses. In addition to the Employee's balseysand other benefits provided to Employee hedeunEmployee shall be eligible to
receive bonuses based on Company performance aplbya's attainment of objectives established adinbg the Compensation
Committee of the Board of Directors.

3.3. Stock Options. Unless this Agreement has peeviously terminated, on the first business dayasfuary of each year during the
Employment Term (including on the Effective Datatstl above), Employee shall be granted immediatedjing stock options to purchase
100,000 shares of the Company's common stock exencise price equal to the lower of (i) the clgsimice of the common stock as of the
first business day of January, or

(i) the average closing price of the common stfmkhe first six months of the year. The stockiaps may be subject to (a) the further terms
and conditions set forth in the Company's 19965€gtion Plan and 1998 Stock Option Plan, as thay be amended or updated from time
to time or other stock option plans that may bepaeih, and the Stock Option Agreement required texaeuted thereunder, and (b) the
Employee's execution of all documents customaeituired by the Company to effect the grant of oo

3.4. Expenses. The Company shall pay or reimbhes&mployee for all reasonable, ordinary, and resggsusiness expenses actually
incurred or paid by Employee in the performanc&miployee's services under this Agreement in acooalavith the expense reimbursement
policies of the Company in effect from time to timhering the Employment Term, upon presentationroppr expense statements or vouchers
or such other written supporting documents as thgany may reasonably require.

3.5. Vacation. Employee shall be entitled to falyrweeks paid vacation for each calendar year gpedrfor any portion of a year, as
applicable), such vacation to accrue at the rathidEen and one-third

(13.33) hours per month. Notwithstanding anythimghte contrary in this Agreement, vacation timdlstease to accrue beyond eight (8)
weeks at any given time during the Employment Term.

3.6. General Employment Benefits. Except whereesgly provided for herein, Employee shall be exditb participate in, and to receive the
benefits under, any pension, health, life, accidamdl disability insurance plans or programs andahner employee benefit or fringe benefit
plans that the Company makes available generallg ttmployees, as the same may be in effect from to time during the Employment
Term.

3.7. Indemnification. Consistent with the termshe# Company's articles and bylaws, the Company stts@mnify and hold Employee
harmless for any actions taken or decisions madarhyin good faith while performing services in bipacity as President and Chief
Executive Officer of the Company during the EmpleynhTerm.

3.8. Annual Physical. Employee shall have the righan annual physical examination at the cosh@f@ompany



ARTICLE IV
TERMINATION OF EMPLOYMENT

4.1. Termination. This Agreement may be terminagg@rovided for in this Article 1V, or extended fayther written agreement of the parties.

4.2. Termination For Cause. The Company reseneegght to terminate this Agreement for cause ugapEmployee's willful and continued
failure to substantially perform his duties witletGompany (other than such failure resulting frasnitncapacity due to physical or mental
illness) after there is delivered to Employee by Board, acting reasonably and in good faith, #tevridemand for substantial performance
which sets forth in detail the specific respectw/irich the Board believes Employee has not perfdrhig duties, and giving Employee not
less than thirty (30) days to correct the deficieaspecified in the written notice; (b) Employeeiful engagement in gross misconduct as
determined by the Board which is materially and destrably injurious to the Company; or (c) Emplogemmmission of a felony, or an act
of fraud against the Company or its affiliates. dpermination for cause, Employee shall not betledtio any severance benefits.

4.3. Termination Without Cause. Notwithstandingthimg to the contrary in this Agreement, the Compeserves the right to terminate this
Agreement at any time without cause, subject teipress terms and provisions below.

If Employee is terminated without cause, then arhailate (the "Termination Date"), the Employee-Eoyget relationship will cease and
Employee will be entitled to receive in one lumprsifa) three times (3X) the Employee's base ansalaty for the immediately previous full
fiscal year, and (b) any amounts deferred durimegi¢hm of this Agreement. Employee, at his solerdison, may be entitled to apply any and
all such amounts directly to the exercise pricarof stock options then held by him.

If Employee is terminated without cause, then todktent not already granted, the remaining optiof® granted on the first business day in
January of each year during the Employment Terri bhagranted as of the Termination Date with aereise price equal to the lowest
closing price of a share of common stock as ah@)first business day in January; (ii) the TermioraDate; or (iii) the average bid price
between the period from the first business dayimuary until the Termination Date provided that Tieemination Date is a date less than six
(6) months of the Employment Year. Such optionldieale an exercise period of ten (10) years froenTtarmination Date.

