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DIGITAL POWER CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

As used in this annual report, the term&wve,” “us,” “our,” Company,” “Digital,” or “Digital ~ Power,” mean Digital Power
Corporation and its subsidiaries unless otherwisendicated.

With the exception of historical facts stted herein, the following discussion may contairofward-looking statements regarding
events and financial trends, which may affect Digal Power’s future operating results and financial psition. Such statements are
subject to risks and uncertainties that could caus®igital Power’s actual results and financial posibn to differ materially from those
anticipated in such forward-looking statements. Fators that could cause actual results to differ magrially include, in addition to
other factors identified in this report, the fact that we have experienced losses from our operatiortbat the power supply industry, in
general, has experienced an economic downturn, amdir dependence on our manufacturing subcontractomprimarily in China. All
these factors are set forth in more detail in theections entitled: “Certain Considerations” and “Management’s Discussion and
Analysis or Plan of Operation” herein. Readers othis report are cautioned not to put undue relianceon forward- looking statements,
which are, by their nature, uncertain indicators offuture performance. Digital Power disclaims anymtent or obligation to publicly
update these forward-looking statements, whether a result of new information, future events, or otlerwise.

PART I.
ITEM 1. DESCRIPTION OF BUSINESS
General

Digital Power Corporation designs, depslananufactures, markets, and sells switching psweplies to industrial,
telecommunication, data communication, medical, milidary industries. We are a California corpooatioriginally formed in 1969. Our
corporate office, which contains our administratis@es, and engineering functions, is located@mient, California. In addition, the
Company has a wholly-owned subsidiary, Digital Polienited (“DPL"), located in Salisbury, England hweh designs, manufactures, and
sells products for the European marketplace, inofugower conversion products for naval and miitapplications and DC/AC inverters for
the telecommunications industry, under the labelsBam Power Electronics.

We primarily sell our switching power glips to industrial, telecommunication, data comioation, medical, and military industries
both in North America and Europe. These industiesge experienced pricing pressure that has adyexected our operations and financ
condition. As a result, we incurred an operatwgslduring the first half of the year ended Decamlie2005. The Company moved all its
production to a Chinese subcontractor offering lopreces with shorter lead-times, and to Telkoole€em Ltd. (“Telkoor”), an Israeli
Manufacturer and a major shareholder holding 43%hefoutstanding shares of DPC. Telkoor manufastat longer lead times and at higher
‘total costs’ in comparison to the Chinese manufidey partners.

Power supplies are critical componentsletronic equipment that supply, convert, distigh and regulate electrical power. The
various subsystems within electronic equipmentireca steady supply of direct current (DC) eleetirjgower, usually at different voltage
levels from the other subsystems within the equiptime addition, the electronic components and gsiigsns require protection from the
harmful surges and drops in electrical power tloatmonly occur over power lines.

Power supplies satisfy these issueslo¢atiion and protection by (i) converting alterngtcurrent (AC) electricity into direct current
(DC); (ii) dividing a single input voltage into diisct and isolated output voltages; and (iii) regirlg and maintaining such output voltages
within a narrow range of values.
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Products, which convert AC from a primpower source into DC, are generally referred ttpasver supplies” and commonly referred
to as AC/DC power supplies. Products, which conere level of DC voltage into a higher or lowerdeof DC voltage, are generally
referred to as “DC/DC converters.” “Switching” pemsupplies are distinguished from “linear” powepglies by the manner and efficiency
with which the power supplies “step down” voltagedls. A linear power supply converts an unregal@C voltage to a lower regulated
voltage by “throwing away” the difference betwehgn two voltages as heat. Consequently, the lipeaer supply is inherently inefficient —
typically, only 45% efficient for a 5V output re@uibr. By contrast, a switching power supply cotsran unregulated DC voltage to a lower
regulated voltage by storing the voltage differeimca magnetic field. When the magnetic field gsaw a pre-determined level, the
unregulated DC is switched off and the output powerovided by the energy stored in the magnéid.f When the field is sufficiently
depleted, the unregulated DC is switched on agadfeliver power to the output, while the excessag# is again stored in the magnetic fie
As a result, the switching power supply is morécedht than the linear power supply — typically %@ ®fficient for a 5V output regulator.

One of the great advantages of switcpimger supplies and our designs, which we secucaitjtr Telkoor, in addition to their higher
efficiency, is their high power density, or powerstolume ratio, making them smaller than thosewfampetitors.

Another advantage of our power supplydpats is the flexibility of design. We have desidrthe base model power supply product
that they can be quickly and economically modifeed adapted to the specific power supply needayfdEM. This “flexibility” approach
has allowed us to provide samples of modified posugaplies to OEM customers in only a few days aftitial consultation, an important
capability given the emphasis placed by OEMs amétto market.” This “flexibility” approach also rdss in very low non-recurring
engineering (NRE) expenses. Because of reducedé¥Bé&nses, we do not generally charge our origigaipment manufacturer (“OEM”)
customers for NRE related to tailoring a power $yipp a customer’s specific requirements. Thisegius an advantage over our competitors,
many of whom do charge their customers for NRE rgps. Our marketing strategy is to exploit thismbmation of high power density,
design flexibility, and short time-to-market to wan increasing share of the power supply market.

In addition to the line of proprietaryopiucts offered, and in response to requests frof e also provide “value-added services.”
The term “value-added services” refers to our ipoaaition of an OEM’s selected electronic componestislosures, and cable assemblies
with our power supply products to produce a powdassembly that is compatible with the OEM’s ownipment, and specifically tailored
to meet the OEM’s needs. We purchase parts anpa@oents that the OEM itself would otherwise attextor integrate with, our power
supply, and we provide the OEM with that integmaténd installation service, thus saving the OEMetand money. We believe that this
value-added service is well suited to those OEMse wish to reduce their vendor base, and minimie& thvestment in manufacturing that
leads to increased fixed costs. Based on the \alded services, the OEMs do not need to buildnaslyefacilities to manufacture their own
power subassemblies and thus are not requiredreb@se individual parts from many vendors.

Historically, as a result of our strategollaboration with Telkoor, we were awarded atiah$1.6 million contract in 2004 for a
military avionics application. The majority of thevenue generated from this contract was recogriiz2805 and will be completed in the
first quarter of 2006.

Telkoor Telecom Ltd.

Telkoor is a corporation organized anddwiartered in Israel. It is primarily engagedéveloping; marketing, and selling power
supplies and power systems for the Commercial aitithby Markets. Consistent with our total costivetion efforts, and taking advantage
Telkoor’s strong engineering team, we have andaaititinue to utilize Telkoor to assist us in newdarct development. Further, during the
year ended December 31, 2005, we made significagr@ss in penetrating the United States and Earopearkets with Telko’s products.
This effort generated sales of approximately 36%uwfrevenues for 2005. We intend to continuestbTelkoor’s products in the future to
supplement our line of products.
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In April 2005, the Company granted 70,0@fions to Telkoor's employees. The Company hadacted for its options to Telkoors’
employees under the fair value method of SFAS I28.dnd EITF 96t8. Those options vest primarily over four yeaise Tair value for thes
options was estimated using a Black-Scholes opifiging model with the following weighted averagesamptions for 2005: riskee interes
rates of 4.4%, dividend yields of 0%, volatility D®3.4%, and the contractual life of the option9 @7 years. Compensation expenses of
approximately $ 8,000 were recognized during the yeded December 31, 2005.

Digital Power Limited

Digital Power Limited organized and heaaldered in Salisbury, England, designs, manufastand distributes switching power
supplies, uninterruptible power supplies, and posegversion and distribution equipment frequenayvesters for the commercial and
military markets, under the name Gresham Powertigieics. Uninterruptible power supplies (“UPS gatevices that are inserted between a
primary power source and the primary power inpuhefelectronic equipment to be protected for tingppse of eliminating the effects of
transient power anomalies or temporary outage&lPS consists of an inverter powered by a battetithkept trickle-charged by rectified
AC from an incoming power line. In the event gi@ver interruption, the battery takes over withitigt loss of even a fraction of a cycle in
the AC output of the UPS. Frequency convertersufaamured by DPL are used to convert a warshipreggted 6Gycle electricity supply t
400 cycles. This 400-cycle supply is used to pawvitical equipment such as the ship’s gyro, corapard weapons systems. DPL also
designs and manufactures Transformer Rectifierdléoral use. Typically, these provide battery sufgmbback up for critical DC systems
such as machinery and communications. In additiggher power rectifiers are used for helicoptersiaval vessels. DPL products, add
diversity to our product line, provide greater &t the United Kingdom and European markets stnethgthen our engineering and
technical resources. For the year ended Decembh&@0B5, DPL contributed approximately 54% to owasg revenues.

The Market

Geographically, we serve primarily thertdcAmerican power electronics market with indivadlC/DC power supplies and DC/DC
converters ranging from 50 watts to 1200 watttdltoutput power. DPL serves the United Kingdord the European marketplace with
AC/DC power supplies, uninterruptible power supgli@nd frequency inverters.

Customers

Our products are sold in North Americeotlgh a network of manufacturers’ representativesdistributors. Our customers can
generally be grouped into five broad industriesisisting of the industrial, telecommunication, dedanmunication, medical, and the
military. We have a current base of approxima#él active customers, some of which are servedigifrour distributors.

DPL products are sold primarily in the dKd in Europe. The Company has been particusaitgessful in securing an export market
in Spain for its defense products. In the UK, main customers include the UK Ministry of DeferBAE Systems, Babcock Defense, and
Ultra Electronics. In Mainland Europe, we seleditly to Navantia in Spain, Martin Lighting in Dmark and Elma in Germany. We sell
power supplies through European distributors withgreatest strength lying with Germany and Scamdin

Strategy

Our strategy is to be the supplier oficedo OEMs requiring high-quality power solutiombere power density (size), rapid
modification, and time-to-market are critical tosiness success. Target market segments includedihstrial, telecommunication, and data
communication, medical, and military industries hil& many of these segments would be characteagaembmputer-related, we do not
participate in the personal computer (PC) powepbumarket because of the low margins arising éuhe high volume and extremely
competitive nature of that market.
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We intend to continue our sales primatdlexisting customers while simultaneously tamgesales to new customers. We believe that
our “flexibility and high density” power suppliei@v customers a more effective choice betweenpoaducts and products offered by other
power supply competitors. Our “flexibility and higlensity”series is designed around a standardized powdonptgtbut allows the custom
to specify output voltages tailored to its exacfuieements within specific parameters. Furtherm@®gEMs are seeking power supplies with
greater power density and higher efficiency. RigRower’s strategy in responding to this demarsdidesen to offer increasingly smaller
power supply units or packages. OEMSs typically tmadettle for a standard power supply product wiitput voltages and other features
predetermined by the manufacturer. Alternativiélthe OEM’s product required a different set ofqmo supply parameters, the OEM was
forced to design this modification in-house, or payower supply manufacturer for a custom prodBetcause custom-designed power
supplies are development-intensive and requireatgteal of time to design, develop, and manufagctypically only OEMs with significant
volume requirements can economically justify thpense and delay associated with in-house productanthermore, since virtually every
power conversion product intended for use in coneiakapplications requires certain independenttgafgency testing at considerable
expense, such as by Underwriters Laboratoriesdditi@nal barrier is presented to the smaller OBBY. offering OEM customers a new
choice with Digital Power’s “flexibility and highethsity” power supplies, we believe we have an atganover our competitors.

Products and Products Strategy

We have eleven series of base designs fvhich thousands of individual models can be peedu Each 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. Slynphanging the power transformer construction arstnall number of output components
can produce a broad range of output ratings, fr@hvalts to 48 volts. Designers of electronic eyss can determine their total power
requirements only after they have designed theesystelectronic circuitry and selected the componenbe used in the system. Because
designer has a finite amount of space for the systed may be under competitive pressure to furdguice its size, a burden is placed on the
power supply manufacturer to maximize the powersigrof the power supply. A typical power suppbnsists of a PCB, electronic
components, a power transformer and other elecgaptac components, and a sheet metal chassislafiger components are typically
installed on the PCB by means of pin-through-hskeably where the components are inserted intaliited holes and soldered to electri
circuits on the PCB. Other components can belathto the PCB by surface mount interconnectiohrtelogy (SMT), which allows for a
reduction in board size because the holes areredied and components can be placed on both sidee bbard. Our US100 series is an
example of a product using this manufacturing tetdgy.

Digital Power’s “flexibility and high deity” concept applies to all of our EF175/200, EBBM®O, cpci, Strongbox, US, UP/SP, DP, and
UPF product series. Generally a common printeclitiboard is usually shared by each model in &iqudar family, resulting in a reduction
in parts inventory while allowing for rapid modifigity into thousands of output combinations. Tblowing is a description of our primary
products.

Four of our product offerings resultimgrh our strategic relationship with Telkoor is: #i€'s series, CPCI’s series, Strong Box series,
and custom products.

The new 3.6KW Strongbox® is a single otiipont end with B C data bus. It features 3 x 1200 watt cassettég. Sfrongbox is
available in 24V and 48V outputs with active poviaator correction.

The EF series are high-density open fraoweer supplies, which most commonly come in 12824 48 volt options with power factor
correction.
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The CPCI series are high-density enclasedral power supplies, which most commonly comg,il2, 24, and 48-volt options with
power factor correction.

