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Washington, D.C. 20549
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ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
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O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 0-5449

COMARCO, INC.
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California 95-2088894
(State or Other Jurisdiction (I.LR.S. Employer
of Incorporation or Organization) Identification No.)

2 Cromwell, Irvine, CA 92618
(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (949) 599-7400
Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act:
Common Stock

Indicate by check mark whether the Registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of 193.
during the preceding 12 months (or for such shorter period that the Registrant was required to file such reports), and (2) has been subject to such filing
requirements for the past 90 days. Yes No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S—K is not contained herein, and will not be contained, to the
best of Registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part Ill of this Form 10-K or any amendment to this
Form 10-K.

Indicate by check mark whether the Registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act). Yes O No

As of July 30, 2005, the aggregate market value of voting stock held by non-affiliates of the Registrant was approximately $51 million.

The number of shares of the Registrant’s common stock outstanding as of April 7, 2005 was 7,422,042.

Documents incorporated by reference: Part Il incorporates information by reference to portions of the Registrant’s proxy statement for its fiscal 2005
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FORWARD-LOOKING STATEMENTS

This report on Form 10-K, including the section entitled Management’s Discussion and Analysis of Financial Condition and Results of Operations,
contains forward—looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange Act of 1934
regarding our business, financial condition, results of operations, and prospects. Words such as “expects,” “anticipates,” “intends,” “plans,” “believes,” “seeks,
“estimates,” and similar expressions or variations of such words are intended to identify forward-looking statements, but are not deemed to represent an
all-inclusive means of identifying forward—looking statements as denoted in this report. Additionally, statements concerning future matters are forward-lookin
statements.

Although forward-looking statements in this report reflect the good faith judgment of our management, such statements can only be based on facts and
factors currently known by us. Consequently, forward—looking statements are inherently subject to risks and uncertainties and actual results and outcomes m
differ materially from the results and outcomes discussed in or anticipated by the forward-looking statements. Factors that could cause or contribute to such
differences in results and outcomes include, without limitation, those specifically addressed under the section below entitled “Risk Factors, Uncertainties and
Other Factors that May Affect Results of Operations and Financial Condition,” as well as those discussed elsewhere in this report. Readers are urged not to
undue reliance on these forward-looking statements, which speak only as of the date of this report.

We undertake no obligation to revise or update any forward-looking statements in order to reflect any event or circumstance that may arise after the da
of this report. Readers are urged to carefully review and consider the various disclosures made throughout the entirety of this report, which attempt to advise
interested parties of the risks and factors that may affect our business, financial condition, results of operations and prospects.

ITEM 1. BUSINESS

General

Comarco, Inc., through its subsidiary Comarco Wireless Technologies, Inc. (collectively, “we,” “Comarco,” or the “Company”), is a leading provider of
wireless test solutions for the wireless industry. Comarco also designs and manufactures emergency call box systems and mobile power products for noteboc
computers, cellular telephones, DVDs, PDAs, and other handheld devices. Our operations consist solely of the operations of Comarco Wireless Technologies
Inc. (“"CWT").

We have three primary businesses: wireless test solutions (“WTS”), emergency call box systems (“call box” or “call box systems”), and mobile power
products (“ChargeSource”). Our wireless test solutions business designs and manufactures hardware and software tools for use by wireless carriers, equipm
vendors, and others. Our call box business designs and manufactures emergency call box systems and our mobile power products business designs univers:
power adapters for notebook computers, cellular telephones, DVDs, PDAs, and other handheld devices.

Our net revenue by business segment for fiscal 2005, 2004, and 2003 was:

Years Ended

2005 2004 2003
(In millions)
Business segment:
Wireless Test Solutions $16.8 $11.1 $10.1
Emergency Call Box Systems 6.6 7.0 10.4
Mobile Power Products (“ChargeSource”) 5.8 16.2 15.2

$29.2 $34.3 $35.7

Source: COMARCO INC, 10-K, May 11, 2005
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More financial information about our business segments is contained in Note 19 “Business Segment Information” of our consolidated financial statemen

References to “fiscal” years in this report refer to our fiscal years ended January 31; for example, “fiscal 2005" refers to our fiscal year ended January 3.
2005.

We file or furnish annual, quarterly, and current reports, proxy statements, and other information with the SEC. Our SEC filings are available free of
charge to the public over the Internet at the SEC’s website at http://www.sec.gov. Our SEC filings are also available on our website at http://www.comarco.co
soon as reasonably practical following the time that they are filed with or furnished to the SEC. Any document we file or furnish with the SEC can be read at tf
SEC's public reference room in Washington, DC. For further information on the public reference room, call the SEC at (800) SEC-0330.

Our Businesses
Wireless Test Solutions

Our WTS business designs and manufactures hardware and software tools for use by wireless carriers, equipment vendors, and others. Radio enginee
network improvement professionals and technicians, and others use these test tools to deploy and optimize wireless networks, and to verify the performance
the wireless networks and resulting quality of service once deployed.

Products

Our WTS product offerings are based on our Seven.Five product platform. Seven.Five is a hardware and software solution that is flexible, scalable, and
modular, allowing our customers to work with all 2G, 2.5G, and 3G technologies. Seven.Five can be configured in virtually any combination of test mobiles an
multi-band, multi-technology scanning receivers. Test applications include optimization and benchmarking of wireless networks, in—building or in-vehicle
testing, fixed or mobile testing, and voice, data, or video testing.

Our Seven.Five product platform consists of the following:

. Seven.Five Solo: Suited for network deployment activities, Solo is a single calling module product available with a family of audio and data QoS
algorithms. It is an entry—level product, capable of seamless migration to the Seven.Five Duo.

. Seven.Five Duo: As networks mature, the power of a calling module plus a scanner is necessary to quickly and efficiently optimize networks. Duo
supports up to two calling modules, which can have mixed technologies, and one multi-band, multi-technology RF scanner. A portability kit is
available for in—building needs.

. Seven.Five Multi: Designed for flexibility and scalability, Seven.Five Multi can house up to any combination of six calling modules or scanners in
each chassis. Multiple chassis can be combined to allow for up to 96 calling modules. The customer can mix and match technologies for
benchmarking applications or configure a system with similar technologies for optimization activities. Multi is also available with a portability kit
for in-building and pedestrian testing needs.

. Seven.Five Multi-Band, Multi-Technology RF Scanner: The most advanced scanner for field test applications. Capable of scans of over 3000
channels per second in multiple frequency bands, with multiple technologies, doing DVCC, BSIC and PN decoding simultaneously. The scanner
offers spectrum analyzer-type measurements and full baseband decoding for GSM 850/900/1800/1900, EDGE, 1S-136, CDMA2000 1X, EvDO,
and WCDMA.

Source: COMARCO INC, 10-K, May 11, 2005
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Services

Our WTS business ceased providing engineering services during the second quarter of fiscal 2003. Prior to that time, our WTS business provided
engineering services that assisted wireless carriers, equipment vendors, and others deploy, optimize, and evaluate the performance of wireless networks. Wt
engaged, we were able to provide and support skilled radio engineers and technicians and the test tools best suited for the engagement.

We began offering engineering services, which were complementary to our WTS products, to wireless carriers and equipment vendors during the fourth
quarter of fiscal 2000. During the subsequent two years, we were awarded several profitable multi-million dollar contracts, as well as numerous smaller
engagements. However, wireless carriers dramatically reduced their spending near the end of fiscal 2002 and the competition to provide engineering services
became more intense. Reduced contract pricing and fewer opportunities resulted in reduced revenue and profitability for all engineering services providers.
Accordingly, during the first half of fiscal 2003, we ceased our efforts to obtain additional service contracts, and completed our remaining contractual
obligations, reduced head count, and sold a portion of the assets previously used in providing engineering services.

Beginning in late fiscal 2004, we began leasing our WTS products. The demand for our leased equipment is primarily from customers providing
engineering services similar to those we formerly provided to wireless carriers. This revenue source is expected to remain relatively flat in fiscal 2006.

Our wireless test solutions business generated $16.8 million in revenue in fiscal 2005, $11.1 million in fiscal 2004, and $10.1 million in fiscal 2003.

Emergency Call Box Systems
Products

Our emergency call box business designs and manufactures emergency call box systems for state and local government agencies primarily located in
California. Our call box products provide emergency communication over existing wireless networks and are typically deployed along major highways, and at
schools, universities, shopping centers, and parks.

Services

In addition to call box products, we provide system installation and long—term maintenance services. Currently, there are approximately 12,000 call box
that we maintain under long-term agreements that expire at various dates through February 2011.