4.4. Voluntary Termination by Employee. Notwithedarg anything to the contrary in this Agreement,iagee may terminate this
Agreement at any time upon ninety (90) days writtetice to the Company, or upon written noticedakd prior to December 1st if
Employee does not intend to renew this Agreememaficadditional ongear term. If Employee voluntarily terminates enyph@nt, Employe
shall not be entitled to any severance benefitswlilube entitled to receive all deferred compeimmaand any other benefits required by |i



4.5. Change in Control; Severance. If there istefige in control” in the Company during the EmpleyiiTerm, then this Agreement shal
terminated, effective as of the date the chang®irol. For the purposes of this Section 4.5,lahge in control” shall mean an event
involving one transaction or a related series afisactions, in which: (a) the Employer issues seesiequal to fifty percent (50%) or more of
the issued and outstanding capital stock of thel&pep to any individual, firm, partnership, or othentity, including a "group” within the
meaning of Section 13 (d)(3) of the Securities Exaje Act of 1934 ("the Exchange Act"); (b) the Eayelr is acquired in a merger or other
business combination in which the Employer is hetgurviving corporation; or

(c) fifty percent (50%) or more of the Employertmsolidated assets or earning power are sold wsfeaed. In the event of a change in
control, Employee, upon the effective date of thange in control, shall be paid, in one paymerst siim of six (6) times Employee's annual
base salary for the fiscal year preceding the ancement of the change in control. Further, upohamnge in control, any option to be issued
to Employee will be treated as if there was termidgmawithout cause under Section 4.3.

4.6. Gross-up Payment. If the Employee become®sutyg the excise tax imposed by Section 4999 efriternal Revenue Code of 1986, as
amended (the "Code") on "excess parachute paymastdéfined in Section 280G of the Code or the Byg# incurs any interest or penall
with respect to such excise tax (such excise taether with any such interest or penalties, baerginafter collectively referred to as the
"Excise Tax"), the Employer shall be obligated tompptly pay to the Employee that amount that iseseary to place the Employee in the
same after-tax (taking into account all federattestlocal, and other taxes) financial positiort thea Employee would have been in if he had
not incurred any tax liability under Section 4999te Code or otherwise relating to the Excise Tax.

4.7. Disability. If Employee becomes permanentlg totally disabled, this Agreement shall be terrrédaEmployee shall be deemed
permanently and totally disabled if he is unablerigage in the activities required by this Agreenbgrreason of any medically determinable
physical or mental impairment which can be expettagsult in death or which has lasted or canXpeeted to last for a continuous perioc
not less than three (3) months. If this Agreemsi¢iminated due to Disability, Options then hedadbhthe date of Disability may be exercit
by the Optionee or the Employee's personal reptatesin whole or in part, at any time within oyear after the Disability. In addition, the
Company shall purchase disability insurance inranunt such that in the event the Employee is déshinl accordance with this

Section 4.7, the insurance proceeds will be equile amount that Employee would have receivedofieixes, under the remaining term of
this Employment Agreement.

4.8. Death. If Employee dies during the term o thgreement, this Agreement shall be terminatetherdast day of the calendar month of
death subject to the express terms and provisielos\b

Upon the death of Employee, all unexercised optionish have been granted as of the date of deayhbma@&xercised by the designated
beneficiary, as provided in Section 6.8 below,dbtate, or Employee's personal representative atendr in part within one year of the date
of death. The Company sh



provide Employee with life insurance, at Compamygpense, in an amount equal to one million dol{&is000,000).

4.9. Effect of Termination. Except as expresslyted for in this Agreement, the termination of dayment shall not excuse any obligation
that accrued prior to termination, nor shall teration excuse the performance of any obligation tidaequired to be performed after
termination. Any such obligation shall survive teemination of employment and this Agreement.

ARTICLE V
COVENANTS AND REPRESENTATIONS OF EMPLOYEE

5.1. Unfair Competition. Employee acknowledges tteatvill have access at the highest level to, Ardpportunity to acquire knowledge of,
the Company's customer lists, customer needs, égsplans, trade secrets, and other confidentibpeoprietary information from which the
Company may derive economic or competitive advantagd that he is entering into the covenants emsentations in this Article V in
order to preserve the goodwill and going concetneraf the Company, and to induce the Company terénto this Agreement. Employee
agrees not to engage in any unfair competition @itimpany. In addition during the Employment Terrd e term of any consulting
agreement, if applicable, Employee will not workassist directly or indirectly with a competitor®mployer.