The US50 series of power supplies cossistompact, economical, high efficiency, opemieaswitchers that deliver up to 50 watts of
continuous power, or 60 watts of peak power, frara o four outputs. The 90-264 VAC universal irgpaltow them to be used worldwide
without jumper selection. Flexibility options imcle power good signal, an isolated V4 output, an844 (2"9Ed.) safety approval. All
US50 series units are also available in 24VDC,8¥[AC inputs. This optional DC input unit (DP50igs) maintains the same pin-out, size,
and mounting as the US50 series.

The US70 series of power supplies islsinto the US50 series, a compact, economical Iyigfficient, open frame switcher that
delivers up to 65 watts with a 70-watt peak. T is offered with one to four outputs, a univarisiput rated from 90 to 264 VAC, and is
only slightly larger than the US50 series. The US@&ries is differentiated from competitive offgsrby virtue of its smaller size, providing
up to four outputs while competitors typically direited to three outputs. Flexibility options inde cover, power good signal, an isolated V4
output, and UL544 (29Ed.) medical safety approval. The DP70 is the sasthe US70 except the input is 48 volts DC. We affer
24VDC input on this series where the model setiemges to a DM. This type of product is ideallfov profile systems, with the power
supply measuring 3.2" x 5” x 1.5".

The US100/DP100 was the industry’s srmsall®0-watt switcher when originally introduced.edéuring only 5” x 3.3" x 1.5", this
series delivers up to 100 watts of continuous powet 20 watt peak power, from one to four outpufthe 90-264VAC universal input allows
them to be used worldwide. This product is ideapplications where OEMs have upgraded their Bysteequiring an additional 30-40
watts of output power, but being unable to accomai®ad larger unit. The US100 fits in the same ftaator and does not require any tool
or mechanical changes by the OEM. Flexibility ops include a cover and adjustable post regulatoig3 and/or V4 outputs and UL2601-1
(2 "Ed.) medical safety approval. Fully customized eisdire also available. All US100 series unitsadse available with 12VDC,
24VDC, or 48 VDC inputs. This optional DC inputitifP100) maintains the same pin-out, size, andmting as the US100 series.

The US250 series consists of economiigh efficiency, open frame switchers that deliuprto 250 watts of continuous power, or 300
watts of peak power, from one to four outputs. ThB/230VAC auto-selectable input allows them tabed worldwide. Flexibility options
include cover, power fail/power good signal, enébleébit, and an isolated V3 output. All US250issrunits are also available with 12VDC,
24VDC, or 48VDC inputs. This optional DC input tifibP250) maintains the same pin-out, size, andntiog as the US250 series.

The UP300 series consists of economiiigh efficiency, open frame switchers that deliuprto 300 watts of continuous, or 325 watts
of peak power, from one or two outputs. The 116¥X28C auto-selectable input allows them to be useddwide. Onboard EMI filtering is
a standard feature. Flexibility options includeoaer, power fail/power good signal, and an isalé&ad output. This product can be used in
network switching systems or other electronic systevhere a lot of single output current, such @524, or 48 volt current might be
required.

The UPF150/DP150 series is an open-frawvitcher that delivers up to 150 watts of contirsipower from one to four outputs. In
response to market condition for more functionalitye UPF 150 has both power factor correctionafdiass B EMI filter as standard
features. All UPF150 series units are availabli&#VDC, or 48VDC inputs. This optional DC inputit (DP150) maintains the same pin-
out, size, and mounting as the UPF150 series.

The UPF 300 watts delivers up to 300 svitim one or two outputs and also includes powaetor correction and measures 8” x 4.5” x
A
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DPL Products
Gresham designs and manufactures a w&itgerof products for Naval applications. Thesé&uohe:

Static Frequency Converters — typicatimerts ship’s supply from 50/60Hz to 400Hz for@g/and weapons systems. Power range is
from 1kVA to 35kVA.

DC Systems — converts main ship’s supp4VDC. These systems normally supported byebatiackup provide the vessel's
emergency DC supplies for machinery, communicatiand other essential services.

Transformer Rectifiers 28V to 400A. Ras of 10 and 15kVA provide DC power to enabledhip to start and service helicopters.
Gresham’s Transformers are in service with a nurob8lavy’s, including the Royal Navy, and are desiged by Westland Helicopters in
support of the Super Lynx.

Inverters — 1kVA to 3.6 kVA typically ceert DC to 440V 3phase 60 Hz for communications amérgency services.

Circuit breaker monitoring and controlmedular system of controls for main circuit breakieased upon digital circuitry. Modules
available include over current, short circuit, lgaltage, over and under frequency and an indigatwtule. Many are used in submarine
service.

Intelligent switch mode DC/DC power supplin support of inboard submarine sonar.
Filter boxes for secure communications.
Navigation and signal panels — for thetoal and dimming of ship’s external navigationhlig.

DPL also manufactures a range of comrakirtverters of its own design for telecoms appiass. Rated at 250VA, 500VA, and
1kVA, these convert either 24V or 48V DC to AC.

In addition to Digital Power and Telkgmoducts, DPL distributes a wide range of commérgiiterruptible power supplies. Power
ratings range from 500VA to 6kVA in a modular capfiable range. The Company also provides turnkgy power solutions for major
business users. Typically configured with genagator the support of substantial institutionalteyss, power ratings can extend to 300kVA

Manufacturing Strategy

Consistent with our product flexibilityrategy, we aim to maintain a high degree of fléiibin our manufacturing strategy through the
use of strategically focused contract manufactutes our belief that strategically focused cawctrmanufacturers will meet our near term
cost, delivery, and quality goals, while providisynergistic concepts. In addition, we believe ¢hetationships will eventually give us
access to new markets and cross licensing arrangsitiat may be beneficial. The competitive natirthe power supply industry has also
placed continual downward pressure on selling pride order to achieve our low cost manufactugogls with labor intensive product, we
also plan on continually increasing our supply kthseugh the use of contract manufacturers in treHast. At present, our principal source
in the Far East is Winco Power Technology (Winclm) coordination with Telkoor, we are launching tagditional contract manufacturers in
China. We are no longer subcontracting to a manwifar located in Guadalajara, Mexico.

We have contract manufacturing relatigpskvith Winco to manufacture our products at ities located in China on a turnkey basis.
Purchases from Winco are made pursuant to purardses. For the year ended December 31, 2005taDigower purchased approximately
28% of its power supply requirements through Win@ur products are meeting the certification stasislaccording to independent safety
agency requirements.
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Regulatory Requirements

Digital Power and its manufacturing partare required to meet applicable regulatoryirenmental, emissions, safety or other
requirements where specified by the customer aoepded by Digital Power or as required by locautatpry or legal requirements. In July
2006, the industry will be phasing in RoHs and Wieplirements in most geographical markets witltifijpeemphasis on consumer based
products. These requirements may require the fusevo components or finish goods to be built withHR and Wee compliant components
potentially rendering existing or down revisioni§im goods inventory and component inventory to akkbsolescence. In addition, there is
some speculation that RoHs and Wee compliant coemgsmmay be subject to longer lead-times and higtiees in the near term as the
industry transitions to these new requirements

Digital Power Limited Manufacturing

DPL operates from a 25,000 sq. ft ledaetity located in Salisbury U.K. The equipmemisibned and manufactured in Salisbury is
different from the power supplies produced in Chifall assembly, test, and quality assurance pédee in-house.

Sales and service support staff for theogean network of distributors for Digital Poweogucts are located within the building
together with other functions, such as Engineeaimg Administration.

Sales and Marketing

Digital Power markets its products thriowgnetwork of independent manufacturer’s repredimess and distributors. Each
representative organization is responsible for rgengpsales in a particular geographic territoryen€rally, the representative has exclusive
access to all potential customers in the assigereidary and is compensated by commissions at 5#%eb$ales after the product is shipped,
received, and paid for by the customer. Typicalther the representative organization or we reayinate the agreement with 30 days
written notice.

In certain territories, we have enter&d agreements with distributors who buy and resallproducts. For the fiscal years ended
December 31, 2005 and 2004, U.S. distributor sadesunted for 18.95% and 20.43%, respectivelyuotatal sales. Over this same period,
one distributor accounted for 13.01%, and 16.8%4pectively, of total sales. In general, the agesgs with distributors are subject to
annual renewal and may be terminated upon 90 dagtemvnotice. Although either party may termintiiese agreements, in the event a
distributor decides to terminate his agreement withwe believe that we would be able to contitngesale of our products through direct
sales to the customers of that distributor. Usuakk Company does not grant a right of returnveRees subject to certain stock rotation are
deferred until the products are sold to the endocnsr or until the rotation rights expire. Certdintributors are allowed, in the sixth month
after the initial stock purchase, to rotate stdekt has not been sold for other products. This beagepeated each sixth month thereafter for
18 months, at no more than 25% of the distributpuchase during the previous six months. Fop#st three years, stock rotations have not
exceeded one percent of total sales.

Our promotional efforts to date have unigdd product data sheets, trade shows, and Intéfeletsites. Our future promotional activit
will likely include space advertising in industrpeific publications, application notes, and enleaments to our existing Web sites.

Our products are warranted to be fregdedécts for approximately twelve months from ddtetopment. As of December 31, 2005, our
warranty reserve was $73,000.
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Competition

The merchant power supply manufactunmaustry is highly fragmented and characterizednbgrise competition. Our competition
includes hundreds of companies located throughautviorld, some of whom have advantages over wering of labor and component costs,
and some of who may offer products comparable alityto ours. Many of our competitors, includirgwer One, Artesyn (Emerson)
Technologies, Inc., ASTEC (Emerson) America, Lambtictronics, and Meanwell Power Supplies havetantially greater fiscal and
marketing resources and geographic presence thalowl we are successful in increasing our reesngompetitors may notice and incre
competition with our customers. We also face cditipe from current and prospective customers wlay mecide to design and manufact
internally power supplies needed for their produdtarthermore, certain larger OEMs tend to contoaty with larger power supply
manufacturers. This factor could become more prohlic to us if consolidation trends in the elegite industry continue and some of the
OEMs to whom we sell our products are acquiredalogdr OEMs. To remain competitive, managemenebed that we must continue to
compete favorably on the basis of value by proydigliable manufacturing, offering customer sendaoe design engineering services,
continuously improving quality and reliability leléeand offering flexible and reliable delivery sclules. We believe we have a competitive
position with our targeted customers who need b-hjigality, compact product, which can be readilydified to meet the customer’s unique
requirements. However, there can be no assurbat&t will continue to compete successfully in plogver supply market.

Engineering and Product Development

Our engineering and product developméotts are primarily directed toward modificatiohaur standard power supply to provide a
broad array of individual models. Improvements@mstantly sought in power density, adaptabiltyd efficiency, while we attempt to
anticipate changing market demands for increasectifanality, such as PFC and improved EMI filtering

Historically, the Company has utilizedKiamr consultants and contract engineering fomtiagority of its new product developments,
supported by the internal engineering staff fordmet engineering. The Company intends to contthisestrategy for engineering and
development.

Employees
As of December 31, 2005, Digital Powed B2 employees located in the United States antitiited Kingdom.
Foreign Currency Fluctuations

DPL conducts its financial operation gsihe United Kingdom pound sterling. Therefore,ame subject to monetary fluctuations
between the U.S. dollar and United Kingdom pouedisig. For the years ended December 31, 20052804, we recorded a foreign
currency translation loss adjustment of $132,0a0%81,000 respectively.

Raw Materials

The raw materials for power supplies @pally consist of electronic components. These maaterials are available from a variety of
sources and we are not dependent on any one supplie generally allow our subcontractors to pusgheomponents based on orders
received or forecast to minimize our risk of unusabventory. To the extent necessary we may athwwm to procure materials prior to
orders received to obtain shorter lead times arathieve quantity discounts following a risk assesst. (see regulatory requirements).
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Intellectual Property

We rely upon a combination of trade sesgriedustry expertise, confidential proceduresl, eontractual provisions to protect our
intellectual property. We believe that becauseppaducts are continually updated and revised,inibig patents would be costly and not
beneficial.

On July 8, 2004, our trademark, “DP DigRPower — Powering our technologies,” was regestervith the United States Patent and
Trademark Office.

ITEM 2. DESCRIPTION OF PROPERTY.

Our headquarters are located in approiin®,500 square feet of leased office, enginge@dmd development space in Fremont,
California. For the year ended December 31, 2@@5paid rent for the months from January to Seperab$8,550 per month. As of
October 1, 2005, our rent increased to $9,025 mertimand will remain at that rate until Septemb@&r206. From October 1, 2006 to
September 30, 2007, our rent will be $9,500 pertmoduring 2002, we issued the landlord warraotgurchase 10,000 shares of Common
Stock at an exercise price of $1.00 per share iexgpin September, 2013.

DPL leases approximately 25,000 squageft® its location in Salisbury, England. DPL pagnt of approximately $15,000 per month,
and the lease expires on September 26, 2009. Wedd¢hat our existing facilities are adequatetfar foreseeable future and have no plans
to expand them.

ITEM 3. LEGAL PROCEEDINGS.