Our emergency call box systems business generated $6.6 million in revenue in fiscal 2005, $7.0 million in fiscal 2004, and $10.4 million in fiscal 2003.

Mobile Power Products (“ChargeSource”)
Products

Our ChargeSource business designs universal power adapters for notebook computers, cellular telephones, DVDs, PDAs, and other handheld devices.
ChargeSource mobile power products, which are designed with the needs of the traveling professional in mind, provide a high level of functionality and
compatibility in an industry-leading, compact design. Our current and planned product offering consists of universal AC/DC, AC, and DC power adapters
designed for the right mix of power output and functionality for most retail, OEM, and enterprise customers. Our ChargeSource products are also universal,
allowing those who use rechargeable electronic devices to carry just one power adapter. By simply changing the compact SmartTip connected to the end of tl
charging cable, our universal power adapters are capable of charging and powering multiple target devices, including most notebook computers, cellular
telephones, PDAs, and other handheld devices.

Source: COMARCO INC, 10-K, May 11, 2005
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Our ChargeSource product family consists of the following released (or to be released, as indicated) universal power adapters:

. 120-Watt Universal AC/DC Adapter. This adapter is used in the office, home, and hotel, as well as the automobile and airplane, and is capable of
charging most notebook computers requiring up to 120 watts of power, as well as cellular telephones, DVD players, PDAs, and other handheld
devices.

. 120-Watt and 70-Watt Universal DC Adapters. These adapters are used in the automobile and airplane and are capable of charging most

notebook computers, as well as cellular telephones, DVD players, PDAs, and other handheld devices.

. 150-Watt Universal AC/DC Adapter. This adapter is used in the office, home, and hotel, as well as the automobile and airplane, and is capable of
charging most notebook computers requiring up to 150 watts of power, as well as cellular telephones, DVD players, PDAs, and other handheld
devices. (Product is currently under development.)

. Low-Power AC/DC Adapter. This adapter is used in the office, home, and hotel, as well as the automobile and airplane. It is designed for those
individuals who do not travel with a notebook computer, but who have a need for a universal adapter that can charge cellular telephones, PDAs,
DVD and MP3 players, digital cameras and camcorders, and other handheld devices. (Product to be released during fiscal 2006.)

. Universal Battery. This 60—watt hour universal battery is used to charge most notebook computers, cellular telephones, PDAs, and other handhel
devices. (Product is currently under development.)

We believe our patented electrical designs will continue to be the basis for even higher—power universal power adapters that are expected to meet evol
global standards, including the planned standards of the European Union (“EU”), and the increasing power requirements of the notebook computer OEMs, an
allow us to offer customers cutting edge technology without significantly increasing the size or weight of our products. We also expect these higher—power
universal power adapters to continue to be significantly smaller and lighter than their OEM counterpart.

Our ChargeSource business generated $5.8 million in revenue in fiscal 2005, $16.2 million in fiscal 2004, and $15.2 million in fiscal 2003.

Marketing, Sales, and Distribution

Wireless Test Solutions. We market and sell our WTS products primarily to wireless carriers through a direct sales force of technically trained personne
and through independent sales representatives, and affiliated and unaffiliated resellers. Our North America sales are made through our direct sales and mark
organizations located in California. Sales to our customers in Latin and South America are generally made through our offices located in Mexico City, Mexico,
and Sao Palo, Brazil, assisted by the sales and marketing organizations based in Irvine, California. These offices also coordinate the marketing, sales, and st
efforts of a network of representatives and distributors responsible for sales to customers in other geographic regions.

During fiscal 2002, we purchased an equity stake in Switzerland based SwissQual AG (“SwissQual”), a developer of Quality of Service systems and
software for measuring, monitoring, and optimizing the quality of mobile, fixed, and IP-based voice and data communications. Under our alliance, SwissQual
responsible for reselling and supporting our co-branded WTS products in Europe, the Middle East, and North Africa (our “Europe” region). We have a revenu
sharing agreement in place that determines how much revenue we earn from SwissQual sales and, conversely, how much revenue SwissQual earns from ou
to customers located outside the Europe region.

Emergency Call Box Systems. We market and sell our call box systems primarily to state and local government agencies located in California through &
direct sales force located in Irvine, California.

Source: COMARCO INC, 10-K, May 11, 2005
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Mobile Power Products (“ChargeSource”). We have primarily sold our ChargeSource products through private label resellers. Through fiscal 2004, our
ChargeSource mobile power products were exclusively distributed by Targus Group International (“Targus”). During the fourth quarter of fiscal 2004 we
terminated our relationship with Targus and entered into a strategic agreement with Belkin Corporation (“Belkin”). Under this agreement, Belkin was granted
exclusive worldwide distribution rights to distribute ChargeSource products in several strategic end—-market categories including electronic retailers, specialty
retailers, OEM third—party options, and Fortune 1000 corporate customers. During fiscal 2005, the subsequent sales and marketing efforts, as well as the
ramp-up of unit sales of the Belkin—branded ChargeSource products did not meet our original expectations. The Belkin supply agreement was terminated in
conjunction with the execution of the mutual release during the third quarter of fiscal 2005.

During the third quarter of fiscal 2005, we entered into a supply agreement with Kensington, a tier—one distributor of consumer electronics, to distribute
certain of our ChargeSource products to “Big Box” retailers and other channels.

Competition

Wireless Test Solutions. The market for our hardware and software test tools is highly competitive and is served by numerous providers. Our primary
competitors with respect to our WTS products are Agilent Technologies, Ascom, Ericsson, and Andrew Corporation. Many of our competitors are larger and
have greater financial resources.

The wireless industry is characterized by rapid technological changes, frequent new product and service introductions, and evolving industry standards.
compete successfully in our market, we believe we must:

. properly identify customer needs;
. price our products competitively;
. innovate and develop new or enhanced products;

. successfully commercialize new technologies in a timely manner;
. manufacture and deliver our products in sufficient volumes on time, and

. differentiate our offerings from our competitors’ offerings.

Emergency Call Box Systems. The market for our emergency call box systems is also served by numerous providers, including CNE Group, Inc.,
Gaitronics, Talk—A-Phone, and other manufactures of wireless and wireline emergency and information telephones.

Mobile Power Products (“ChargeSource”). Numerous providers, including Mobility Electronics, Inc., Targus, Belkin and Fellowes, as well as the cellular
telephone and personal computer OEMs, also serve the market for our ChargeSource mobile power products. Many of our competitors are larger and have
greater financial resources. We believe that the patents that cover our ChargeSource products provide us with a competitive advantage. However, our ability
compete in these markets depends on our ability to successfully commercialize new technologies in a timely manner, and manufacture and deliver our produ
in sufficient volumes.

Key Customers

We derive a substantial portion of our revenue from a limited number of customers. In fiscal 2005, 2004, and 2003 Targus, the former distributor of our
mobile power products, provided $4.1 million or 14 percent, $16.2 million or 47 percent, and $15.2 million or 43 percent of our revenue, respectively.
SwissQual, our WTS reseller in Europe, accounted for $6.6 million or 22 percent of revenue in fiscal 2005 and TIM Cellular S.A., a WTS

5
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customer located in Brazil, accounted for $4.3 million or 15 percent of revenue in fiscal 2005. The spending patterns of Kensington, our current ChargeSource
distributor, or any of our other key customers can vary significantly during the year. Any significant reduction in the spending patterns of these customers coul
adversely affect our operating results.

International Operations

We sell our products to wireless carriers, equipment vendors, and other customers located throughout the world. In fiscal 2005, 2004, and 2003, we
derived 53 percent, 84 percent, and 83 percent of our revenue, respectively, from customers in the United States and 47 percent, 16 percent, and 17 percent.
respectively, from customers in foreign countries, as determined by the “ship to” address. The sharp increase in the percentage of sales to foreign countries
during fiscal 2005 is due to increased sales of our WTS products through SwissQual, coupled with decreased sales of our ChargeSource products, which
historically have been predominately sold in North America. In fiscal 2005, sales to Brazil accounted for $5.6 million or 19.3 percent of total revenue.

Research and Development

We sell our products in markets that are characterized by rapid technology changes, frequent new product introductions, and evolving technology
standards. Accordingly, we devote significant resources to design and develop new and enhanced products that can be manufactured cost effectively and sol
competitive prices. To focus these efforts, we strive to maintain close relationships with our customers and develop products that meet their needs. We recen
developed a new WTS product platform, Seven.Five, in response to the needs of wireless carriers for flexible, scalable, and high—value mobile test tools.