5.2. Confidential Information. During the Employnidierm and at all times thereafter, the Employaeegto keep secret and to retain in the
strictest confidence all confidential matters whietate to the Company or its "affiliate" (as thexim is defined in the Exchange Act), which
are of a specific nature to the Company's busiaedsot generic skills or knowledge of Employed arhich may include, but not necesse

be limited to, customer lists, client lists, tramberets, pricing lists, business plans, finandiajgetions and reports, business strategies, iat
operating procedures, and other confidential bssifrformation from which the Company derives amneenic or competitive advantage, or
from which the Company might derive such advantages business, whether or not labeled "secrettonfidential.”

5.3. Non-Solicitation of Customers. During the Eaywhent Term, the Employee will have access to dentfiial records and data pertaining
to the Company's customers, their needs, and khgoreship between the Company and its customersh $iformation is considered secret
and is disclosed during the Employment Term in ictamfce. Accordingly, during the later of the endhe Employment Term and one year
thereafter or during a consulting agreement, ifiapple, the Employee and any entity controllechby or with which he is associated (as the
terms "control" and "associate" are defined inExehange Act) shall not, directly or indirectly §dlicit for a competitive purpose, interfere
with, induce or entice away any person or entigt e or was a client, customer or agent of the @amy or its affiliate (as the term "affiliate"
is defined in the Exchange Act), or (ii) in any manpersuade or attempt to persuade any such personity (A) to discontinue its business
relationship with the Company or its affiliate, (&) to enter into a business relationship with athyer entity or person the loss of which the
Employee should reasonably anticipate would berdetital to the Company or its affiliate in any resp



5.4. Non-Solicitation of Employees. The Employed any entity controlled by him or with which heaissociated (as the terms "control" and
"associate" are defined in the Exchange Act statllduring later of the end of the Employment Temmd for one (1) year thereafter or end of
the consulting agreement, if applicable, directlynirectly solicit, interfere with, hire, offeothire or induce any person who is or was an
officer or employee of the Company or any affiligas the term "affiliate" is defined in the Exchamict) (other than secretarial personnel) to
discontinue his relationship with the Company, fiiliate of the Company, in order to accept emplayrby, or enter into a business
relationship with, any other entity or person. (3&acts are hereinafter referred to as the "prighilzicts of solicitation.") The foregoing
restriction, however, shall not apply to any busswith which Employee may become associated giteEmployment Term so long as the
prohibited acts of solicitation taken by such basgare not as a result of the active participaiidnvolvement, direct or indirect, by the
Employee.

5.5. Return of Property. Upon termination of emphaynt, and at the request of the Company othertfiseEmployee agrees to promptly
deliver to the Company all Company or affiliate neeemda, notes, records, reports, manuals, drawitegsgns, computer files in any media,
and other documents (including extracts and capie®of) relating to the Company or its affiliaéed all other property of the Company.

5.6. Inventions. All processes, inventions, paterdapyrights, trademarks, and other intangibletsghat may be conceived or developed by
the Employee, either alone or with others, durlmgEmployment Term and consulting agreement, ifiegiple, whether or not conceived or
developed during Employee's working hours, and vhie related to the Company's business, shalidedle property of the Company.
Employee shall execute all documents, includingpiaapplications and assignments, required by tirapgany to establish the Company's
rights under this provision.

5.7. Representations. The Employee represents andnts to the Company that he has full power terdanto this Agreement and perform
his duties hereunder, and that his execution alidedy of this Agreement and the performance ofchiies shall not result in a breach of, or
constitute a default under, any agreement or utaleig, whether oral or written, including, withidunitation, any restrictive covenant or
confidentiality agreement, to which he is a partyppwhich he may be bound.

ARTICLE VI
MISCELLANEOUS PROVISIONS

6.1. Notices. All notices to be given by eithertpdo the other shall be in writing and may be sraitted by personal delivery, facsimile
transmission, overnight courier or mail, registeoedertified, postage prepaid with return recegufuested; provided, however, that notice
change of address or telex or facsimile numbel Sleatffective only upon actual receipt by the otbarty. Notices shall be delivered at the
following addresses, unless changed as provideleiain.



To the Employee: Robert O. Smith
5148 Felter Road
San Jose, CA 95132

To the Company: Attention: Secretary
Digital Power Corporatio n
41920 Christy Street
Fremont, CA 94538-3158

6.2. No Assignment. This Agreement, and the riglnis obligations of the parties, may not be assidpyeeither party without the prior writt
consent of the other party.