On April 2, 2003, Tek-Tron Enterprises.I{f Tek-Tron") sued the Company for severing itstidbutorship relationship in breach of its
agreement. In April 2004, the Company signed #esetnt agreement with Tek-Tron, according to whied Company paid $90,000 and
returned certain disputed inventory for a full eele. The settlement agreement allowed Tek-Treeédd arbitration to resolve any disputes
regarding the returned inventory. T&ken initiated arbitration against the Company$d&0,000 and for legal fees. Upon the conclusioan
arbitration hearing on May 2, 2005, Tek-Tron wasieded $ 5,000 in damages and no legal fees. WakiTon appealed the arbitration
award, the Company filed a petition to enforcesbtlement. On October 31, 2005, Tek-Tron withditsvappeal, and formally and finally
dismissed this matter. On February 16, 2006, thmgany received an official written confirmatioorn the Court of Common Pleas of
Bucks County, PA, confirming that the case is albse

AMEX LISTING

On May 3, 2005, the Company received igtewr notice from the American Stock Exchange (“AKfl; advising that the Company w
not in compliance with the AMEX’s listing requiremts. In order to maintain its AMEX listing, the @pany submitted on June 3, 2005, a
recovery plan which was accepted by AMEX, and tben@any will be able to continue its listing durithge plan period, subject to AMEX’s
periodic reviews. If the Company is not in comp&arwith the listing standards at the end of an d8tim period or fails the periodic reviews,
the AMEX will initiate delisting proceedings. A$ December 31, 2005, the Company believes thatritéeting the set plan submitted and
approved by AMEX.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURIT Y HOLDERS.
None.
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PART Il
ITEM 5. MARKET FOR COMMON EQUITY AND RELATED SHARE HOLDER MATTERS .
(@) Comparative Market Prices

Our common stock is listed and tradedhenAmerican Stock Exchange (“AMEX") under the syhbPW. The following tables set
forth the high and low closing sale prices, as regubby AMEX, for our common stock for the prioraviscal years.

Quarter Ended High Low

12/31/200% $ 0.8¢ $ 0.82
9/30/200% 1.07 0.9C
6/30/200% 0.61 0.5€
3/31/200& 0.8¢ 0.8t
12/31/2004 $ 128 $ iL2E
9/30/2004 0.82 0.7¢€
6/30/2004 1.3t 1.2C
3/31/2004 1.1t 1.1C

(b) Holders

As of March 5, 2006, there were 6,597,30&res of our common shares outstanding, helghbsyoaimately 96 registered holders, not
including holders whose shares of common stockale in street name.

(c) Dividends

We have not declared or paid any casiieinds since our inception and we do not intergaipany cash dividends in the foreseeable
future. The declaration of dividends in the futufeny, will be at the discretion of the Board@fectors and will depend upon our earnings,
capital requirements, and financial position.

(d) Recent Sales of Unregistered Seesi

In February 2005, the Company entereal antonvertible note agreement with Telkoor, adogrto which Telkoor loaned a $ 250,000
in cash in return for interest free convertibleentat be paid on the tenth business day after tmep@ay announced its financial results for
2005. The note may be converted at any time intmi@on shares at a rate of $ 1.06 per share, whiefual to the quoted market price of the
Company’s Common stock on the date the Note wasoapg and signed. Automatic conversion shall odfciine Company meets its set
budget for 2005. In accordance with the guideliole&PB No. 14, “Accounting for Convertible Debt abebt Issued with Stock Purchase
Warrants”, EITF Issue No. 98-5, “Accounting for Gentible Securities with Beneficial Conversion keas or Contingently Adjustable
Conversion Instruments”, and EITF Issue No. 00*2pplication of issue No. 98-5 to Certain Convelgibnstruments”, the Company has
determined the note had no beneficial conversiatufe since the conversion price was equal to tietegl market price of the Company’s
Common stock at the date the note was approvedigndd. On February 8, 2006 Telkoor issued tdChmpany a Notice of Conversion
under the terms of the convertible note represgretitoan from Telkoor to the company, for 235,84thmon shares of the Company. The
Company applied for AMEX approval for the issuan€shares pursuant to the conversion notice, and/ésting AMEX’s response. There
no amount due on the note after the conversion.

The sale and intended issuance of theeastible note was made by us in reliance upon Keenptions from registration provided under
Section 4(2) and 4(6) of the Securities Act of 19%88amended, and Rule 506 of Regulation D, proatetbby the SEC under federal
securities laws and comparable exemptions for sal&sccredited” investors under state securitgegsl The offers and sale were made to
accredited investors as defined in Rule 501(a) utideSecurities Act; no general solicitation waede by us or any person acting on our
behalf; the securities sold were subject to tranfstrictions; and the certificates for those shaontained an appropriate legend stating that
they had not been registered under the Securitiésaid may not be offered or sold absent registadr pursuant to an exemption there
from.
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ITEM 6. MANAGEMENT’S DISCUSSION AND ANALYSIS OR PL AN OF OPERATION.
General

We are engaged in the business of degigdieveloping, manufacturing, marketing and sgléwitching power supplies to the
industrial, telecommunication, data communicatimedical, and military industries. Revenues are gad from sales to distributors and
OEMs in North America, Europe, and the United Kiogd

During the year ended December 31, 20@5Company’s products were received well in theketplace. We have continued our
promotional efforts to increase sales to existind mew customers and continue our strategy to tfmvenanufacturing of our products to the
Far East. While we believe our revenues have asa@ to a sufficient amount to offset our expensesnay be subject to net losses in an
individual quarter. We believe that our cash Wwél sufficient to fund those losses for at leasitihths.

Results of Operations

The table below sets forth certain st@ets of operations data as a percentage of revéout® years ended December 31, 2005, and
2004:

Years Ended December 31,

2005 2004
Revenue: 100.0(% 100.0(%
Cost of Revenue 70.3t 76.2%
Write-off of excess inventor 0.94 2.5C
Gross profit 28.7:% 21.2%
Engineering and product developm: 5.3¢ 7.1€
Sales and marketir 12.0¢ 5318
General and administrati\ 10.2¢ 13.2¢
Total operating expens: 27.6¢ 35.5¢
Operating income (los: 1.0t (14.2¢)
Financial income (expense (0.81) 0.51
Income (loss) before tax bene 0.24 (13.79)
Tax benefit 0 0.2¢
Net income (loss 0.24% (13.49%

The following discussion and analysisidtidoe read in connection with the consolidatedritial statements and the notes thereto and
other financial information included elsewheretirstreport. We prepared the financial statemengctordance with generally accepted
accounting principles, which require managememade estimates, and assumptions that affect therisiceported in the financial
statements and accompanying notes. Actual resuliigl differ from those estimates.

Year Ended December 31, 2005, comparédtéw Ended December 31, 2004.
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Revenues

For the year ended December 31, 200®neas increased by 24.60% to $10,856,000 from 3$&)@0 for the year ended December 31,
2004. The increase in revenue is mainly due tcease in sales of military products and new praguct

Revenues from the domestic operation®EDncreased 28.36% to $4,947,000 for the yearcebeéeember 31, 2005, from $3,854,000
for the year ended December 31, 2004. Revenusstite Company’s European operations of DPL incret24e61% to $5,909,000 for the
year ended December 31, 2005, from $4,859,00(héoyéar ended December 31, 2004. The increaseémues for the year end
December 31, 2005, from December 2004 is due tease in sales of military products and new praguct

Gross Margins

Gross margins were 28.73% for the yededrDecember 31, 2005, compared to 21.27% foréhe gnded December 31, 2004. The
increase in our gross margins can be primarilybaitted to increase use of lower cost contract magtufers in the Far East.

Engineering and Product Development

Engineering and product development egpsnvere 5.38% of revenues for the year ended Dmredd, 2005, compared to 7.16% for
the year ended December 31, 2004. Actual dollpeeditures decreased by $40,000 mainly due to deera utilization of subcontractors.

Selling and Marketing

Selling and marketing expenses were P2.6brevenues for the year ended December 31, 2@0Bpared to 15.15% for the year en
December 31, 2004. Actual dollar expenditures isethat approximately the same level for the yeaded December 31, 2005 and 2004.

General and Administrative

General and administrative expenses Wer25% of revenues for the year ended Decembe2h, compared to 13.24% for the year
ended December 31, 2004. In actual dollar, gémechadministrative expenses remained approximatahe same level for the years ended
December 31, 2005 and 2004.

Financial Income (expenses), net

Financial expense was $88,000 for the gaded December 31, 2005, compared to finanaialnre of $45,000 for the year ended
December 31, 2004. The financial expense resultdlynfrom the exchange rate fluctuation from thenfpany’s United Kingdom’s
operations of DPL.

Income (loss) before Tax benefit

For the year ended December 31, 200%adencome before tax benefit of $26,000 compaveallbss of $1,200,000 for the year er
December 31, 2004. The income in 2005 is mainky tduncrease in revenues and increase in grosggmar

Tax Benefit

For the year ended December 31, 2004Ctepany recorded a tax benefit of $25,000. Thdémefit for the year 2004 is from the
United Kingdom’s operations.
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As of December 31, 2005, the Companydmaroximately $5,614,000 in federal net operatoxs) carry forward for income tax
purposes, which can be carried forward and offgairest taxable income for 20 years and expire 2022025.

Net Income (loss)

Net income for the year ended DecembeRB@5, was $26,000 compared to a net loss of $1000 for the year ended December 31,
2004. The net income is mainly due to increagewenues and increase in gross margin.

Critical Accounting Policies

The preparation of financial statementsdanformity with U.S. generally accepted accaumrinciples require management to make
estimates and assumptions that affect the repassets, liabilities, sales, and expenses in thengganying financial statements. Critical
accounting policies are those that require the moisective and complex judgments, often employireguse of estimates about the effect of
matters that are inherently uncertain. The follayis considered our most critical accounting pesichat, under different conditions or using
different assumption or estimates, could show natgdifferent results on our financial conditiamd results of operations.

Revenue Recognition

The Company’s revenue recognition pofayproduct revenue is such that revenue is re@aghivhen the risks and rewards of
ownership pass, which is primarily upon deliverygobds to customers (see Note 2h to the Consalidéatancial Statements).

Inventory Obsolescence Accruals

The Company writes down its inventory édstimated obsolescence or unmarketable inventaiyet estimated net realizable value
based upon assumptions about future demand ancet@ankditions. If actual market conditions aresls/orable than those projected by
management, additional inventory write-downs maydusgiired.

Allowance for Doubtful Accounts

Our accounts receivable are derived fremenue earned from customers located in North Asaend Europe. We perform ongoing
credit evaluations of our customers’ financial dtind and currently require no collateral from @wstomers. An allowance for doubtful
accounts for estimated losses is maintained ircigation of the inability or unwillingness of custers to make required payments. When we
become aware that a specific customer is unabieett its financial obligations, such as the resuliankruptcy or deterioration of the
customer’s operating results or financial positie, record a specific allowance to reflect the l@feredit risk in the customer’s outstanding
receivable balance. We are not able to prediat@bsin the financial condition of customers, drtlé condition or circumstances of our
customers deteriorates, estimates of the reco\Vigyatfitrade receivables could be materially aféeetand we may be required to record
additional allowances. Alternatively, if our eséites are determined to be greater than the ash@mir@s necessary, we may reverse a portion
of such allowance in future periods based on acigdction experience.

Other Accrued Liabilities

The Company also maintains other accliabilities. These accruals are based on a vagefgctors including past experience and
various actuarial assumptions and, in many caegsjre estimates of events not yet reported t&Crapany. If future experience differs
from these estimates, operating results in futergods would be impacted.
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Liquidity and Capital Resources

On December 31, 2005, we had cash, agsiraents, and restricted cash of $1,688,000 veortting capital of $2,412,000. This
compares to cash, cash equivalents, and restdetgdof $1,554,000 and working capital of $2,4303,60 December 31, 2004.

Net cash used in operating activities $24,000 for the year ended December 31, 2005, amedgo $541,000 in cash used in oper:
activities for the year ended December 31, 2004.

Net cash used by investing activities %&83,000 for the year ended December 31, 2005pared to $38,000 cash provided by
investing activities for the year ended December2804.

Net cash provided by financing activitieas $250,000 for the year ended December 31, 2@05pared to $765,000 net cash provided
by financing activities for the year ended Decengier2004.

In January 2005, the Company enteredardonvertible note agreement with Telkoor, acaaydo which Telkoor loaned a $250,000
interest free convertible note. On February 8, ZD8&oor issued to the Company a Notice of Conweersinder the terms of a convertible
note representing a loan from Telkoor to the comgpfor 235,849 common shares of the Company. Thag2ay applied for AMEX
approval for the issuance of shares pursuant todheersion notice, and is awaiting AMEX’s respon3@ere is no amount due on the note
after the conversion.

The Company has a line of credit fronicBit Valley Bank (“SVB”). The Company can borrow to $1,200,000 at SVB'’s prime rate
plus 1.75% (totaling 8.75% at December 31, 2008)order to use the line of credit, the Compansetfuired to maintain certain ratios and be
in compliance with other covenants. Interest dslgayable on a monthly basis. The maturity datdeline of credit is August 30, 2006.
of December 31, 2005, the Company had not yeradllits line of credit.

If the Company exercises its line of dregtie Company must in return grant the bank dinaimg security interest in all presently
existing and later acquired collateral to securelallgations and performance of its duties towahasbank.

We do not believe that our sales ares®ds Further, we do not believe that inflatioribe current and projected rates will have a
material adverse impact on our operations. The iz believes it has adequate resources at thésttirnontinue its promotional efforts to
increase sales in the electronic industry markiswever, if the Company does not meet those gaatsay have to raise money through de
or equity, which may dilute the shareholder equity.