As of April 6, 2005, we had approximately 34 engineers and other technical personnel dedicated to our research and development efforts. Generally, ot
research and development and other engineering efforts are managed and focused on a product-by-product basis, and can generally be characterized as fo

. we collaborate closely with our customers and partners to design and manufacture new products or modify existing products to specifications
required by our customers;

. we design and manufacture enhancements and improvements to our existing products in response to our customers’ requests or feedback, and

. we independently design and build new products in anticipation of the needs of our customers as they transition existing 2G wireless networks to
next—generation technologies.

Manufacturing and Suppliers

We maintain one manufacturing facility located in Irvine, California, which is ISO-9001:2000 certified. Our manufacturing process involves the assembl
of numerous individual component products by production technicians. The parts and materials used by us consist primarily of printed circuit boards, specializ
subassemblies, fabricated housings and chassis, cellular telephones, and small electric circuit components, such as integrated circuits, semiconductors, resis
and capacitors. Most of our components and sub—assemblies are made by third parties to our specifications and are generally delivered to us for final assemi
and testing. During fiscal 2005, we ceased manufacturing our ChargeSource products in—house, and transitioned all manufacturing responsibility related to th
products to a contract manufacturer located in China.

Patents and Intellectual Property

We hold patents that cover key technical aspects of our ChargeSource products. However, we generally rely on a combination of trade secrets, copyrig
and contractual rights to protect our intellectual property embodied in the hardware and software products of our WTS business.

6
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Industry Practices Impacting Working Capital

Existing industry practices that affect working capital and operating cash flow include the level of variability of customer orders relative to the volume of
production, vendor lead times, materials availability for critical parts, inventory levels held to achieve rapid customer fulfillment, and provisions of extended
payment terms to certain foreign customers.

Currently, we sell our products under purchase orders that are placed with short-term delivery requirements. As a result, we maintain significant levels
inventory and associated production and technical staff in order to meet our obligations. Delays in planned customer orders could result in higher inventory le
and negatively impact our operating results.

Our standard terms require customers to pay for our products in U.S. dollars. For those orders denominated in foreign currencies, we may limit our
exposure to losses from foreign currency transactions through forward foreign exchange contracts. To date, sales denominated in foreign currencies have no
been significant and we have not entered into any foreign exchange contracts.

Employees

As of April 6, 2005, we employed approximately 128 employees. We believe our employee relations to be good. The majority of our employees are
professional or technical personnel who possess training and experience in engineering, computer science, and management. Our future success depends ir
part on our ability to retain key technical, marketing, and management personnel, and to attract and retain qualified employees, particularly those highly skille
radio, design, process, and test engineers involved in the development of new products. Competition for such personnel can be intense, and the loss of key
employees, as well as the failure to recruit and train additional technical personnel in a timely manner, could have a material adverse effect on our operating
results.

Our success depends to a significant extent upon the contribution of our executive officers and other key employees. We have an employee stock optio
plan whereby key employees can participate in our success.

Risk Factors, Uncertainties and Other Factors that May Affect Results of Operations and Financial Condition

A significant portion of our revenue is derived from the sale of our WTS products to customers in the wireless communications industry, which has
experienced a significant downturn during the past several years. If the wireless communications industry does not continue to improve, our operating
results and financial condition could suffer.

Revenue from the sale of our WTS products accounted for 58 percent of our revenue in fiscal 2005. Our WTS customers include national and regional
wireless carriers throughout the world, equipment vendors, and others. The wireless communications industry appears to be emerging from a multi-year peri
during which many wireless carriers re—evaluated their network deployment plans in response to downturns in the capital markets, changing perceptions
regarding industry growth, the availability and adoption of new wireless technologies, increasing price competition for subscribers, and a general economic
slowdown in the United States and internationally. If the current trend in the wireless communications industry continues or if wireless carriers reduce their
capital investments in wireless infrastructure and related test tools offered by our WTS business, our revenue and operating results may be adversely affectet

7
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A significant portion of our revenue is derived from the sale and maintenance of emergency call box systems to governmental customers that have
experienced severe budgetary constraints. If current and planned projects to install or upgrade call box systems are delayed, our operating results and
financial condition could suffer.

Revenue from the sale and maintenance of our emergency call box systems and upgrades accounted for 22.6 percent of our revenues in fiscal 2005.
Approximately 79% of our call box revenue is derived from state and local governmental agencies in California, which prior to fiscal 2005, were experiencing
severe budgetary constraints. As a result, several of our planned projects to install or upgrade call box systems were delayed in fiscal 2004 and 2003. If these
adverse budgetary conditions of state and local governmental agencies in California recur we expect significant reductions in spending by our governmental
customers, which would likely adversely affect our revenue and operating results.

Failure to adjust our operations due to changing market conditions or failure to accurately estimate demand for our products could adversely affect our
operating results.

During the past several years, the spending patterns of many of our WTS customers have been volatile and unpredictable. In addition, consumer dema
for our ChargeSource mobile power products has been subject to fluctuations as a result of our choices of distribution partners, market acceptance of our rec
released products, the timing and size of customer orders and consumer demand for rechargeable mobile electronic devices. Accordingly, it has been difficulf
us to forecast the demand for these products. We also are limited in our ability to quickly adapt our manufacturing and related cost structures because a
significant portion of our sales and marketing, design and other engineering, and manufacturing costs are fixed. If customer demand for our WTS and Call Bo
products declines or if we otherwise fail to accurately forecast reduced customer demand, we will likely experience excess capacity, which could adversely af
our operating results. Conversely, if market conditions improve, our manufacturing capacity may not be adequate to fill increased customer demand. As a res
we might not be able to fulfill customer orders in a timely manner, which could adversely affect our customer relationships and operating results.

The products we make are complex and have short life cycles. If we are unable to rapidly and successfully develop and introduce new products, some of
our products may become obsolete and our operating results could suffer.

The wireless communications and consumer electronics industries are characterized by rapid technological changes, frequent new product introduction
and evolving industry standards. Additionally, our ChargeSource mobile power products have short life cycles, and may become obsolete over relatively shor
periods of time. Our future success depends on our ability to develop, introduce, and deliver on a timely basis and in sufficient quantity new products,
components, and enhancements. The success of any new product offering will depend on several factors, including our ability to:

. properly identify customer needs and technological trends;

. timely develop new technologies and applications;

. price our products and services competitively;

. timely manufacture and deliver our products in sufficient volume; and

. differentiate our products from those of our competitors.

Development of new products requires high levels of innovation from both our engineers and our component suppliers. Development of a new product
often requires a substantial investment before we can determine the commercial viability of the product. If we dedicate a significant amount of resources to th
development of products that do not achieve broad market acceptance, our operating results may suffer. Our operating results may also be adversely affecte
to the timing of product introductions by competitors, especially when a competitor introduces a new product before our own comparable product is ready to k
introduced.

Source: COMARCO INC, 10-K, May 11, 2005
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The wireless communications and consumer electronics industries are highly competitive, and our profitability will be adversely affected if we are not able
to compete effectively.

The wireless communications and consumer electronics industries in which we sell our products are highly competitive in many areas, including the
timing of development and introduction of new products, technology, price, quality, and customer service and support. Our competitors range from some of th
respective industries’ largest corporations to many relatively small and highly specialized firms. Many of our competitors possess advantages over us, includil
greater financial and marketing resources, greater name recognition and larger and more established customer and supplier relationships. Our competitors al
may be able to respond more quickly to new or emerging technologies and changes in customer needs. If we do not have the resources or expertise or othen
fail to develop successful strategies to address these competitive disadvantages, we could lose customers causing our revenue to decline.

The average selling prices of our products may decrease over their sales cycles, especially upon the introduction of new products, which may negatively
affect our revenue and operating results.

Our products may experience a reduction in the average selling prices over their respective sales cycles. Further, as we introduce new or next—generat
products, sales prices of legacy products may decline substantially. In order to sell products that have a falling average selling price and maintain margins at
same time, we need to continually reduce product and manufacturing costs. There can be no assurances we will be successful in our efforts to reduce these
In order to do so, we must carefully manage the price paid for components used in our products, as well as manage our inventory costs to reduce overall proc
costs. If we are unable to reduce the cost of legacy products as new products are introduced, our average gross margins may decline and adversely affect ou
operating results.

A significant portion of our revenue is dependent in part upon our relationships with our strategic distribution partners and their performance. If we are
unable to successfully manage our relationships with the distributors of our mobile power products, our revenue and operating results could suffer.

Through fiscal 2004, our ChargeSource mobile power products were distributed by Targus. During the fourth quarter of fiscal 2004, we terminated our
relationship with Targus and entered into a strategic agreement with Belkin. Due to Belkin’s lack of performance, they were replaced during the third quarter ¢
fiscal 2005 with Kensington, a tier—one distributor of consumer electronics. Due to the terms of our agreement with Kensington, our direct access to certain
significant distribution channels may be limited. Accordingly, our success will depend in part upon Kensington’s ability and willingness to effectively and
widely distribute our ChargeSource products. If Kensington does not purchase the volume of products that we anticipate, our revenue and results of operatior
will suffer.