6.3. Applicable Law. This Agreement and the relagiuips of the parties in connection with the sutxyjeatter of this Agreement shall be
governed by, and construed under, the laws of thie $f California.

6.4. Entire Agreement. This Agreement supersedgsad all other agreements or understandings gbahnes, either oral or written, with
respect to this employment of Employee by the Campand contains the complete and final agreemmhuaderstanding of the parties with
respect thereto. Employee acknowledges that n@septation, inducements, promises, or agreemaairootherwise, have been made by
the Company or any of its officers, directors, eoypkes or agents, which are not expressed herairthahno other agreement shall be vali
binding on the Company.

6.5. Withholding Taxes. All amounts payable undés Agreement, whether such payment is to be nradash or other property, including,
without limitation, stock of the Company, may béjget to withholding for Federal, state, and Idoabme taxes, employment and payroll
taxes, and other legally required withholding taard contributions to the extent appropriate indétermination of the Company, and the
Employee agrees to report all such amounts asamdincome on his personal income tax returns andlf other purposes, as called for.

At the election of Employee, Employee shall hawerifjht to sell to the Company any vested stockoapt(at the then fair market value of
common stock less the exercise price) in orderdetrany withholding requirements or pay income saxeincome related to such options.

6.6. Severability. If any provision of this Agreemiés held to be invalid or unenforceable by amjgjment of a tribunal of competent
jurisdiction, the remaining provisions and termgha$ Agreement shall not be affected by such juelginand this Agreement shall be can
out as nearly as possible according to its origiehs and intent and, to the full extent permitigdaw, any provision or restrictions found to
be invalid shall be amended with such modificatiagsnay be necessary to cure such invalidity, aol sestrictions shall apply as so
modified, or if such provisions cannot be amendleey shall be deemed severable from the remainmiogigions and the remaining provisic
shall be fully enforceable in accordance with |



6.7. Effect of Waiver. The failure of either pattyinsist on strict compliance with any provisiditlis Agreement by the other party shall not
be deemed a waiver of such provision or a relifgquint of any right thereunder, nor shall it affénet validity of this Agreement nor prevent
enforcement of such provision or any similar pramns at any time.

6.8. Designation of Beneficiary. If the Employeal$klie before receipt of all payments and bengditerhich he is entitled under this
Agreement, payment of such amounts or benefitsérmanner provided herein shall be made to sucéfiseary as he shall have designated
in a writing that is filed with the Secretary oktompany or, in the absence of such designatidmistestate or personal representative.

6.9. Arbitration. Any controversy between Emploged Employee involving the construction or applaabf any of the terms, provisions,
conditions of this Agreement shall be submittedrtaitration. Arbitration shall comply with and bewgrned by the provisions of the
American Arbitration Association.

6.10. Attorneys Fees. In the event of any litigatiwising out of this Agreement, or the partiesfgrenance as outlined herein, the prevailing
party shall be entitled to an award of costs, iditlg an award of reasonable attorney's fees.

6.11. Counterparts. This Agreement may be exedotede or more counterparts, each of which wheartakgether shall constitute one and
the same instrument.

IN WITNESS WHEREOF, the parties have executed alidered this Agreement as of the date first abexiten.
EMPLOYER

DIGITAL POWER CORPORATION,
A California Corporation

By:

Scott C. McDonald, as Director and Member

of Compensation Committee on behalf of the
Company

By:

Thomas W. O'Neil, Jr., as Director and
Member of Compensation Committee on
behalf of the Compan



By:

EMPLOYEE

Robert O. Smith,

President and Chief Executive Offic



ARTICLE 5
(Replace this text with the leget

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199!
PERIOD END DEC 31 199
CASH 824,70¢
SECURITIES 0
RECEIVABLES 2,813,08!
ALLOWANCES 210,48!
INVENTORY 4,531,26.
CURRENT ASSET¢ 8,761,37.
PP&E 1,223,13
DEPRECIATION 500,69:
TOTAL ASSETS 11,160,83
CURRENT LIABILITIES 3,393,45
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 9,012,67
OTHER SE (1,360,472
TOTAL LIABILITY AND EQUITY 11,160,83
SALES 15,354,01
TOTAL REVENUES 15,354,01
CGS 11,277,17
TOTAL COSTS 3,756,18:
OTHER EXPENSE¢ 6,23¢
LOSS PROVISION 0
INTEREST EXPENSE 178,34
INCOME PRETAX 150,19:
INCOME TAX 123,00(
INCOME CONTINUING 27,19:
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME 27,19:
EPS BASIC .01
EPS DILUTED .01
End of Filing
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