Management

There was a dispute between certain bblters and managers of Telkoor, which was sulbgelitigation in Israel. The parties react
an agreement pursuant to which Mr. Yuval Menipadifector of the company, resigned from his positimd Mr. Amitai resigned from all of
his positions with the Company and its affiliateee company is currently searching for a replaceroEMr. Menipaz

RISK FACTORS

In addition to the other information peated in this report, the following should be cdesed carefully in evaluating our business and
us. This report contains various forward-lookitatements that involve risks and uncertaintiesr &tual results may differ materially from
the results discussed in the forward-looking steteism Factors that might cause such a differemeddade, but are not limited to, those
discussed below and elsewhere in this report.
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We experienced an operating profit dutimgyear ended December 31, 2005, and we angcgmimproved performance in 2006,
however, certain quarters may be subject to neeks

For the year ended December 31, 2005n@tared an operating profit of $114,000. Althougé have actively taken steps to reduce
our costs, we will incur losses until we increaseenues through the sale of current products aaekdse manufacturing costs through a
greater utilization of Far East contract manufaatsir

We are dependent on a limited number of customers.

Traditionally, we have relied on a lintteumber of customers for growth in sales. It cdtre assured that we will be able to retain
current customers and the loss of any major OENbousr may have an adverse effect on our revenues.

We are dependant on Electronic Equipment Industries

Substantially, all of our existing custens are in the electronic equipment industries,thag manufacture products that are subject to
rapid technological change, obsolescence, and farg®iations in demand. These industries aréh&rrcharacterized by intense competition.
The OEMSs serving these markets are pressureddogased product performance and lower product@ri€@EMSs, in turn, make similar
demands on their suppliers, such as us, for inetkpeoduct performance and lower prices. The dagunication industry is inherently
volatile. Recently, certain segments of the tet@emnication and other electronic industries hayeeeienced a significant softening in
product demand. Such lower demand may affect wstiomers, in which case the demand for our produatsdecline and our growth could
be adversely affected.

We are dependent on the performance of our subcordct manufacturers.

Since we do not own significant manufaa facilities, we must rely on our subcontractatsilities to purchase components, staff
their operation, maintain high volume and high guadrocesses and remain financially solvent.

Conditions in Israel may limit our ability to receive and sell products. This could decrease our rewees.

Telkoors principal offices, research and development,maadufacturing facilities are located in Israel.ift@dl, economic, and milital
conditions in Israel directly affect their operaiso We could be adversely affected by any majstilitees involving Israel, the interruption or
curtailment of trade between Israel and its tragiagners, a significant increase in inflationaaignificant downturn in the economic or
financial conditions of Israel. Restrictive lawspwlicies directed towards Israel or Israeli besges could adversely affect us.

We are dependant upon key personnel.

Our performance is substantially depenhderthe performance of its executive officers &ay personnel and on our ability to retain
and motivate such personnel. The loss of any pkey personnel could have a material adverse teffeour business, financial condition
and operating results.
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We are dependant on suppliers.

We rely on, and will continue to rely @utside parties to manufacture parts, componantsequipment. We cannot assure you that
these suppliers will be able to meet our needssiatiafactory and timely manner or that we willdie to obtain additional suppliers when
and if necessary. A significant price increasgyality control problem, an interruption in supplyother difficulties with third party
manufacturers could have a material and adversetesh our ability to successfully provide our prots. Further, the failure of third parties
to deliver the products, components, necessarg,garequipment, on schedule, or the failure afitparties to perform at expected levels,
could delay our delivery of power supply products.

Patents do not protect our products.

Our products are not registered in th®. dr elsewhere as patents. We believe that be@ausproducts are continually updated and
revised, obtaining patents would be costly andoeoieficial. Therefore, we cannot guarantee thatpetitors or former employees will not
make use of and develop proprietary informationvbich we rely.

Our common stock price is volatile.

Our common stock is listed on the Ameri&tock Exchange and is thinly traded. In the,pasttrading price has fluctuated widely,
depending on many factors that may have littleadavith our operations or business prospects. Eurthe exercise of outstanding options
and warrants may adversely affect our stock pnickyaur percentage of ownership. As of Decembef8@5, the Company has employees’
options to purchase 1,009,225 shares of commok,stoth a weighted average exercise price of $£Xdrcisable at prices ranging from
$0.48 to $2.375 per share, and consultants’ andcgeproviders’ options and warrants to purchasgd® shares of common shares, with a
weighted average exercise price of $1.07 exer@satbrices ranging from $0.55 to $1.19. In Jap@a@05, the Company entered into a
convertible note agreement with Telkoor, in whigikbor loaned a $250,000 interest free convertiole. On February 8, 2006 Telkoor
issued to the Company a Notice of Conversion uttdeterms of a convertible note representing a foan Telkoor to the company, for
235,849 common shares of the Company. The Compaplied for AMEX approval for the issuance of shapassuant to the conversion
notice, and is awaiting AMEX'’s response. Theradsamount due on the note after the conversion.
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Sl ERNST& YOUNG

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Shareholders of
DIGITAL POWER CORPORATION

We have audited the accompanying conat@itibalance sheet of Digital Power Corporationg'€ompany”) and its subsidiary as of
December 31, 2005 and the related consolidateeinstatts of operations, changes in shareholderstyegnd cash flows for each of the two
years in the period ended December 31, 2005. Tiremecial statements are the responsibility of @rmmpan’s management. Our
responsibility is to express an opinion on thesarftial statements based on our audit.

We conducted our audit in accordance thi¢éhstandards of the Public Company Accountingr€lgbt Board (United States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. We were not engaged to perform ai efuitie Company’s internal control over finanaiaporting. Our audit included
consideration of internal control over financigboeting as a basis for designing audit procedurasdre appropriate in the circumstances, but
not for the purposes of expressing an opinion ereffectiveness of the Company'’s internal contx@rdinancial reporting. Accordingly, we
express no such opinion. An audit also includesréiag, on a test basis, evidence supporting theusms and disclosures in the financial
statements assessing the accounting principlesarskdignificant estimates made by managementeealdating the overall financial
statement presentation. We believe that our auditiges a reasonable basis for our opinion.

In our opinion, the consolidated finahsi@tements referred to above present fairly)limaterial respects, the consolidated financial
position of the Company and its subsidiary as ofdbeber 31, 2005 and the consolidated results afdperations and cash flows for the two
years in the period ended December 31, 2005, ifocmity with U.S. generally accepted accountingpiples.

Tel-Aviv, Israel KOST FORER GABBAY & KASIERER
March 9, 200¢ A Member of Ernst & Young Glob:
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CONSOLIDATED BALANCE SHEET

DIGITAL POWER CORPORATION

U.S. dollars in thousands (except share ¢

ASSETS
CURRENT ASSETS
Cash and cash equivalel
Restricted cas
Trade receivables, net of allowance for doubtfuloamts of $5¢
Prepaid expenses and other receiva
Inventories (Note 3

Total current asset

LONG-TERM LEASE DEPOSITS
PROPERTY AND EQUIPMENT, NET (Note «

Total asset:

LIABILITIES AND SHAREHOLDERS' EQUITY
CURRENT LIABILITIES:
Accounts payabl
Related partie- trade payables account (Note :
Deferred revenue
Convertible note (Note ¢
Other current liabilities (Note 7

Total current liabilities

COMMITMENTS AND CONTINGENT LIABILITIES (Note 8)
SHAREHOLDERY EQUITY (Note 9):
Share capital

Series A redeemable, convertible Preferred shacepar value: 500,000 shares authorized, 0 shssasd and outstanding as of December 31,

2005

Preferred shares, no par value: 1,500,000 shatker&ed, O shares issued and outstanding as cfbeer 31, 200
Common shares, no par value: 30,000,000 sharesraet; 6,161,859 shares issued and outstandin§@scember 31, 20C

Additional paic-in capital
Accumulated defici
Accumulated other comprehensive i

Totalshareholder equity

Totalliabilities and shareholde’ equity

The accompanying notes are an integral part o€disolidated financial statements.

December 31,
2005

$ 1,40¢
27¢
1,90¢

1,48¢

5,20¢
18
194

$ 5,41¢

$ 1,06¢
867
17¢
25C
42¢

2,792

13,27¢
(10,599
(57)

2,62¢

$ 5,41¢




CONSOLIDATED STATEMENTS OF OPERATIONS

DIGITAL POWER CORPORATION

U.S. dollars in thousands (except per share (

Revenues (Note 1!
Cost of revenues
Write -off of excess inventory

Gross profit

Operating expense
Engineering and product developm:
Selling and marketin
General and administratiy

Total operating expense

Operating income (los:
Financial income (expenses), |

Income (loss) before tax bene
Tax benefit (Note 9

Net income (loss

Basic and diluted net earnings (loss) per s

The accompanying notes are an integral part oftimsolidated financial statements.

Year ended
December 31,

2005 2004
$ 10,85¢ 8,71¢
7,63¢ 6,647
102 21¢
3,11¢ 1,85¢
584 624
1,30¢ 1,32(
1,11¢ 1,15¢
3,00¢ 3,00¢
114 (1,245
(88) 45
26 (1,200)
— 25
$ 26 (1,179
$ 0.00¢ (0.20)




DIGITAL POWER CORPORATION

STATEMENTS OF CHANGES IN SHAREHOLDERS® EQUITY

U.S. dollars in thousands (except share ¢

Other
accumulated
Common shares Additional Deferred comprehensive Total Total
paid-in stock Accumulated income comprehensive shareholders’
Number Amount capital compensation deficit (loss) loss equity
Balance as of January 1, 2C 5,410,680 $ — 3% 12,47 $ — 3% (9,445 $ (6) $ 3,022
Issuance of Common shares, 716,17¢ — 743 — — — 743
Deferred stock compensation related to
options granted to an employ — — 25 (25) — — —
Amortization of deferred stock compensat
related to options granted to an emplo — — — 12 — — 12
Exercise of options granted to
employees 35,00( — 22 — — — 22
Comprehensive los
Net loss — — — = (1,175 — $ (1,175 (1,175
Foreign currency translation
adjustment: — — — — — 81 81 81
Total comprehensive lo: $ (1,099
I
Balance as of December 31, 2( 6,161,85! — 13,26: (13) (20,620 75 2,70t
Stock compensation related to options
granted to Telkoc's employee: — — 8 — — — 8
Amortization of deferred stock compensat
related to options granted to an emplo — — — 13 — — 13
Stock compensation related to
acceleration of employees stock
options — — 4 — — — 4
Comprehensive los
Net income — — — — 26 $ 26 26
Foreign currency translatiol
adjustmentt — — — — — (132) (132 (132
Total comprehensive lo: $ (10€)
I
Balance as of December 31, 2C 6,161,85' $ — 3 13,27 $ — 3 (10,599 $ (57) $ 2,62¢
I

The accompanying notes are an integral part o€dimsolidated financial statements.
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CONSOLIDATED STATEMENTS OF CASH FLOWS

DIGITAL POWER CORPORATION

U.S. dollars in thousanc

Cash flows from operating activitit:

Net income (loss

Adjustments required to reconcile net income (Iéss)et cash used in operating activiti
Depreciatior
Amortization of deferred stock compensation reldtedptions granted to an employ
Stock compensation related to acceleration of eypg@s stock option
Stock compensation related to options granted tkobes’ employees
Increase in trade receivabl
Decrease (increase) in prepaid expenses and etberables
Decrease (increase) in inventor
Increase in accounts payal
Decrease in deferred revenues and other currévilitiies
Other

Net cash used in operating activit

Cash flows from investing activitie:
Restricted cas
Purchase of property and equipm

Net cash provided by (used in) investing activi

Cash flows from financing activitie:
Proceeds from a issuance of convertible |
Proceeds from issuance of Common shares
Exercise of options granted to employ

Net cash provided by financing activiti
Effect of exchange rate changes on cash and casvedents

Increase in cash and cash equival
Cash and cash equivalents at the beginning ofahe

Cash and cash equivalents at the end of the

Supplemental disclosure of cash flows activi:
Interest paic

The accompanying notes are an integral part o€disolidated financial statements.
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Year ended
December 31,

2005 2004
$ 26 $ (1,175
90 104
13 12
4 _
8 —
(279 (16)
35 (29)
(75) 25¢
23C 642
(82 (347)
= 9
(24) (541)
(48) 65
(55) 27)
(103 38
25C —
— 743
— 22
25¢ 76
@37 11
86 273
1,32: 1,05(
$ 1,40¢ $ 1,32¢
$ 2 % —




DIGITAL POWER CORPORATION

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1:-

NOTE 2:-

GENERAL

a.

Digital Power Corporation (“the Company” or “DPGAijas incorporated in 1969, under the General Cotjporéaaw of
the State of California. The Company and DigitavBoLimited (“DPL"), a wholly owned subsidiary loteal in the
United Kingdom, are currently engaged in the desiganufacture and sale of switching power supplies converters.
The Company has two reportable geographic segmé&tasth America (sales through DPC) and Europeséstirough
DPL).

The Company depends on Telkoor Telecom Ltd. (“TefRo a major shareholder of the Company and oneR€E’s
third party subcontractor for manufacturers caj@dsl in the producing of the products which D&lls. If these
manufacturers are unable or unwilling to continwenafacturing the Company’s products in requiredirras on a
timely basis, that could lead to loss of sales, aakrsely affect operating results and cash posiihe Company also
depends on Telkoor’s intellectual property andighib transfer production to third party manufaetts. Failure to
obtain new products in a timely fashion or delayransferring to third party low cost subcontragrmafacturers will
have an adverse effect on the ability of the Compgarsuccessfully deliver produc

SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have begraped in accordance with generally accepted actauptinciples in the
United States“U.S. GAAF").

a.