A significant portion of our revenue is derived from a limited number of customers, and any loss of, cancellation or delay in purchases by these customers
could cause a significant decrease in our revenue.

We have historically derived a significant portion of our revenue from a limited number of customers. Our three (3) key customers for the fiscal year just
completed accounted for $15.3 million of our revenue, or 52 percent of our revenue for fiscal 2005. For example, Targus, the former distributor of our
ChargeSource mobile power products, accounted for approximately $4.1 million, or 14 percent of our revenue in fiscal 2005 and $16.2 million, or 47 percent
our revenue in fiscal 2004. Our new distribution agreement with Kensington requires them to purchase minimum quantities from us during the term of the
agreement, however, it is not assured that Kensington will be able to meet its purchase commitments, or meet or exceed our historical level of unit sales. If
Kensington or any of our other key customers reduces, cancels, or delays orders from us, and we are not able to develop other customers who purchase pro
at comparable levels, our revenue could decrease significantly. In addition, any difficulty in collecting amounts due from one or more of our key customers
would negatively impact our results of operations and financial condition. We expect that a limited number of customers will continue to represent a large
percentage of our revenues.

Source: COMARCO INC, 10-K, May 11, 2005
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We may experience quality or safety defects in our products that could cause us to institute product recalls, require us to provide replacement products
and harm our reputation.

In the course of conducting our business, we experience and attempt to address various quality and safety issues with our products. Often product defe
are identified during our design, development, and manufacturing processes, which we are able to correct timely. Sometimes, defects are identified after
introduction and shipment of products. For example, in March 2003, we voluntarily initiated a product safety recall of our legacy 70-watt universal AC power
adapters, and accrued $0.4 million in expenses related thereto in fiscal 2003 and accrued a $3.2 million credit to Targus recorded as a reduction of revenue i
settlement of the recall, $1.1 million of which later was unused and recognized as revenue in fiscal 2004. If we are unable to timely fix defects or adequately
address quality control issues, our relationships with our customers may be impaired, our reputation may suffer and we may lose customers. Any of the foreg
could adversely affect our business and results of operations.

Economic, political and other risks associated with our international sales and operations could adversely affect our results of operations.

We currently maintain sales and support operations in the United States, China, Europe, and Latin America. Our international operations accounted for
approximately 47 percent of our revenue in fiscal 2005. Accordingly, our business is subject to worldwide economic and market conditions and risks generally
associated with doing business abroad, such as fluctuating foreign currency exchange rates, weaknesses in the economic conditions in particular countries o
regions, the stability of international monetary conditions, tariff and trade policies, domestic and foreign tax policies, foreign governmental regulations, politica
unrest and disruptions and delays in shipments. These factors, among others, could adversely affect our sales of products and services in international marke

Additionally, we have limited experience selling our products and services in markets outside our regions in the Americas and Europe. However, it is
currently our intention to expand our international operations and establish additional sales and support offices in primary international markets. If our
international sales efforts are not successful, our results of operations and financial condition could suffer.

Our failure to address laws and regulations governing our government contracts, could adversely affect our business and operating results.

We depend on contracts with state and local governmental agencies for a significant portion of our revenue, and are subject to various laws and regulat
that only apply to companies doing business with the government. For example, we supply call box products and provide system installation and long—-term
maintenance services to regional and municipal transit authorities and other governmental agencies. In fiscal 2005, we derived 21 percent of our revenue fror
contracts with these governmental customers. From time to time we are also subject to investigation for compliance with regulations governing our governme|
contracts. Our failure to comply with any of these laws or regulations could result in suspension of these contracts, or subject us to administrative claims.

Disruptions in our relationships with our suppliers or in our suppliers’ operations could result in shortages of necessary components and adversely affect
our operations.

We currently procure, and expect to continue to procure, certain components from single source manufacturers who provide unique component designs
who meet certain quality and performance requirements. In addition, we sometimes purchase customized components from single sources in order to take
advantage of volume pricing discounts. In fiscal 2005 and 2004, no supplier accounted for more than 10 percent of our inventory purchases. In fiscal 2003, tw
suppliers accounted for more than 10 percent of our inventory purchases: Supercomal Advanced Cables Sdn. Bhd. (“Supercomal”), which provided $2.2 milli
or 19 percent of all inventory purchases, and Future Electronics, which provided $2.0 million or 17 percent of all inventory purchases. Both Future Electronics
and Supercomal provided electronic components for our ChargeSource products.
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The performance of these suppliers is largely outside our control. In the past, we have experienced, and may continue to experience, shortages of impc
single source components. Our suppliers may fail to timely deliver components or provide components of sufficient quality. If this occurs, we may need to adjt
both product designs and production schedules, which could result in delays in the production and delivery of products to our customers. These delays or def
could harm our reputation and impair our customer relationships.

Third parties may claim that we are infringing their intellectual property, and we could suffer significant litigation, settlement or licensing costs and
expenses or be prevented from selling certain products.

Third parties have claimed, and may in the future claim, that we are infringing their intellectual property rights. These intellectual property infringement
claims, whether we ultimately are found to be infringing any third party’s intellectual property rights or not, are time-consuming, costly to defend, and divert
resources and management attention away from our operations. Infringement claims by third parties also could subject us to significant damage awards or fin
or require us to pay large amounts to settle such claims. Additionally, claims of intellectual property infringement might require us to enter into royalty or licens
agreements. If we cannot or do not license the infringed technology on acceptable terms or substitute similar technology from other sources, we could be
prevented from or restricted in selling our products containing, or manufactured with, the infringed technology.

Third parties may infringe our intellectual property rights, and we may be required to spend significant resources enforcing these rights or otherwise
suffer competitive injury.

Our success depends in large part on our proprietary technology. We generally rely upon patent, copyright, trademark, and trade secret laws in the Unif
States and in certain other countries, and rely on confidentiality agreements with our employees, customers, and partners to establish and maintain our intelle
proprietary rights in our proprietary technology. We are required to spend significant resources to monitor and enforce our intellectual property rights; howeve
these rights might not necessarily provide us with a sufficient competitive advantage. Our intellectual proprietary rights could be challenged, invalidated, or
circumvented by competitors or others. Our employees, customers or partners could breach our confidentiality agreements, for which we may not have an
adequate remedy available. We also may not be able to timely detect the infringement of our intellectual property rights, which could harm our competitive
position. Finally, the rapid pace of technological change in the wireless communications and consumer electronics industries could make certain of our key
proprietary technology obsolete or provide us with less of a competitive advantage.

If we suffer the loss of our manufacturing facility due to catastrophe, our operations would be adversely affected.

We have one manufacturing facility, which is located in Irvine, California. Although we carry insurance for property damage, we do not carry insurance c
financial reserves for all possible catastrophes, including interruptions or potential losses arising from earthquakes or terrorism. Any significant disruption in o
manufacturing operation at the facility, whether due to fire, natural disaster, or otherwise, would have a material adverse effect on our financial condition and
operating results.

Additionally, as previously discussed, during fiscal 2005 we transitioned the manufacturing of our ChargeSource products to a contract manufacturer
located in China. If any significant disruption occurs in the facility in China, it would have a material adverse effect on our financial condition and operating
results.

We depend upon the services of key personnel, and may not be able to attract and retain additional key personnel.

Our success depends to a significant extent on the continued services and experience of our key research, engineering, sales, marketing and executive
personnel. If for any reason our key personnel left our employ and we failed to replace a sufficient number of these personnel, we might not be able to mainta
or expand our business.

11

Source: COMARCO INC, 10-K, May 11, 2005



Table of Contents

Competition for such highly skilled personnel in our wireless communications and consumer electronics industries is intense, and we cannot be certain that w
will be able to hire or re—hire sufficiently qualified personnel in adequate numbers to meet the demand for our products and services. If we are unable to ident
hire and integrate these skilled personnel in a timely or cost—efficient manner, our operating results could suffer.

We may not be able to successfully integrate prior or future acquisitions, which could adversely affect our business, financial condition and results of

operations.

We have acquired, and are likely to acquire in the future, businesses, products, and technologies that complement or expand our current operations.
Acquisitions could require significant capital investments and require us to integrate with companies that have different cultures, management teams and bus
infrastructure. Depending on the size and complexity of an acquisition, our successful integration of the acquisition could depend on several factors, including

. difficulties in assimilating and integrating the operations, products and workforces of an acquired business;
. the retention of key employees;

. management of facilities and employees in separate geographic areas;

. the integration or coordination of different research and development and product manufacturing facilities;
. successfully converting information and accounting systems; and

. diversion of resources and management attention from our other operations.