Use of estimates

The preparation of the financial statements in gonfty with generally accepted accounting principlequires
management to make estimates and assumptiondfiézitthe amounts reported in the financial stateimiand
accompanying notes. Actual results could diffenfrihose estimate

Financial statements in U.S. dolla

The financial statements of the foreign subsidiafypse functional currency has been determinee tissdocal
currency, have been translated into U.S. dollaetordance with Statement of Financial Accoun8tendard No. 52
“Foreign Currency Translation” (“SFAS No. 52"). Alalance sheet accounts have been translatedthsirgchange
rates in effect at the balance sheet date. Statesheperations amounts have been translated tls;ngverage exchan
rate for the period. The resulting translation atijients are reported as a component of accumudéted
comprehensive income (loss) in sharehol equity.

Principles of consolidatior

The consolidated financial statements include to®ants of the Company and its wholly-owned sulsydi
Intercompany transactions and balances have bemimaled upon consolidatio
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DIGITAL POWER CORPORATION

NOTE 2:-  SIGNIFICANT ACCOUNTING POLICIES (Cont.)

d.

Cash equivalent:

Cash equivalents are short-term highly liquid inrents that are readily convertible to cash wiilginal maturities of
three months or les

Restricted cast

Restricted cash is held in favor of letter of ctésued by the Company’s bank and in favor ofreifease payment and
certain customer until the guarantee expires. €btricted cash is invested in a deposit, which neatwithin less than
three months,

Inventories:

Inventories are stated at the lower of cost or etavklue. Inventory write-offs are provided to coxigks arising from
slow-moving items or technological obsolescer

Cost is determined as follow
Raw materials, parts and suppl- using the"first-in, first-out” method.

Work-in-progress and finished products - on thesakdirect manufacturing costs with the additadnindirect
manufacturing cost:

The Company periodically assesses its inventorésation in accordance with dead and slow moviemd, revenue
forecasts and technological obsolescence. Whemiories on hand exceed the foreseeable demandomeeobsolete,
the value of excess inventory, which at the timéhefreview was not expected to be sold, is writtin

During 2005 and 2004, the Company recorded invargarvrite-offs in a total amount of $102 and $218, respebti
Property and equipmer

Property and equipment are stated at cost, netoofnaulated depreciation. Depreciation is calculégethe straight-line
method over the estimated useful lives, at theWahg annual rate:

%

Computers, software and related equipn 20-33
Office furniture and equipmel 10-20
Motor vehicles 20-33
Leasehold improvements Over the term of the lease or the life

of the asset, whichever is earl
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DIGITAL POWER CORPORATION

NOTE 2:-  SIGNIFICANT ACCOUNTING POLICIES (Cont.)

The long-lived assets of the Company and its sidogidre reviewed for impairment in accordance V@tatement of
Financial Accounting Standard No. 144, “Accountiogthe Impairment or Disposal of Long-Lived AsSEtSFAS No.
144"), whenever events or changes in circumstances imdibat the carrying amount of an asset may no¢beverable
Recoverability of assets to be held and used isured by a comparison of the carrying amount adss®t to the future
undiscounted cash flows expected to be generatdiebgssets. During 2005 and 2004, no impairmesse® have been
identified.

h. Revenue recognitiot

The Company and its subsidiary generate their ig@®from the sale of their product through theadiesd indirect
sales force

Revenues from products are recognized in accordaitbeStaff Accounting Bulletin No. 104, “Revenu@édgnition in
Financial Statements” (“SAB No. 104"), when thddeling criteria are met: persuasive evidence ohlmangement
exists, delivery has occurred, the seller’s pricehe buyer is fixed or determinable, no furtheligaiion exists and
collectibility is reasonably assure

Generally, the Company does not grant a right twirne However, certain distributors are allowedthia sixth month
after the initial stock purchase, to rotate stdwk has not been sold for other products. This beasepeated each sixth
month thereafter for 18 months, at no more than 8b%e distributor’s purchase during the previsixsmonths.
Revenues subject to stock rotation rights are dedauntil the products are sold to the end custanentil the rotation
rights expire

Service revenues are deferred and recognized waighd-line basis over the term of the serviceeagrent. Service
revenues are immaterial to the Com(’s revenues

i. Engineering and product developme
Engineering and product development costs are edaythe statement of operations as incul
J- Income taxes

The Company and its subsidiary account for incoemed in accordance with Statement of Financial Antinog
Standard No. 109, “Accounting for Income Taxes"RAS No. 109”). This Statement prescribes the ugbefiability
method whereby deferred tax assets and liabilitpaet balances are determined based on differdrategen financial
reporting and tax bases of assets and liabilitiesaae measured using the enacted tax rates asdhatwvill be in effect
when the differences are expected to reverse. bingp@ny and its subsidiary provide a valuation adlbee, if
necessary, to reduce deferred tax assets to gtenmated realizable valu
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DIGITAL POWER CORPORATION

NOTE 2:-  SIGNIFICANT ACCOUNTING POLICIES (Cont.)

k.

Warranty costs

The Company offers a 12 month warranty period foofats products. The Company estimates the ctheismay be
incurred under its warranty and records a liabilitghe amount of such costs at the time produatnge is recognized.
Factors that affect the Company’s warranty liapiiitclude the number of units, historical ratesvairanty claims and
cost per claim. The Company periodically assedseadequacy of its recorded warranty liabilitied adjusts the
amounts as necessa

Changes in the Compa's warranty allowance during the period are as fstc

Year ended
December 31,
2005

Balance at the beginning of the yt $ 11€
Warranties issued during the y¢ 11¢
Settlements made during the y: (102)
Changes in liability for pi-existing warranties during the year, including eapons (60)
Balance at the end of the ye $ 73
I

Accounting for stoc-based compensatio

The Company has elected to follow Accounting Pples Board Statement No. 25, “Accounting for St@gkions
Issued to Employees” (“APB No. 25”") and FASB Intetfation No. 44, “Accounting for Certain Transangdnvolving
Stock Compensation” (“FIN No. 44”) in accounting fts employee stock option plans. Under APB Nq.\&Ben the
exercise price of an employee stock option is eajaivt to or above the market price of the undeghgtock on the date
of grant, no compensation expense is recogn

The Company adopted the disclosure provisionsmdifgial Accounting Standards Board Statement N8, 14
“Accounting for Stock-Based Compensation - Transitand Disclosure” (“SFAS No. 148"), which amendedtain
provisions of SFAS 123 to provide alternative mehof transition for an entity that voluntarily ctgges to the fair valu
based method of accounting for stdwksed employee compensation, effective as of thmiiaeg of the prior fiscal yee
The Company continues to apply the provisions oBAR. 25, in accounting for sto-based compensatia

Pro forma information regarding the Compangkt loss and net loss per share is required BysNo. 123 and has be
determined as if the Company had accounted faniigloyee stock options under the fair value mettredcribed by
SFAS No. 123
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DIGITAL POWER CORPORATION

NOTE 2:-  SIGNIFICANT ACCOUNTING POLICIES (Cont.)

The fair value for options granted in 2005 and 230d@mortized over their vesting period and estadait the date of
grant using a Bla(-Scholes options pricing model with the followingasiptions

2005 2004
Dividend yield 0% 0%
Expected volatility 103% 107%- 111%
Risk-free interes 4%- 4.6% 3%- 3.5%
Expected life of up t 3-7 years 5-7 years
Pro forma information under SFAS No. 123 is asofef:
Year ended

December 31,

2005 2004

Net income (loss) available to Ordinary she- as reportet $ 26 % (1,175
Add - stocl-based employee compensat- intrinsic value 17 12
Deduct- stocl-based employee compensat- fair value (40€) (184)
Pro forma:

Net loss $ (363 $ (1,349
Net earnings (loss) per sha

Basic and diluted net income (loss), as repc $ 0.00¢ $ (0.20)
Pro forma basic and diluted net loss per sl $ (0.06) $ (0.29)

The Company applies SFAS No. 123 and Emerging $s¥ask Force No. 96-18 “Accounting for Equity lusirents
That Are Issued to Other Than Employees for Acagiror in Conjunction with Selling, Goods or Seest (“EITF 96-
18"), with respect to options and warrants issuweddn-employees. SFAS No. 123 requires the usetafrovaluation
models to measure the fair value of the optionsveatlants at the date of gra

m. Fair value of financial instrument

The following methods and assumptions were usethdCompany in estimating its fair value disclosuia financial
instruments

The carrying amounts of cash and cash equivalegsjcted cash, trade receivables, accounts payaddl other current
liabilities approximate their fair value due to tteor-term maturity of such instrumen

n. Basic and diluted net loss per sh

Basic net loss per share is computed based ondlghted average number of Common shares outstaddimngg each
year. Diluted net earnings per share is computeddan the weighted average number of Common sbhatsnding
during each year, plus dilutive potential Commoarsk considered outstanding during the year, iordecice with
Statement of Financial Accounting Standard No. “Earnings per Sha” (“SFAS No. 12").
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DIGITAL POWER CORPORATION

NOTE 2:-  SIGNIFICANT ACCOUNTING POLICIES (Cont.)

The total number of shares related to the outstanolptions and warrants excluded from the calauhstiof diluted net
loss per share because these securities are mtivelwas 638,392 options and 1,550,425 optionsife years ended
December 31, 2005 and 2004, respectiv

0. Concentrations of credit risk

Financial instruments that potentially subject@mmpany and its subsidiary to concentrations aditrésk consist
principally of cash and cash equivalents, restlici@sh and trade receivabl

Cash and cash equivalents and restricted cashwastéd in banks in the U.S. and in the U.K. Sugodits in the
United States may be in excess of insured limitsae not insured in other jurisdictions. Managenhbetieves that the
financial institutions that hold the Company’s arsdsubsidiary’s investments are financially soand, accordingly,
minimal credit risk exists with respect to theseeistments

Trade receivables of the Company and its subsi@iegymainly derived from sales to customers locptedarily in the
U.S and in Europe. The Company performs ongoinditexaluations of its customers and to date hagxperienced
any material losses. An allowance for doubtful acts is determined with respect to those amountsttie Company
and its subsidiary have determined to be doubffabtiection.

The Company and its subsidiary have no off-balasteet concentration of credit risk such as forexghange
contracts, option contracts or other foreign hedgirrangement:

p. Reclassifaction

Certain amounts from prior years referring to Comrebares and Additional paid in capital have beetassified to
conform to current period presentati

qg. Impact of recently issued accounting stande

In November 2004, the FASB issued Statement ofrigiiah Accounting Standard No. 151, “Inventory Cosis
Amendment of ARB No. 43, Chapter 4.” (“SAFS No. I5BFAS No. 151 amends Accounting Research Baulleti
(“ARB”) No. 43, Chapter 4, to clarify that abnornahounts of idle facility expense, freight handlousts and wasted
materials (spoilage) should be recognized as cuperiod charges. In addition, SFAS No. 151 requines allocation o
fixed production overheads to the costs of converbie based on normal capacity of the productiottitias. SAFS No.
151 is effective for inventory costs incurred dariiscal years beginning after June 15, 2005. Tom@any does not
expect that the adoption of SFAS No. 151 will haweaterial effect on its financial position or riéswf operations

On December 16, 2004, the FASB issued SFAS No.R)23Ghare-Base Payment,” which revises the preshou
effective SFAS No. 123 and supersedes APB No. @b oa March 29, 2005 the SEC issued SAB 107, “SBased
Payment” (“SAB 107"). These pronouncements additessiccounting for share-based payment transadtiomkich an
enterprise receives employee services in exchamgsther equity instruments of the enterprisaafilities that are
based on the fair value of the enterprises eqo#truments or that may be settled by the issuahseoh equity
instruments

The new standard will be effective for the Companthe first interim period beginning after Decemi8, 2005
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NOTE 2:-

NOTE 3:-

NOTE 4:-

SIGNIFICANT ACCOUNTING POLICIES (Cont.)

DIGITAL POWER CORPORATION

The Company has the option to choose either thefradgrospective or modified retrospective methdde Company
expects to adopt FAS 123R in the first quarte2@d6, using the modified prospective method of #dapvhich
requires that compensation expense be recordedlwexpected remaining life of all unvested stoptions and for
any new grants thereof at the beginning of that fjuarter of adoption of FAS 123R. The Comparguisently
evaluating the impact FAS 123R will have on the @any, and based on their preliminary analysisgek{o incur
additional compensation expense, as a result aidbetion of this new accounting standard that beynaterial to the

2006 financial statement

In May 2005, the FASB issued SFAS No. 154 (“SFA8"1,5'Accounting Changes and Error Corrections”, a
replacement of APB No. 20, “Accounting Changes” &k\S No. 3, “Reporting Accounting Changes in limer
Financial Statements”. SFAS 154 provides guidamcthe accounting for and reporting of accountingnges and error
corrections. APB No. 20 previously required thatsi@mluntary changes in accounting principles lwegeizec

INVENTORIES

Raw materials, parts and suppl
Work in progres:
Finished product

PROPERTY AND EQUIPMENT

Cost:
Computers, software and related equipn
Office furniture and equipmel
Motor vehicles
Leasehold improvemen

Accumulated depreciatic
Computers, software and related equipn
Office furniture and equipmel
Motor vehicles
Leasehold improvemen

Depreciated cos
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December 31,
2005

$ 30C
824

$ 1,48¢

93€

254
1,43¢

$ 194




NOTE 5:-

NOTE 6:-

NOTE 7:-

DIGITAL POWER CORPORATION

SHORT-TERM BANK CREDIT

The Company has a line of credit from Silicon VialRank (“SVB”). The Company can borrow up to $1,20BVB’s prime
rate plus 1.75% (totaling 8.75% at December 315200 order to use the line of credit, the Compaequired to maintain
certain ratios and be in compliance with other caves. Interest only is payable on a monthly bagie. maturity date of the
line of credit is August 30, 2006. As of Decembgy 3005, the Company had not yet utilized its bheredit.