If market conditions or other factors require us to change our strategic direction, we may fail to realize the expected value from one or more of our
acquisitions. Our failure to successfully integrate our acquisitions or realize the expected value from past or future acquisitions could harm our business, finan
condition and results of operations.

We may need additional capital in the future to fund the growth of our businesses, which we may not be able to obtain or obtain on acceptable terms.

We currently anticipate that our available capital resources and operating income will be sufficient to meet our expected working capital and capital
expenditure requirements for at least the next 12 months. However, it is not assured that such resources will be sufficient to fund the long—term growth of our
business. In particular, we may experience a negative operating cash flow due to the timing of anticipated sales of our products. We may raise additional func
through public or private debt or equity financings if such financings become available on favorable terms. Or we may seek working capital financing under a
revolving line of credit. We cannot assure you that any additional financing we may need will be available on terms favorable to us, or at all. If adequate funds
are not available or are not available on acceptable terms, we may not be able to take advantage of unanticipated opportunities, develop new products or
otherwise respond to competitive pressures. In any such case, our operating results and financial condition could be adversely affected.

Our quarterly operating results are subject to significant fluctuations and, if our operating results decline or are worse than expected, our stock price
could fall.

We have experienced, and expect to continue to experience, significant quarterly fluctuations in revenue and operating results for our three businesses.
quarterly operating results may fluctuate for many reasons, including:

. the size and timing of customer orders and shipments;

. the degree and rate of growth in the markets in which we compete and the accompanying demand for our products;
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. limitations in our ability to forecast our manufacturing needs;

. our ability to introduce, and the timing of our introductions of, new or enhanced products;

. product failures and recalls, product quality control problems and associated in—field service support costs;

. warranty expenses;

. availability and cost of components; and

. changes in average sales prices.

Due to these and other factors, our past results are not reliable indicators of our future performance. In addition, a significant portion of our operating
expenses is relatively fixed due to sales, engineering and manufacturing overhead. If we experience a decline in revenue, we may be unable to reduce our fix
costs quickly enough to compensate for the decline, which would magnify the adverse impact of such revenue shortfall on our results of operations. If our
operating results decline or are below expectations of securities analysts or investors, the market price of our stock may decline significantly.

Our stock price has been and will likely remain highly volatile.

The stock market in general, and the stock prices of technology and wireless communications companies in particular, have experienced fluctuations th
have often been unrelated or disproportionate to the operating performance of these companies. Broad market and industry stock price fluctuations may adve
affect the market price of shares of our common stock. The market price of our stock has exhibited significant price fluctuations, which makes our stock
unsuitable for many investors. Our stock price may also be affected by the following factors:

. our quarterly operating results;

. changes in the wireless communications and consumer electronics industries;

. changes in the economic outlook of the particular markets in which we sell our products and services;

. the gain or loss of significant customers;

. reductions in demand or expectations of future demand by our customers;

. changes in stock market analyst recommendations regarding us, our competitors, or our customers;

. the timing and announcements of technological innovations or new products by our competitors or by us; and

. other events affecting other companies that investors deem comparable to us.

Our articles of incorporation and shareholder rights plan could make a potential acquisition that is not approved by our board of directors more difficult.

Provisions of our articles of incorporation and our shareholder rights plan could make it more difficult for a third party to acquire control of us. Our article
of incorporation prohibit the consummation of a merger, reorganization or recapitalization, sale or lease of a substantial amount of assets with, or issuance of
equity securities valued at $2.0 million or more to a stockholder that owns 10 percent or more of our common stock, unless certain requirements relating to bc
or shareholder approval are met. Our articles also prohibit shareholder action by written consent, which could make certain changes of control more difficult b
requiring the holding of a special meeting of shareholders for purposes of taking shareholder action.
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In addition, in February 2003 we adopted a shareholder rights plan whereby, for each outstanding share of common stock, we distributed a preferred st
purchase right entitling the holder to purchase one one-hundredth of a share of preferred stock at an exercise price of $75. If any person or group acquires o
makes an offer to acquire 15 percent or more of our common stock, the preferred stock purchase right will become exercisable by persons other than the 15
percent or more person or group, unless our board of directors timely redeems the preferred stock purchase right or has approved the offer. As a result, the
preferred stock purchase rights may cause substantial dilution to the ownership of a person or group that attempts to acquire us on terms not approved by ou
board of directors.

These provisions in our articles of incorporation and our shareholder rights plan could discourage takeover attempts which some shareholders might de
to be in their best interests or in which shareholders would receive a premium for their shares over the then existing market price of our common stock.

The trading volume of our common stock often has been limited and may depress the price for our common stock.

The trading volume of our common stock has been and may continue to be limited. Limited trading volume could depress the price for our common stoc
because fewer analysts may provide coverage for our stock and because investors might be unwilling to pay a higher market price for a stock that is less liqu
addition, limited trading volume, along with market and industry stock price fluctuations and other factors affecting our operations, could result in greater
volatility in the price of our common stock. A significant decline in our stock price, even if temporary, could result in substantial losses for individual
shareholders and could subject us to costly and disruptive securities litigation.

ITEM 2. PROPERTIES

Our headquarters and primary manufacturing facility is located in Irvine, California. This leased facility consists of approximately 42,000 square feet of
office space and approximately 8,000 square feet of manufacturing/ warehouse space. The lease for this facility expires in August 2006. We also lease office
space and, in some instances, warehouse space in California, New York, China, and Mexico. The leases on these facilities expire on various dates through
October 2007.

ITEM 3. LEGAL PROCEEDINGS
Comarco Wireless Technologies, Inc. v. Targus, Inc., Case No. 050004166, Superior Court of The State of California in and for The County of Orange:
On March 16, 2005, Comarco Wireless Technologies, Inc. (“Comarco”) filed this action for breach of contract, breach of implied duty of good faith and
fair dealing, open book account, goods had and received, account stated, quantum valebant, and unjust enrichment.

Targus, Inc. (“Targus”) was the exclusive distributor of our ChargeSource products through January 2004, at which time they were removed as the
exclusive distributor. Throughout fiscal 2005, we continued to honor our obligations under non—cancelable and non-returnable purchase orders placed by Ta
and accepted by Comarco through the first quarter of fiscal 2005 in an attempt to affect an orderly wind—down of the relationship. During December 2004,
Targus ceased making payments to Comarco for product shipped under an open book account. As of January 31, 2005, Targus and its affiliates owe us
approximately $1.0 million.

While we believe this action is meritorious, this matter is in the very early stages and any loss of the amounts owed to us that may result from the outco
of this matter is not determinable or estimable. No significant provision has been made for losses, if any, which may result from the final outcome of this matte
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Pulsar v. Comarco, Inc. et al, Case No. BC30638, Superior Court of California County of Los Angeles—Central District:

During fiscal 2001, we sold a business that, among other things, provided airport management services. During the fourth quarter of fiscal 2004, we wel
sued by a tenant at an airport where we provided management services pursuant to a contract with the County of Los Angeles (prior to the sale of this busine
during fiscal 2001). The claimant seeks damages of $2.0 million in addition to other unspecified damages. This matter is in the very early stages and the outc
of this matter is not determinable or estimable. No provision has been made for losses, if any, which may result from the final outcome of this matter.

In addition to the matters discussed above, we are from time to time involved in various legal proceedings incidental to the conduct of our business. We

believe that the outcome of all such pending legal proceedings will not in the aggregate have a material adverse effect on our financial condition or operating
results.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
No matter was submitted during the fourth quarter ended January 31, 2005 to a vote of our security holders.
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PART Il

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER PURCHASES OF
EQUITY SECURITIES
Market Information

Our common stock is traded on the Nasdag National Mankeder the symbol “CMRO.” The following table sets forth for the periods indicated the
quarterly high and low closing prices per share as reported by the Nasdaq National Market. These prices represent actual reported sales transactions.

High Low

Year ended January 31, 2005:

First Quarter $ 9.95 $7.50

Second Quarter 7.50 6.65

Third Quarter 7.65 5.90

Fourth Quarter 8.96 7.00
Year ended January 31, 2004:

First Quarter $ 8.19 $6.45

Second Quarter 7.93 6.30

Third Quarter 8.40 7.07

Fourth Quarter 11.25 6.80

Holders
As of April 12, 2005, there were 371 holders of record of our common stock.

Dividends

We have not paid any cash dividends on our common stock in the last two fiscal years. We anticipate that dividends on our common stock will not be ps
for the foreseeable future and that all earnings will be retained for use in our business and for use in repurchasing our common stock pursuant to our stock
repurchase program.
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ITEM 6. SELECTED FINANCIAL DATA

Revenue:
Products
Services

Cost of revenue:
Products
Services

Gross profit

Selling, general and administrative expenses
Asset impairment charges

Engineering and support expenses
Severance costs

Operating income (loss)
Other income, net
Minority interest in (earnings) loss of subsidiary

Income (loss) from continuing operations before income taxes and discontinued
operations
Income tax expense (benefit)

Income (loss) from continuing operations
Income (loss) from discontinued operations

Net income (loss)

Basic income (loss) per share:
Income (loss) from continuing operations
Discontinued operations

Net income (loss)

Diluted income (loss) per share:
Income (loss) from continuing operations
Discontinued operations

Net income (loss)

Working capital

Total assets

Borrowing under line of credit
Long—term debt
Stockholders’ equity
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Years Ended January 31,

2005 2004 2003 2002 2001
(In thousands, except per share data)

$ 24,159 $29,208 $ 30,372 $37,397 $36,981
5,064 5,057 5,314 12,171 11,986
29,223 34,265 35,686 49,568 48,967
17,445 18,591 26,229 18,324 17,212
3,463 3,135 3,779 7,323 7,605
20,908 21,726 30,008 25,647 24,817
8,315 12,539 5,678 23,921 24,150
9,001 9,848 8,686 11,195 12,027

— — 205 — —
7,521 5,812 5,194 5,003 4,694
—_ —_ —_ —_ 1,325
(8,207) (3,121) (8,407) 7,723 6,104
180 237 375 909 762
72 34 141 (50) 7)
(7,955) (2,850) (7,891) 8,582 6,859
2,426 (1,008) (2,933) 3,156 2,419
(10,381) (1,842) (4,958) 5,426 4,440
325 596 (5,185) (324) 225
$(10,056) $(1,246) $(10,143) $ 5,102 $ 4,665
$ (1.41) $ (0.26) $ (0.71) $ 0.77 $ 0.66
0.04 0.09 (0.74) (0.05) 0.03
$ (1.37) $ (0.17) $ (1.45) $ 0.72 $ 0.69
$ (1.41) $ (0.26) $ (0.71) $ 0.73 $ 058
0.04 0.09 (0.74) (0.05) 0.03
$ (1.37) $ (0.17) $ (1.45) $ 0.68 $ 061

Years Ended January 31,
2005 2004 2003 2002 2001
(In thousands)

$ 19,057 $25,213 $ 26,500 $27,046 $25,337
40,226 52,139 50,315 67,069 67,319
29,774 38,891 38,186 47,937 43,653
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ITEM7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion should be read in conjunction with our consolidated financial statements and notes thereto included in Part Il, Item 8 of this
report on Form 10-K. This report contains forward—looking statements including, without limitation, statements regarding trends, cyclicality, seasonality and
growth in the markets we sell into, our strategic direction, expenditures in research and development, contracts, our future effective tax rate, new product
introductions, changes to our manufacturing processes, our liquidity position, our ability to generate cash from continuing operations, our expected growth, thi
potential impact of our adopting new accounting pronouncements, our financial results, revenue generated from international sales, the impact of our enterpri
resource planning systems implementation, the impact of our variable cost structure, and the existence or length of an economic recovery that involves risks
uncertainties. Our actual results could differ from the results contemplated by these forward—looking statements due to certain factors, including those discus:
in Part |, Item 1 and elsewhere in this report.

Overview

Comarco, Inc., through its subsidiary Comarco Wireless Technologies, Inc. (collectively, “we,” “Comarco,” or the “Company”), is a leading provider of
wireless test solutions for the wireless industry. Comarco also designs, manufactures, and maintains emergency call box systems and designs mobile power
products for notebook computers, cellular telephones, PDAs, and other handheld devices. Our operations consist solely of the operations of Comarco Wirele:
Technologies, Inc. (“CWT").

Our revenue and related cash flows are primarily derived from sales of our wireless test solutions (“WTS") products, emergency call box systems and
related maintenance services, and ChargeSource mobile power products. We have three reportable segments: WTS, Call Box, and ChargeSource. See “Seg
Reporting” in Notes 2 and 19 of notes to our consolidated financial statements included in Part Il, Item 8 of this report.

Industry and Company Trends and Uncertainties
Wireless Test Solutions

Our WTS business designs and manufactures hardware and software tools for use by wireless carriers, equipment vendors, and others. Radio enginee
network improvement professionals and technicians, and others use these test tools to deploy and optimize wireless networks, and to verify the performance
the wireless networks and resulting quality of service once deployed.

The wireless communications industry appears to be emerging from a multi-year period during which many wireless carriers re—evaluated their network
deployment plans in response to downturns in the capital markets, changing perceptions regarding industry growth, the availability and adoption of new wirele
technologies, increasing price competition for subscribers and a general economic slowdown in the United States and internationally. We believe there are si
of increased confidence in the industry and the markets for our WTS products. Increasing minutes of use (“MOU”), global subscribers and data—intensive
applications are driving higher capacity utilization of existing networks, requiring wireless carriers around the globe to place a greater emphasis on capital
expenditures devoted to their wireless networks. Wireless carriers are now allocating increasing levels of capital resources to business development and
long—term strategic network planning in response to consumer demand for improved network coverage, quality of service, and enhanced data services.

Management currently considers the following additional trends, events, and uncertainties to be important to understanding our WTS business:

. Revenue is derived from a limited set of customers in each market where we do business.
. During the first half of fiscal 2004, we completed the development of our Seven.Five hardware platform and various related software applications.
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. Our regions in Europe and Latin America/South America experienced significant year—over—year revenue growth primarily driven by the
availability of our Seven.Five product platform for the full-fiscal year. We expect revenue derived from these regions for fiscal 2006 to be
comparable to the fiscal year just completed.

. Our European region is served by our exclusive reseller, SwissQual Holding Inc. (“SwissQual”). All sales to SwissQual are deferred until payment
is received.

. We expect increased spending by wireless carriers based in North America in the areas of network deployment, optimization, and quality of servic
testing.

The wireless industry is composed of a relatively small number of wireless carriers and equipment vendors, which can lead to volatility in our results, as
our business is characterized by sales to a limited set of customers in each region where we do business. The timing and size of customer orders can vary gr
making it difficult to forecast our results from period to period. Consequently, our business may be affected in any single region by the changing priorities of a
small group of customers.

During the first half of fiscal 2004, we completed the development of our Seven.Five hardware platform and various related software applications, and
began shipping products to customers in Europe and Latin and South America. Seven.Five is a hardware and software solution that is flexible, scalable, and
modular allowing our customers to work with all 2G, 2.5G and 3G technologies.

The European wireless marketplace is widely considered to be several years ahead of the rest of the world in deploying 3G technologies and related
data-intensive applications making our European region the first to embrace our Seven.Five product platform. During fiscal 2005 many of the wireless carrier
Latin and South America, which have both financial and technology ties to the European wireless carriers, purchased our Seven.Five product platform as the:
continued to deploy 3G technologies consistent with the European roadmap across their wireless networks.

We believe our North America region may benefit from increased spending by certain United States wireless carriers. This increased spending can be
attributed to several trends: (i) the recent availability and implementation of new technologies such as 3G wireless and broadband wireless; (ii) activity genera
by efforts to consolidate networks resulting from recent merger activity; (iii) network quality enhancement programs to reduce churn; and (iv) network expansi
and capacity programs geared toward enabling new and enhanced services.

Emergency Call Box Systems

Our emergency call box business designs and manufactures emergency call box systems. Our call box products provide emergency communication ov
existing wireless networks. In addition to call box products, we provide system installation and long—term maintenance services. Currently, there are
approximately 12,000 call boxes that we maintain under long-term agreements that expire at various dates through February 2011.

Wireless carriers are reallocating spectrum away from analog, or first generation, wireless technologies to digital, or 2G and 2.5G, wireless technologies
As a result, state and local agencies are upgrading their existing call box systems to digital to maintain the functional efficiencies of their call box systems. Ou
upgraded call box products, based on 2.5G GSM and CDMA technologies, offer a complete solution of current technology and services at a low cost designe
meet our customers’ needs. With more than 19,000 call box units installed, we see a strong opportunity to drive our call box revenue for the next two years as
only 3,200 call boxes are currently under contract for digital upgrade or have been upgraded.
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Management currently considers the following additional trends, events, and uncertainties to be important to understanding our call box business:

. During the fourth quarter of fiscal 2005, we were awarded a project by the San Bernardino Service Authority for Freeway Emergencies (“SAFE”) t
upgrade approximately 1,600 call boxes to digital, valued at $2.5 million. San Bernardino SAFE also renewed their call box system maintenance
contract for approximately $3.3 million over a five—year term. We expect to record revenue relating to the digital upgrade project totaling
approximately $2.5 million during fiscal 2006.