If the Company exercises its line of credit, tharpany must in return grant the bank a continuiraysty interest in all
presently existing and later acquired collateradoure all obligations and performance of itsefutowards the ban

CONVERTIBLE NOTE

In February 2005, the Company entered into a caimemnote agreement with Telkoor, according toskhTelkoor loaned a
$250 in cash in return for interest free convégtitote (the “Note”) to be paid on the tenth businday after the Company
announced its financial results for 2005. The No&y be converted at any time into Common sharagate of $1.06 per sha
which is equal to the quoted market price of thenBany’s Common stock on the date the Note was &pgdrand signed.
Automatic conversion shall occur if the Company tadts set budget for 2005. In accordance withgilieelines of APB No.
14, “Accounting for Convertible Debt and Debt Isgweéith Stock Purchase Warrants”, EITF Issue No598Accounting for
Convertible Securities with Beneficial Conversiagakures or Contingently Adjustable Conversion lsnts”,and EITF Issu
No. 0(-27, “Application of issue No. 98-5 to Certain Centible Instruments”, the Company has determined\tbte had no
beneficial conversion feature since the converpiice was equal to the quoted market price of thm@any’s Common stock
at the date the note was approved and signed Igzaate 14)

OTHER CURRENT LIABILITIES

December 31,

2005
Accrued payroll and payroll taxt $ 107
Warranty accrug 73
Advances from custome 51
Government authoritie 67
Accrued expenses and ott 13C
$ 42¢
I
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DIGITAL POWER CORPORATION

NOTE 8:- COMMITMENTS AND CONTINGENT LIABILITIES

a.

Lease commitment:

The Company and its subsidiary rent their fac8itismder various operating lease agreements, whjagheeon various
dates, the latest of which is in 2009. Future fesdanmitments under n-cancelable leases are as follo

Year ended December 31,

2006 $ 23¢€
2007 257
2008 171
2009 12€
$ 794
I

Total rent expenses for the years ended Decemh@085 and 2004 were approximately $285 and $2%ectively

On May 3, 2005, the Company received a writtencediom the American Stock Exchange (“the AMEXflyvising
that the Company was not in compliance with the AMisting requirements. In order to maintain its &M listing, the
Company submitted on June 3, 2005, a recoverywliach was accepted by AMEX, and the Company wilkbée to
continue its listing during the plan period, subjiecAMEX’s periodic reviews. If the Company is not in coraptie witt
the listing standards at the end of such 18 mamehied or fails the periodic reviews, the AMEX wiitlitiate delisting
proceedings. As of December 31, 2005, the Compaligves that it meets its set plan submitted amaed by
AMEX.

On April 2, 2003, Tek-Tron Enterprises Inc. (“Tekeh”) sued the Company for severing its distrilsibdp relationship
in breach of its agreement. In April 2004, the @amy signed a settlement agreement with Tek-Taoogrding to
which the Company paid $90,and returned certaipuded inventory for a full release. The settlenagmeement
allowed Tek-Tron to seek arbitration to resolvy disputes regarding the returned inventory. TedrTinitiated
arbitration against the Company for $ 50 and égal fees. Upon the conclusion of an arbitratiearting on May 2,
2005, Tek-Tron was awarded $ 5 in damages andgad fees. When Tek-Tron appealed the arbitratioard, the
Company filed a petition to enforce the settlem@mt October 31, 2005, Tek-Tron withdrew its appaad formally
and finally dismissed this matter. On February28)6, the Company received an official writtemfamnation from the
Court of Common Pleas of Bucks County, PA, confiigrthat the case is close

NOTE 9:- SHAREHOLDERS’ EQUITY

a.

Preferred share

There is one authorized series of Preferred shiathe amount of 500,000 shares of Series A curivelaedeemable
convertible Preferred shares (“Series A”), and ddiiteonal 1,500,000 Preferred shares that have hathrorized, but the
rights, preferences, privileges and restrictionsh&se shares have not been determined. DPC’s Bb&rdectors is
authorized to create a new series of Preferrecestaard fix the number of shares as well as thesiigheferences,
privileges and restrictions granted to or impospdruany series of Preferred shares. As of DeceBthe2005, there
were no Preferred shares issued or outstan

Common share

Common shares confer upon the holders the rightscieive notice to participate and vote in the gainaeeting of
shareholders of the Company, to receive divideifidsd when declared, and to participate in a ihistion of surplus of
assets upon liquidation of the Company. At the ahmeeting held on November 2005, the Company’se$todders
approved an amendment to increase the authorizetierof shares of Common stock from 10,000,00®{6(),000
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NOTE 9:-

DIGITAL POWER CORPORATION

SHAREHOLDERS’ EQUITY (Cont.)

During 2004, the Company issued 511,261 CommoresharTelkoor in consideration of $493, net of &8me expenses
at the average closing price of the Comy's Common shares during the twenty trading daysegliag the closing dat

In June 2004, the Company issued 204,918 Commaestma new investor, in consideration of $25@hatprice of th
average closing price of the Comp’s Common shares during the twenty trading daysegiiag the closing dat

C. Share Option Plan:

1. Under the Company’s stock option plans (“the planptions may be granted to employees, officemssabants,
service providers and directors of the Companysosubsidiary

2. As of December 31, 2005, the Company has authqgrigedeveral Incentive Share Option Plans, thetgfin
options to officers, management, other key emplsye® other of up to 2,272,500 of the Company’s @om
shares. As of December 31, 2005, an aggregate3p683 of the Company'’s options are still availdblefuture
grant.

3. The options granted generally become fully exeltesafter four years and expire no later than 1dryérom the
approval date of the option plan under terms ofgrany options that are forfeited or cancelleddsefexpiration
become available for future gran

A summary of the Company’s employees share optitinigy, (except options to consultants and service
providers) and related information is as follo

Year ended December 31,

2005 2004
Amount Weighted Amount Weighted
of average of average
options exercise price options exercise price
Outstanding at the beginning of the y 1,290,420 $ 1.2¢ 972,46( $ 1.1¢
Granted 105,00t $ 1.0¢ 379,000 $ 1.0¢
Exercisec — — (35,000 $ 0.5¢
Forfeited (386,200 $ 1.9¢ (26,035 $ 0.6z
Outstanding at the end of the y« 1,009,220 $ 1.01 1,290,42! $ 1.2¢
Exercisable options at the end of the y 1,009,220 $ 1.01 925,17' $ 1.3¢

In connection with the grant of certain share apgito an employee in 2004, the Company recordedteaiion
of deferred share compensation of $13 and $1205 2&id 2004, respectively, for the aggregate diffees
between the respective exercise price of optiotiseit date of grant and the fair value of the Cammhares
subject to such option

-33 -




DIGITAL POWER CORPORATION

NOTE 9:- SHAREHOLDERS’ EQUITY (Cont.)

The options outstanding as of December 31, 200& haen classified by exercise price, as follc

Options Weighted Options Weighted
outstanding average Weighted exercisable average
of as remaining average as of exercise price
December 31, contractual exercise December 31, of options
Exercise price 2005 life price 2005 exercisable
Years

$0.4¢-0.60 40,00( 697 $ 0.57 40,00C $ 0.57
$0.7(-0.99 600,00( 8.1z $ 0.7¢ 600,00 $ 0.7¢
$1.05-1.192 268,00( 857 $ 1.0¢ 268,000 $ 1.0¢
$1.8(-2.375 101,22! 251 $ 2.2¢ 101,228 $ 2.2¢
1,009,22! 6.3¢ $ 1.01 1,009,22! $ 1.01

On December 21, 2005, the Company accelerated iédl onvested outstanding employees’ stock opti@ng of the
631,000 unvested employees’ stock options accelraB6,000 were out-of-the-money options as ofitheof the
acceleration. Under the intrinsic value method BBANo. 25, the Company recorded compensation eggenghe
amount of $4 related to the-the-money accelerated employ’ stock options

The employees’ stock options were accelerateddoaethe expense impact in 2006 and beyond ofemtigdssued
Accounting Standard SFAS No. 123(R), for stock-das@mpensation. However, the impact of the vestiteeleration
on pro forma stock-based compensation requiree thidrlosed in the notes to the financial stateraader the
provision of SFAS No. 123, was to increase sucbloi®d compensation cost by approximately $243r{sée2).

d. Warrants and options issued to service providedscansultants

The Compan’s outstanding options to consultants and servioeigers as of December 31, 2005, are as follc

Options
for Exercise
Common price per Options
Issuance date shares share exercisable
May 2002 40,00 $ 1 40,00(
August 200z 10,00C $ 0.5t 10,00(
November 200: 10,00C $ 1 10,00(
February 2005 (1 70,000 $ 1.1¢ —
130,00( 60,00(
I I

*) All options are exercisable for 10 years from thgedf grant
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NOTE 9:- SHAREHOLDERS’ EQUITY (Cont.)

(1) In April 2005, the Company granted 70,000 optian¥elkoor’'s employees. The Company had accounteitsfo
options to Telkoors’ employees under the fair vahethod of SFAS No. 123 and EITF 96-18. Those ogtigest
primarily over four years. The fair value for theg#tions was estimated using a Black-Scholes ogdiazing
model with the following weighted average assumifor 2005: risk-free interest rates of 4.4%, divid yields
of 0%, volatility of 103.4%, and the contractuélof the options of 9.67 years. Compensation esgenf
approximately $8 were recognized during the yededrDecember 31, 20C

e. Employee Stock Ownership Ple

The Company has an Employee Stock Ownership PBER@P”) covering eligible employees. The ESOP prewifbr
the Employee Stock Ownership Trust (“ESOT?”) to wliatte shares of the Company’s Common shares iasment
benefits to the participants. The Company did nstridute shares ever since 1998. As of Decembg? @05, the
outstanding Common shares held by the ESOT ar&Q04shares

f. Dividends:

In the event that cash dividends are declareddriuture, such dividends will be paid in U.S. dadlarhe Company does
not intend to pay cash dividends in the foresecfaiblee.

NOTE 10:- TAXES ON INCOME

a. There is no tax due for the year ended Decembe2@®15 as compared to $25 of foreign current taxebenfor the year
ended December 31, 20(

b. Deferred income taxe

Deferred income taxes reflect the net tax effettemporary differences between the carrying ammohassets and
liabilities for financial reporting purposes ane thmounts used for income tax purposes. Significamponents of the
Compan’s deferred tax liabilities and assets are as falli

December 31,

2005 2004
Operating loss carryforwa $ 242 $ 2,171
Reserves and allowanc 56€ 73¢
Net deferred tax asset before valuation allow: 2,98¢ 2,91(
Valuation allowanct (2,98¢) (2,910
Net deferred tax ass $ — % —

As of December 31, 2005, the Company and its sigrgigrovided a valuation allowance of $2,988,d8spect of
deferred tax asset resulting from short-term termpodifferences and depreciation charged in advaheecapital
allowance taken and from carryforward losses. Oytire fiscal year 2005, the Company increasedakhedluation by
$78.
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NOTE 10:- TAXES ON INCOME (Cont.)

Management currently believes that since the Compad its subsidiary have a history of losses ihore likely than
not that the deferred tax assets regarding theingi@iaof the tax loss carryforwards and other terapy differences wil
not be realized in the foreseeable futi

C. Net operating tax losses carryforwar

As of December 31, 2005, the Company had approgim&6,614 in federal net operating loss carryfadsgor income
tax purposes, which can be carried forward andebfgainst taxable income for 20 years and expigdR0- 2025.

Utilization of U.S. net operating losses may bejestttto substantial annual limitation, due to tisb&nge in ownership”
provisions of the Internal Revenue Code of 1986samdlar state provisions. The annual limitationynasult in the
expiration of net operating losses before utilizat

As of December 31, 2005, DPL had accumulated |dsseéscome tax purposes in the amount of approsémeb1,193.
These net operating losses may be carried forwadd#set against taxable income in the futureafoindefinite period

d. The main reconciling items between the statutoxyrége of the Company and its subsidiary and tFectfe tax rate are
the non-recognition of tax benefits resulted fréva Companys accumulated net operating losses carryforwardalte
uncertainty of the realization of such tax bene

e. Net income (loss) before tax benefit consists efftllowing:
Year ended
December 31,
2005 2004
Domestic (U.S. $ (1e) $ (43€)
Foreign (U.K.) 42 (764)
$ 26 $ (1,200
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NOTE 11:-

NOTE 12:-

DIGITAL POWER CORPORATION

NET INCOME (LOSS) PER SHARE

The following table sets forth the computationité basic and diluted earnings (loss) per st

1. Numerator:
Year ended
December 31,
2005 2004
Net income (loss) available to Common stockholt $ 26 $ (1,17%)
2. Denominator
Year ended
December 31,
2005 2004
Denominator for basic net earnings (loss) per shaf@ommon stocl 6,161,85! 5,915,40:
Effect of dilutive securities
Employee stock optior 133,10 *) —
Convertible note 216,19} —
Denominator for diluted net earnings (loss) persid Common stoc 6,511,15 5,915,40:
% Anti-dilutive.
RELATED PARTY TRANSACTIONS
The results of operations from transactions witltkder, a major shareholder, were as follo
Year ended

December 31,

2005 2004

Purchases of products from Telk¢ $ 2,73: % 1,94

Transactions with Telkoor derive mainly from pursbaf power supplies from Telkot

The Company believes that the transactions destebeve, are on a basis no less favorable thanl taubbtained from an
independent third party. Although it is not praatito determine the amounts that the Company woale incurred had it
operated as an unaffiliated entity, managemengbedi that the amounts chargeable for the servioedded by these
agreements are reasonable. All future transachiehseen the Company and Telkoor will be on term&ess favorable than
could be obtained from an independent third p:
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NOTE 13:-

a.