. During the fourth quarter of fiscal 2005, we were awarded projects by the San Diego SAFE to upgrade approximately 1,400 call boxes with digital
and text—telephony (“TTY") technologies and retrofit approximately 1,000 call box sites to improve accessibility for persons with mobility
limitations. These projects are valued at approximately $3.7 million, which we expect to record as revenue during fiscal 2006.

. Service revenue attributable to maintenance of existing call box systems is expected to total approximately $4.5 million in fiscal 2006.

. Additional anticipated projects to upgrade and expand existing call box systems are concentrated with several customers that are agencies of
California’s state and local governments, from whom we generate approximately 79 percent of our call box revenue. In addition, we believe that tt
severe financial challenges experienced by California state government created uncertainty for our governmental customers in California, causing
them to delay upgrades and expansions of certain call box systems. While this trend appears to have reversed, as evidenced by the awarded pro
discussed above, we continue to be vulnerable to the spending patterns of our customers that are concentrated in California.

Mobile Power Products (“ChargeSource”)

Designed with the needs of the traveling professional in mind, our ChargeSource mobile power products provide a high level of functionality and
compatibility in an industry-leading compact design. Our current and planned product offering consists of universal AC/DC, AC, and DC power adapters
designed for the right mix of power output and functionality for most retail, OEM, and enterprise customers. Our ChargeSource products are also universal
allowing those who use rechargeable electronic devices to carry just one power adapter. By simply changing the compact SmartTip connected to the end of tl
charging cable, our universal power adapters are capable of charging and powering multiple target devices, including most notebook computers, cellular
telephones, PDAs, and other handheld devices.

Prior to fiscal 2004, most notebook computers required no more than 70 watts of power to operate. However, the personal computer industry is continui
to transition to notebook computers with increasing power requirements. As power requirements increase, so does the size of the OEM power adapter sold w
each notebook computer. To address this industry wide trend, we have developed a family of high—power ChargeSource products that are compatible with m
legacy, current, and planned notebook computers. These new ChargeSource products are able to deliver up to 120 watts of power in a very small form factor

Management currently considers the following additional trends, events, and uncertainties to be important to understanding our ChargeSource business
. During the third quarter of fiscal 2005, we entered into a supply agreement with Kensington, a tier—one distributor of consumer electronics, to
distribute certain of our ChargeSource products to “Big Box” retailers and other channels. During the third quarter we received firm orders from

Kensington and began shipping a limited number of units under this supply agreement. We currently expect to continue to ramp-up production of
Kensington—branded ChargeSource products during fiscal 2006.

. During January 2004 we entered into a supply agreement with Belkin Corporation (“Belkin” and the “Belkin Supply Agreement”) and began
shipping a limited number of ChargeSource units to Belkin late in the first quarter of fiscal 2005. The subsequent sales and marketing efforts, as
well as the ramp-up of
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unit sales of the Belkin—branded ChargeSource products did not meet our original expectations. The Belkin Supply Agreement was terminated in
conjunction with the execution of the Mutual Release during the third quarter of fiscal 2005.

. In addition to transitioning the distribution of our ChargeSource products to Kensington, during the third quarter of fiscal 2005, we transitioned the
manufacturing of our redesigned ChargeSource product line to a contract manufacturer located in China. These distribution and manufacturing
initiatives, which are expected to enhance our competitiveness in the marketplace, interrupted our business resulting in lower revenue from the se
of our ChargeSource products. While these initiatives are underway, we expect to experience additional, yet decreasing, disruption and ramp-up
delays during fiscal 2006.

On March 20, 2003 and in cooperation with the U.S. Consumer Products Safety Commission (“CPSC"), we voluntarily initiated a product safety recall o
our legacy ChargeSource 70-watt universal AC power adapters. This product safety recall impacts approximately 125,000 units that were sold in fiscal 2003.
Comarco and Targus entered into an agreement to address the impact of the recall action. Under the terms of the agreement Comarco issued a $3.2 million ¢
to Targus in fiscal 2003 in consideration of a full release. Of the $3.2 million credit issued to Targus in the fourth quarter of fiscal 2003, qualifying product
returns totaling $2.1 million were received from Targus through October 31, 2003. During the third quarter of fiscal 2004, the remaining $1.1 million unused
credit was recorded as revenue, consistent with the expiration of the right of return and the term of the agreement. Additionally, in the fourth quarter of fiscal
2003 we accrued $183,000 in costs related to the recall action in cost of revenue. We did not incur a similar product recall in fiscal 2004 or 2005.

Critical Accounting Policies

The preparation of our consolidated financial statements requires us to apply accounting policies and make certain estimates and judgments. Our
significant accounting policies are presented in note 2 to our consolidated financial statements. Of our significant accounting policies, we believe the following
involve a higher degree of uncertainty, subjectivity and judgments. These policies involve estimates and judgments that are inherently uncertain. Changes in
these estimates and judgments may significantly impact our annual and quarterly operating results. We have identified the following as our most significant
critical accounting policies.

Revenue Recognition

We recognize product revenue upon shipment provided there are no uncertainties regarding customer acceptance, persuasive evidence of an arrangen
exists, the sales price is fixed or determinable, and collectibility is probable. Generally, our products are shipped FOB named point of shipment, whether it is
Irvine, our corporate headquarters, or Hong Kong, the shipping point of our ChargeSource products. Shipments to SwissQual, our WTS distributor in Europe,
shipped delivery duties unpaid (“DDU”). Under DDU, title and risk of loss for the goods shipped passes to the buyer at destination.

Our WTS products are integrated with embedded software. Accordingly, we recognize revenue using the residual method pursuant to requirements of
Statement of Position No. 97-2, “Software Revenue Recognition,” and other applicable revenue recognition guidance and interpretations. Under the residual
method, we allocate revenue to the undelivered element, typically maintenance, based on its respective fair value, with the fair value determined by the price
charged when that element is sold separately. We amortize the revenue allocated to the maintenance element evenly over the term of the maintenance
commitment made at the time of sale. We expense as incurred the costs associated with honoring the maintenance commitment. The revenue attributable to
delivered product is the residual amount after subtracting the revenue allocated to the undelivered element from the sales price. The revenue attributable to tt
delivered product is recognized following the policy for product sales described above. Over time, the percentage of revenue attributable to maintenance will
change if the selling price of maintenance contracts sold separately increases or decreases.
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We recognize service revenue as the services are performed. Maintenance revenue from extended warranty sales is deferred and recognized ratably o
the term of the maintenance agreement, typically 12 months.

Significant management judgments must be made and used in connection with the revenue recognized in any accounting period. For our WTS busines
management must make judgments, for example, regarding uncertainties surrounding customer acceptance because some orders may include acceptance f
provisions that require we defer revenue upon shipment until such time as the client has accepted the equipment. Material differences may result in the amou
and timing of our revenue for any period if our management made different judgments.

Software Development Costs

We had $3.5 million of capitalized software as of January 31, 2005, net of accumulated amortization of $5.4 million. Capitalized software amortization
expense is included in cost of revenue. We capitalize software developed for sale or lease in accordance with Statement of Financial Accounting Standards
(“SFAS”) No. 86 (“SFAS No. 86"), “Accounting for Costs of Computer Software to be Sold, Leased, or Otherwise Marketed.” Software costs incurred
subsequent to the determination of the technological feasibility of the software product are capitalized. Technological feasibility is generally demonstrated by t
completion of a working model. Our policy is to capitalize the costs associated with development of new products and expense the costs associated with new
releases, which primarily consist of enhancements or increased functionality of software embedded in existing products. Significant management judgment is
required in determining whether technological feasibility has been achieved for a particular software project and in estimating the economic life of the related
product. Capitalization ceases and amortization of capitalized costs begins when the software product is available for general release to our customers. Each
quarter we compare capitalized software development costs to our estimate of projected revenues quarterly to determine if any impairment in value has occul
that would require an adjustment in the carrying value or change in expected useful lives under the guidelines established under SFAS No. 86. We also
continually evaluate the recoverability of software acquired through acquisition or by direct purchase of technology.