SEGMENTS CUSTOMERS AND GEOGRAPHICAL INFORMATION

DIGITAL POWER CORPORATION

The Company has two reportable geographic segmezgd\ote 1a for a brief description of the Compmhbuysiness.
The data is presented in accordance with Stateafdfihancial Accounting Standard No.131, “Disclasébout
Segments of an Enterprise and Related Informa“SFAS No. 13").

The following data presents the revenues expergditand other operating data of the Company’s gebgraperating

segments

Revenue!
Intersegment revenu:

Total revenue
Depreciation expens
Operating income (los:
Financial expenses, n

Net income

Expenditures for segment assets as of Decemb@085,

Identifiable assets as of December 31, 2

-38 -

Year ended December 31, 2005

DPC DPL Eliminations Total
$ 4947 $ 590¢ $ — $ 10,85¢
757 — (757) —
$ 570¢ $ 590¢ $ (757 $ 10,85¢
] ] ] ]
$ 24 % 66 $ — 3 90
] ] ] ]
$ 26) $ 14C $ — 3 114
] ] ]
$ (89)
$ 26
I
$ 23 % 32 % — 3 55
$ 2,281 $ 3,13t $ — 3 5,41¢




Revenue!
Intersegment revenu:

Total revenue
Depreciation expens
Operating los:
Financial income, ne

Loss before tax benef

Tax benefit

Net loss

Expenditures for segment assets as of Decemb@0812,

Identifiable assets as of December 31, 2

Major customer’ data as percentage of total sa

Customer A
Customer E

Customer C

*) Less then 10% of total revenu
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SEGMENTS CUSTOMERS AND GEOGRAPHICAL INFORMATION (Co nt.)

DIGITAL POWER CORPORATION

Year ended December 31, 2004

DPC DPL Eliminations Total
$ 385¢ % 485¢ $ — 3 8,71:
74¢ — (749 —
$ 4,60 $ 4,85¢ $ (749 $ 8,71:
$ 30 $ 74 $ — 3 104
$ (658 $ (590 $ — 3 (1,245
$ 45
$ (1,200
I
$ 25 $ 25
I I
$ 643 $ (532) $ — 3 (1,175
I I I I
$ 16 $ 1 3 — $ 27
I I I I
$ 1,83t $ 3,32¢ % - % 5,16
I I I I

Year ended

December 31,

2005

2004

13.01%

16.8"%

] ]
10.47% *) =

*) P

10.5%




DIGITAL POWER CORPORATION

NOTE 13:- SEGMENTS CUSTOMERS AND GEOGRAPHICAL INFORMATION (Co nt.)
C. Total revenues from external customers dividedhenbiasis of the Compa’s product lines are as follown

Year ended
December 31,

2005 2004
Revenues
Commercial product $ 742 $ 6,67(
Defense product 3,43¢ 2,04:
$ 10,85¢ $ 8,71:

NOTE 14:- SUBSEQUENT EVENTS

On February 8, 2006 Telkoor issued to the CompaNyptae of Conversion under the terms of the cotilvier note (see also
note 6) for 235,849 common shares of the Compahg.dompany applied for AMEX approval for the isst&nf shares
pursuant to the conversion notice, and is awailiRtiEX’s response. There is no amount due on the n&tethét conversior
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DIGITAL POWER CORPORATION

PART Il

ITEM 9. DIRECTORS, EXECUTIVE OFFICERS, PROMOTERAND CONTROL PERSONS; COMPLIANCE WITH SECTION(A)
OF THE EXCHANGE ACT.

The information called forin Item 9 &fart Il is incorporated by reference from thedimitive proxy statement of the Company tc
filed with the Securities and Exchange Commissidthiw 180 days from fiscal year end.

Code of Ethics

We have adopted the Code of Ethical Conthat applies to the Company’s principal exeautifficer, principal financial officer,
principal accounting officer, controller or pergoerforming similar functions (collectively, the ‘frncial Managers”). The Code of Ethical
Conduct is designed to deter wrongdoing and to pterhonest and ethical conduct and compliance aypilicable laws and regulations. The
full text of our Code of Ethical Conduct is pubkghon our website at www.digipwr.com. DPC shadctise any substantive amendments to
the Code of Ethical Conduct or any waivers, exptciimplicit from a provision of the code on itehsite at www.digipwr.com or in a report
on Form 8-K.

ITEM 10. EXECUTIVE COMPENSATION.

The information called forin Item @DPart 1l is incorporated by reference frtime definitive proxy statement of the Company
and will be filed with the Securities and Excha@mmmission within 180 days from fiscal year end.

ITEM 11. SECURITY OWNERSHIP OF CERTAIN BENEHAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS.

The information called forin Item @fiPart Ill is incorporated by reference frtime definitive proxy statement of the Company
will be filed with the Securities and Exchange Coission within 180 days from fiscal year end.

ITEM 12. CERTAIN RELATIONSHIPS AND RELATED TRANSCTIONS.

The information called forin Item @RPart Ill is incorporated by reference frtime definitive proxy statement of the Company
will be filed with the Securities and Exchange Coission within 180 days from fiscal year end.

ITEM 13. EXHIBITS

€)) Exhibits

3.1 Amended and Restated Articles of Incorporation mfital Power Corporation(1
3.2 Amendment to Articles of Incorporation(

3.3 Bylaws of Digital Power Corporation(:

4.1 Specimen Common Stock Certificate

4.2 Specimen Warrant(]

4.3 Representativ's Warrant(1

10.1 Revolving Credit Facility with San Jose NationalnRél)
10.2 KDK Contract(1)

10.3 Agreement with Fortron/Source Corp.

10.4 Employment Agreement With Robert O. Smith

10.5 1996 Stock Option Plan(:

10.6 Gresham Power Asset Purchase Agreeme
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DIGITAL POWER CORPORATION

10.7 1998 Stock Option Pla

10.8 Technology Transfer Agreement with KDK Electronix

10.9 Loan Commitment and Letter Agreement

10.10 Promissory Note(5

10.11 Employment Agreement with Robert O. Smith

10.12 Securities Purchase Agreement between the Compahyelkoor Telecom, Ltd. (now Telkoor Power Ltd?)
10.11 Securities Purchase Agreement between the Compahyelkoor Telecom, Ltd. (now Telkoor Power LtdB)
10.12 Employment Letter with David Amitai (¢

10.13 Employment Agreement with Jonathan Wax

10.14 Convertible Note with Telkoor Power Ltd. (1

14 Code of Ethict

17 Letter re director Yuval Menipaz resignation (.

21.1 The Compan’s sole subsidiary is Digital Power Limited, a cagimn formed under the laws of the United Kingdt

23.1 Consent of Ernst & Youn

31.1 Certification of Chief Executive Officer pursuant$ection 302 of the Sarba-Oxley Act

31.2 Certification of Chief Financial Officer pursuawnt $ection 302 of the Sarba-Oxley Act

32 Certification of Chief Executive Officer and Chiginancial Officer pursuant to Section 906 of theb@ae-Oxley Act

90.1 Charter of the Boa’s Audit Committee

99.2 Charter of the Boa’s Nominating and Corporate Governance Comm

1) Previously filed with the Commission on October 1896, to the Compar's Registration Statement on Form-2.

2 Previously filed with the Commission on Decembet 396, to the Company’s Pre-Effective Amendment Nto Registration
Statement on Form &-2.

3 Previously filed with the Commission on February 298, to the Compa’s Form K.

4) Previously filed with the Commission with its Foft-QSB for the quarter ended September 30, 1

(5) Previously filed with the Commission with its Foft@-KSB for the year ended December 31, 1¢

(6) Previously filed with the Commission with its Fofr@-KSB for the year ended December 31, 1¢

@) Previously filed with the Commission with its FoB-K filed on November 21, 200.

(8) Previously filed with the Commission with its FoB-K filed on January 14, 200

9) Previously filed with the Commission with its Foft@-KSB for the year ended December 31, 2(

(10) Previously filed with the Commission with its FoB-K filed on February 9, 200!

(11) Previously filed with the Commission with its FoB-K filed on February 8, 200t

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES.

The information called forin Item @#iPart 1l is incorporated by reference frtme definitive proxy statement of the Company
to be filed with the Securities and Exchange Corsmiswithin 180 days from fiscal year end.
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DIGITAL POWER CORPORATION

SIGNATURES

In accordance with Section 13 or 15(djhef Exchange Act, the registrant caused this tepdre signed on its behalf by the
undersigned, thereunto duly authorized.

DIGITAL POWER CORPORATION,
a California Corporatiol

Dated: March 20, 200 /s/ Jonathan Wa

Jonathan Wax
President and Chief Executive Offic
(Principal Executive Officer

In accordance with the Exchange Adsg taport has been signed below by the followiregspns on behalf of the registrant and in the
capacities and on the dates indicated.

Dated: March 19, 200 /s/ Ben Zion Diamar

Ben Zion Diamant, Chairme

Dated: March 20, 200 /s/ Jonathan Wa

Jonathan Wax, President a
Chief Executive Office
(Principal Executive Officer

Dated: March 17, 200 /s Amos Kohr

Amos Kohn, Directo

Dated: March 19, 200 /sl Yeheskel Mane

Yeheskel Manea, Directt

Dated: March 21, 200 /sl Leo Yer

Leo Yen, Chief Financial Office
(Principal Accounting and Financial Office




DIGITAL POWER CORPORATION

EXHIBIT 14
CODE OF ETHICAL CONDUCT FOR FINANCIAL MANAGERS
INTRODUCTION

This Code of Ethical Conduct for Finahditanagers (“Code”) applies to all Financial Manemgef Digital Power Corporation (the
“Company”). Financial Managers are the Companyisqipal executive officer, principal financial @fér, principal accounting officer,
controller or person performing similar functions.

This Code covers a wide range of finareoa non-financial business practices and proasiuihis Code does not cover every issue
that may arise, but it sets out basic principleguiae all Financial Managers of the Company. |Hwa or regulation conflicts with a policy in
this Code, the Financial Manager must comply with law or regulation. If a Financial Manager hag questions about this Code or
potential conflicts with a law or regulation, thelyould contact the Company’s Board of DirectorsgifCommittee or General Counsel.

Each Financial Manager shall recogniz¢ Einancial Managers hold an important and elelvaie in corporate governance. They are
uniquely capable and empowered to ensure thatohgp@ny’s, its stockholders’ and other stakeholdietsrests are appropriately balanced,
protected and preserved. Accordingly, this Codwipes principles to which Financial Managers aqeeeted to adhere and advocate. The
Code embodies rules regarding individual and pespansibilities, as well as responsibilities to @mnpany, the stockholders, other
stakeholders and the public.

FINANCIAL CODE PRINCIPLES AND RESPONSIBILITIES

Financial Managers shall adhere toahbcate to the best of their knowledge and ghitie following principles and responsibilities
governing their professional and ethical conduct.

1. Act with honesty and integrity, incladithe ethical handling of actual or apparent dctsflof interest between personal and
professional relationships. A “conflict of intetesxists when an individual’s private interestgeiriere or conflict in any way (or even appear
to interfere or conflict) with the interests of tBempany.

2. When disclosing information to congtitis, provide them with information that is accarabmplete, objective, relevant, timely and
understandable. Reports and documents that the@&uonfiles with the Securities and Exchange Comianissr releases to the public shall
contain full, fair, accurate, timely and understanleé information. The principal executive offi@ard principal financial officer shall review
the annual and quarterly reports and certifying fidimdy them with the Securities and Exchange Coswsiain.




3. Comply with rules and regulations afdeal, state, provincial and local governments, @heér appropriate private and public
regulatory agencies.

4. Act in good faith, responsibly, withedoare, competence and diligence, without misreptesy material facts or allowing their
independent judgment to be subordinated.

5. Protect and respect the confidentiaftinformation acquired in the course of their wexcept when authorized or otherwise legally
obligated to disclose. Confidential informatiorgaied in the course of their work shall not beduf® personal advantage.

6. Achieve responsible use of and cordvelr all assets and resources employed by or éetrts them.
7. Promptly report code violations to @empany’s Chairman of the Board and Audit Commi@&airman.
WAIVERS OF THE CODE

Any waiver of this Code for FinancManagers may be made only by the Audit Committeth@Board of Directors and will be
promptly disclosed as required by law or the pevatgulatory body. Requests for waivers must baenirawriting to the Company’s
Chairman of the Board and Audit Committee Chairnpaar to the occurrence of the violation of the €od

REPORTING OF VIOLATIONS OF THE CODE, ILLEGAL OR UNE THICAL BEHAVIOR

Financial Managers should report obsgwviolations of the Code and illegal or unethimalhavior to the Company’s Chairman of the
Board and Audit Committee Chairman. All reportdl e treated in a confidential manner and it s @ompany’s policy to not allow
retaliation for reports made in good faith of misdact by others. The Company’s Audit Committed lgdd all investigations of alleged
violations or misconduct. Financial Managers aqgeeted to cooperate in internal investigationmdfconduct and violations of this Code.

VIOLATIONS OF THE CODE

Financial Managers who violate the standards af@ude will be subject to disciplinary action, whimay include termination of
employment, civil action and/or referral to law emement agencies for criminal prosecution.




Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by refeeein the Registration Statement (Form S-8 No-B3841) pertaining to Digital Power
Corporations 2002 Stock Option Plan and 1998 Stock Option Bfayur report dated March 9, 2006 with respet¢htoconsolidated financi
statements of Digital Power Corporation and itssaibry included in the Annual Report on Form 10BK®r the year ended December 31,
2005.

Tel-Aviv, Israel KOST FORER GABBAY & KASIERER
March 20, 200t A Member of Ernst & Young Glob:




DIGITAL POWER CORPORATION

EXHIBIT 31.1

CERTIFICATION

I, Jonathan Wax, Chief Executive Officer of DigiRdwer Corporation, certify that:
1. | have reviewed this annual reporFonm 10-KSB of Digital Power Corporation;

2. Based on my knowledge, this repogsdeot contain any untrue statement of a matexaaldr omit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the finansiatements, and other financial information inctlidethis report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant’s other certifyingioffr(s) and | are responsible for establishing maéhtaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Hd)) and internal control over financial repogti(as defined in Exchange Act Rules
13a-15(f) and 15d-15(f)) for the registrant andénav

(a) Designed such disclosumgtrais and procedures, or caused such disclosunteot® and procedures to be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared;

(b) Omitted.;

(c) Evaluated the effectivenekthe registrant’s disclosure controls and procesd and presented in this report our conclusions
about the effectiveness of the disclosure conaintsprocedures, as of the end of the period cougydlis report based on such evaluation;
and

(d) Disclosed in this reporyaange in the registrant’s internal control ofileancial reporting that occurred during the
registrant’s most recent fiscal quarter (the regidts fourth fiscal quarter in the case of an aimeport) that has materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

5. The registrant’s other certifyingio&fr(s) and | have disclosed, based on our mosntexvaluation of internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiensi@nd material weaknesses in the design or operatimternal control over financial reporting wh
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

(b) Any fraud, whether or noaterial, that involves management or other empleyg® have a significant role in the
registrant’s internal control over financial repogt

Dated: March 20, 200 /s/ Jonathan Wa

Jonathan Wax
Chief Executive Office
(Principal Executive Officer




DIGITAL POWER CORPORATION

EXHIBIT 31.2

CERTIFICATION

I, Leo Yen, Chief Financial Officer of Digital Pow€orporation, certify that:
1. | have reviewed this annual reporFonm 10-KSB of Digital Power Corporation;

2. Based on my knowledge, this repogsdeot contain any untrue statement of a matexaaldr omit to state a material fact necessary
to make the statements made, in light of the cistances under which such statements were madmisleading with respect to the period
covered by this report;

3. Based on my knowledge, the finansiatements, and other financial information inctlidethis report, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amdtife periods presented in this report;

4. The registrant’s other certifyingioffr(s) and | are responsible for establishing maéhtaining disclosure controls and procedures
(as defined in Exchange Act Rules 13a-15(e) and1Hd)) and internal control over financial repogti(as defined in Exchange Act Rules
13a-15(f) and 15d-15(f)) for the registrant andénav

(a) Designed such disclosumgtrais and procedures, or caused such disclosunteot® and procedures to be designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared;

(b) Omitted.;

(c) Evaluated the effectivenekthe registrant’s disclosure controls and procesd and presented in this report our conclusions
about the effectiveness of the disclosure conaintsprocedures, as of the end of the period cougydlis report based on such evaluation;
and

(d) Disclosed in this reporyaange in the registrant’s internal control ofileancial reporting that occurred during the
registrant’s most recent fiscal quarter (the regidts fourth fiscal quarter in the case of an aimeport) that has materially affected, or is
reasonably likely to materially affect, the regasit's internal control over financial reporting;dan

5. The registrant’s other certifyingio&fr(s) and | have disclosed, based on our mosntexvaluation of internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiensi@nd material weaknesses in the design or operatimternal control over financial reporting wh
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

(b) Any fraud, whether or noaterial, that involves management or other empleyg® have a significant role in the
registrant’s internal control over financial repogt

/sl Leo Yer

Dated: March 21, 200
Leo Yen,
Chief Financial Office!
(Principal Financial and Accounting Office




DIGITAL POWER CORPORATION

EXHIBIT 32

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the annteglort of Digital Power Corporation (the “Compangn Form 10-KSB for the period ending
December 31, 2005 as filed with the Securitied &xchange Commission on the date hereof “Rleport”), we, Jonathan Wax, Chief
Executive Officer and Leo Yen, Chief Finanddficer, of the Company, certify, pursuant to 18\C. Section 1350, as adopted pursuant
to Section 906 of the Sarbanes-Oxley Act of 2@0at, to the best of our knowledge and belief:

(1) the Report fully complies with thejuérements of section 13(a) or 15(d) of the SeimsriExchange Act of 1934; and

(2) the information contained in the Reegairly presents, in all material respects, timauficial condition and result of operations of the
Company.

/s/ Jonathan Wa
Dated: March 20, 200

Jonathan Wax
Chief Executive Office
(Principal Executive Officer

/sl Leo Yer

Leo Yen,
Chief Financial Office
(Principal Financial and Accounting Office




DIGITAL POWER CORPORATION

EXHIBIT 99.1
AUDIT COMMITTEE CHARTER
PURPOSE

The primary responsibility of the Audit Committabd “Committee”) is to assist the Board of Direstthe “Board”) of Digital Power
Corporation (the “Company”) in overseeing managefsaonduct of the Company’s financial reportinggess. The Committee performs
this role by reviewing the financial reports andestfinancial information released by the Compathg annual independent audit of the
Company’s financial statements by the Company’'sjrethdent auditors (the “Auditors”), and the Compaiggal compliance and ethics
programs.

The Committee has sole responsibility for the riédern compensation, and oversight of the Auditdise Auditors report directly to the
Committee. The Committee also serves as an independonitor of the Company’s financial reportinggess and internal control over
financial reporting. The Committee shall adopt gdures to allow the free flow of information to tBemmittee regarding the Company’s
internal control over financial reporting and amncerns by officers or employees of the Comparth@ruditors regarding accounting and
auditing matters. In discharging its oversight rtihee Committee is empowered to investigate anyarsabrought to its attention. In such
investigations, the Committee shall have full asdesall books, records, facilities, and persomi¢he Company, and the power to retain
outside counsel, auditors, or other experts. Thar@ittee shall receive the funding reasonably nesgds retain the Auditors to perform its
audit, and to retain any other experts requiretheyCommittee to carry out its responsibilities.

MEMBERSHIP

The Committee shall be comprised of not less thaemmembers of the Board, each of whom shall bandegendent director in accordance
with the rules of SEC and applicable law. Accortimgo member shall have a relationship with thenpany that interferes with the exercise
of his or her independence from the Company anahétisagement. Each member shall be able to readratatstand fundamental financial
statements, including a company’s balance sheminie statement, and cash flow statement, andsttdaa member of the Committee shall
be a financial expert, in that he or she has pagpl@/ment experience in finance or accounting, igtpiprofessional certification in
accounting, or any other comparable experienceackdround which results in the individual's finaslcsophistication, as determined by the
Board in accordance with the rules of the rulesragdilations of the SEC and any other applicabe @ommittee members shall be
appointed by the Board.




MEETINGS; ATTENDANCE

The Committee shall meet at least quarterly. Intadd the Committee shall meet at least once alywdth the Auditors, and with the chief
financial officer (and other management as appabgyiin separate sessions to discuss any mattrithCommittee or these other
individuals believe should be discussed privatehd to resolve any disputes that may arise betwssragement and the Auditors. The
Committee shall also meet at least quarterly witmagement to discuss the Company’s system of adteamtrol over financial reporting and
management’s evaluation of the effectiveness afetontrols.

A majority of Committee members shall constitutguarum, but members of the Committee should enddavee present, in person or by
telephone, at all meetings. The Chairperson oBiterd may request that members of management anesentatives of the Auditors be
present at Committee meetings.

MINUTES OF MEETINGS

Minutes of each meeting shall be prepared and geavio Committee members and made available tditbetors who are not members of
the Committee.

DETAILED RESPONSIBILITIES

The Committee’s job is one of oversight. While @@nmmittee has the responsibilities and powersastt fn this Charter, it is not the duty of
the Committee to plan or conduct audits or to deitee that the Company'’s financial statements aneptete and accurate and are in
accordance with generally accepted accounting ipleee This is the responsibility of management tredAuditors.

The following is a list of the regular functionstble Committee. These functions are set forth@side, with the understanding that the
Committee may diverge from this guide as approgriat

1. The Committee shall have the solhority to appoint the Auditors to be retainedhyy Company and approve the compensation
of the Auditors. The Committee shall evaluate aadehthe sole authority to discharge or replacetimitors (subject, if deemed appropriate,
to shareholder ratification).

2. The Committee shall ensure theiptdrom the Auditors of a formal written staterheelineating all relationships between the
Auditors and the company, and the Committee sletiNaly engage in a dialogue with the Auditors wigispect to any disclosed relationships
or services that may impact the objectivity ancejpehdence of the Auditors, and for taking, or nem@nding that the full Board take
appropriate action to oversee the independendeeoAuditors.

3. The Committee shall approve inaatbe the provision by the Auditors of all serviedgether or not related to the audit. The
Company shall provide for appropriate funding, etetmined by the Committee, for payment of compemsdo the Auditors retained by the
Company for the purpose of rendering or issuingudit report.




4. The Committee shall review the@ppnent and replacement of the lead independatit partner to ensure rotation in accorda
with applicable law. The Committee shall request mview reports of the Auditors on all materialtten communications between the
Auditors and management.

5. Atleast once each fiscal quattes,Committee shall discuss with management amdthditors: (i) all significant deficiencies and
material weaknesses in the design or operatioheo€Company'’s internal control over financial repartwhich are reasonably likely to
adversely affect the Company’s ability to recontgess, summarize, and report financial informat{ghany fraud, whether or not material,
that involves management or other employees whe hasignificant role in the Company’s internal cohbver financial reporting, (iii) the
resolution of any identified weaknesses, and {ie)dssessments of such internal control over finhreporting, and any significant changes
in the internal control over financial reportingguired to be disclosed in the Company’s filingthwine SEC or other publicly available
documents.

6. The Committee shall review thepgcof the audit and plan for the annual audit paats implementation.

7.  The Committee shall adopt proceddor the receipt, retention, and treatment ofigiaints received by the Company, and for the
confidential, anonymous submission of concernsiégoGommittee by the Company’s employees, relabractounting, internal accounting
controls or auditing matters.

8. The Committee shall review andrapp any related-party transactions involving tleempany to the extent required by AMEX.

9. The Committee shall review thecadeey of this Charter on an annual basis. In asdithe Committee shall perform such other
functions as necessary and appropriate under hearutes of AMEX, the Company'’s certificate of imgoration or bylaws, and the
resolutions and other directives of the Board.

* k% % k% %
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EXHIBIT 99.2
NOMINATION AND GOVERNANCE COMMITTEE CHARTER
Mission

The Nomination and Governance Commiftee “Committee”) is responsible for identifyimglividuals qualified to become
directors, and recommending to the board of dirsafive “Board”) of Digital Power Corporation (th€ompany”) nominees for the next
annual meeting of stockholders. The Committeedé¢hd Board in its annual review of the Board'S@anance and recommends to the
Board director candidates for each committee f@poagment by the Board. The Committee takes adesdwdp role in shaping corporate
governance policies and practices, including recemuing to the Board the corporate governance goikehpplicable to the Company and
monitoring Company compliance with policies anddglines.

Membership

The Committee will be composed enyid directors who satisfy the definition of “indepdent” under the listing standards of
AMEX. The Committee members will be appointed by Board and may be removed by the Board in itseli®n.

Duties and Responsibilities
The Committee shall have the following duties aggponsibilities:

. Review and assess the adequacy of dihep@ny’s policies and practices in corporate gaaecr, including the corporate governance
guidelines of the Company, and recommend any pezpokanges to the Board for approval.

. Review and assess the adequacy of dhep@ny’s Code of Ethics for selected executivesahdr internal policies and guidelines,
and monitor that the principles described thereinkeeing incorporated into the Company’s culturé lansiness practices.

. Review the appropriateness of the sfabe Board relative to its various responsitakti Review the overall composition of the
Board, taking into consideration such factors asirimss experience and specific areas of expeftisaat Board member, and make
recommendations to the Board as necessary.

. Recommend to the Board the number tigemand responsibilities of Board committees, #mgl Chair and members of each
committee. This shall include advising the Boandcommittee appointments and removal from commnsttedrom the board, rotation of
committee members, and Chairs and committee steiand operations.




. Consider criteria for identifying anelecting individuals who may be nominated for etatto the Board, which shall reflect at a
minimum all applicable laws, rules, regulationsd éisting standards, including a potential candédaexperience, areas of expertise and other
factors relative to the overall composition of Beard.

. Recommend to the Board the slate afinees for election at the Company’s annual meetfrajockholders.

. As the need arises, to fill vacancagively seek individuals qualified to become Boarembers for recommendation to the Board.

. Consider unsolicited nominations foralBdb membership in accordance with guidelines deesldy the Committee.

. Conduct an annual review of the Comeeit performance, periodically assess the adeqfaty charter, and recommend changes to

the board as needed.
. Regularly report to the Board on then@attee’s activities.

. Obtain advice and assistance, as neéaed internal or external legal, accounting, sbdirms, or other advisors, including the
retention, termination, and negotiation of termd aanditions of the assignment.