Accounts Receivable

We perform ongoing credit evaluations of our customers and adjust credit limits and related terms based upon payment history and the customer’s curr
credit worthiness. We continually monitor collections and payments from our customers and maintain a provision for estimated credit losses based upon our
historical experience and any specific customer collection issues that we have identified. While such credit losses have historically been within our expectatio
and the provisions established, we cannot guarantee that we will continue to experience the same credit loss rates that we have in the past. Since our accour
receivable are concentrated in a relatively few number of customers, a significant change in the liquidity or financial position of any one of these customers cc
have a material adverse effect on the collectibility of our accounts receivable and our future operating results.

Specifically, our management must make estimates of the collectibility of our accounts receivable. Management analyzes specific customer accounts a
establishes reserves for uncollectible receivables based upon specific identification of account balances that have indications of uncertainty of collection.
Indications of uncertainty of collections may include the customer’s inability to pay, customer dissatisfaction, or other factors. Significant management
judgments and estimates must be made and used in connection with establishing the allowance for doubtful accounts in any accounting period. Material
differences may result in the amount and timing of our losses for any period if management made different judgments or utilized different estimates.

Valuation of Inventory

We value inventory at the lower of the actual cost to purchase and/or manufacture the inventory (calculated on average costs, which approximates first-
first-out basis) or market value. We regularly review inventory quantities on hand and record a write down of excess and obsolete inventory based primarily c
excess quantities on hand based upon component usage in the preceding 12 months. As demonstrated during prior periods, demand
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for our products can fluctuate significantly. A significant increase in the demand for our products could result in a short-term increase in the cost of inventory
purchases while a significant decrease in demand could result in an increase in the amount of excess inventory quantities on hand. In addition, our industry is
characterized by rapid technological change, frequent new product development, and rapid product obsolescence that could result in an increase in the amot
obsolete inventory quantities on hand. In the future, if our inventory were determined to be overvalued, we would be required to recognize such costs in our ¢
of goods sold at the time of such determination. Therefore, any significant unanticipated changes in demand or technological developments could have a
significant impact on the value of our inventory and our operating results.

Income Taxes

We are required to estimate our provision for income taxes in each of the tax jurisdictions in which we conduct business. This process involves estimati
our actual current tax expense in conjunction with the evaluation and measurement of temporary differences resulting from differing treatment of certain items
for tax and accounting purposes. These temporary timing differences result in the establishment of deferred tax assets and liabilities, which are recorded on &
basis and included in our consolidated balance sheets. We then assess on a periodic basis the probability that our net deferred tax assets, if any, will be reco
If after evaluating all of the positive and negative evidence, a conclusion is made that it is more likely than not that some portion or all of the net deferred tax
assets will not be recovered, a valuation allowance is provided with a corresponding charge to tax expense to reserve the portion of the deferred tax assets w
are estimated to be more likely than not to be realized.

Significant management judgment is required in determining our provision for income taxes, our deferred tax assets and liabilities and any required
valuation allowance. During the second quarter of fiscal 2005, as a result of incurring cumulative losses for a three—year period, we established a valuation
allowance totaling approximately $2.9 million, or the entire deferred tax asset balance existing as of the beginning of fiscal 2005, as reclassified. We reclassifi
$807,000 of reserves relating to research and experimentation credits included in the current taxes receivable as of January 31, 2004 to the net deferred tax :
upon the determination that it was more likely than not that the benefit of $807,000 would not be realized. In addition, a full valuation allowance has been
provided on all net deferred tax asset additions during fiscal 2005, resulting in a fully reserved net tax asset. This valuation allowance was established based
management’s overall assessment of risks and uncertainties related to our future ability to realize, and hence, utilize certain deferred tax assets, primarily
consisting of net operating losses, carry forward temporary differences and future tax deductions resulting from certain types of stock option exercises. Due tc
losses of the third and fourth quarters, the adjusted net deferred tax assets remain fully reserved as of January 31, 2005.

During the third quarter of fiscal 2005, we recorded a tax benefit of $446,000 due to the generation of refund claims created upon completion of our fisc
2004 corporate tax returns, which were completed in the third quarter of fiscal 2005.

Valuation of Goodwill

We account for goodwill and intangible assets in accordance with SFAS No. 141, “Business Combinations,” and SFAS No. 142, “Goodwill and Other
Intangible Assets.” Accordingly, we no longer amortize goodwill from acquisitions, but continue to amortize other acquisition—-related intangibles and costs. As
of January 31, 2005, we had $2.4 million of goodwill recorded in our audited consolidated balance sheet.

Under SFAS No. 142, goodwill impairment is deemed to exist if the net book value of a reporting unit exceeds its estimated fair value generally
determined using a discounted cash flow methodology applied to the particular unit. This methodology differs from our previous policy, in accordance with
accounting standards existing at that time, of using undiscounted cash flows on an enterprise-wide basis to determine recoverability. During the second quar
of fiscal 2003, we recorded a non—cash charge of $4.1 million to write down fully the carrying value of the goodwill related to our EDX reporting unit. As the ne
assets of the EDX reporting unit were sold during the fourth quarter of fiscal 2004, such charge is reflected as a component of discontinued operations. Future
impairments of intangible assets, if any, will be recorded as operating expenses.
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We performed our annual goodwill impairment analysis at January 31, 2005 and identified no impairment. The impairment review is based upon a
discounted cash flow approach that uses estimates of future market share and revenue and costs for the reporting units, as well as appropriate discount rates
estimates used are consistent with the plans and estimates that we use to manage the underlying businesses. However, if we fail to deliver new products for
groups, if the products fail to gain expected market acceptance, or if market conditions in the related businesses are unfavorable, revenue and cost forecasts
not be achieved and we may incur charges for impairment of goodwiill.

For intangible assets with definite useful lives, we amortize the cost over the estimated useful lives and assess any impairment by estimating the future
cash flow from the associated asset in accordance with SFAS No. 144 “Accounting for the Impairment or Disposal of Long-Lived Assets.” We also annually
review the useful lives of each of our intangible assets. As of January 31, 2005, we had $1.5 million of non—goodwill intangible assets recorded in intangible
assets, which includes $0.4 million for software rights and $1.1 million for intellectual property rights.

Valuation of Long-Lived Assets

We evaluate long-lived assets used in operations, including purchased intangible assets, when indicators of impairment, such as reductions in demand
significant economic slowdowns that negatively impact our customers or markets, are present. Reviews are performed to determine whether the carrying valu
assets is impaired based on comparison to the undiscounted expected future cash flows. If the comparison indicates that there is impairment, the impaired as
written down to fair value, which is typically calculated using a weighted average of the market approach and the discounted expected future cash flows using
discount rate based upon our cost of capital. Impairment is based on the excess of the carrying amount over the fair value of those assets. Significant manag
judgment is required in the forecast of future operating results that is used in the preparation of expected discounted cash flows. It is reasonably possible that
estimates of anticipated future net revenue, the remaining estimated economic life of the products and technologies, or both, could differ from those used to
assess the recoverability of these assets. In that event, additional impairment charges or shortened useful lives of certain long-lived assets could be required

Results of Operations—Continuing Operations

The following tables set forth certain items as a percentage of revenue from our audited consolidated statements of operations for fiscal 2005, 2004, an
2003:

Consolidated

Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Revenue:
Products $ 24,159 83%  $29,208 85%  $30,372 85% (17%) (4%)
Services 5,064 17% 5,057 15% 5,314 15% — (5%)
$ 29,223 100%  $34,265 100%  $35,686 100% (15%) (4%)
Operating loss $ (8,207) $(3,121) $(8,407)(1)
Loss from continuing operations $(10,381) $(1,842) $(4,958)

(1) Includes asset impairment charges totaling $6.9 million.
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Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
Revenue:
Americas
North America $15,415 $28,867 $29,575 (47%) (2%)
Others 6,290 2,033 767 209% 165%
Europe 7,168 3,105 4,230 131% (27%)
Asia—Pacific 350 260 1,114 35% (77%)
$29,223 $34,265 $35,686 (15%) (4%)
Revenue

Revenue in fiscal 2005 decreased by $5.0 million, or 15 percent, over fiscal 2004. This decrease was driven by the disruption of our ChargeSource
business attributable to the changes in our distribution relationships and our relocation of manufacturing to China resulting in a $10.4 million decrease in
ChargeSource revenue partially offset by a $5.7 million increase in sales of our WTS products driven by the release of our newly—developed Seven.Five prod

platform.

Revenue in fiscal 2004 decreased by $1.4 million, or 4 percent, over fiscal 2003. This decrease was driven by a significant decrease in spending by our
emergency call box customers resulting in a $3.4 million decrease in revenue partially offset by modest revenue increases achieved by our WTS and
ChargeSource businesses, of $1.1 million and $0.9 million, respectively.

Cost of Revenue and Gross Margin

Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Related Related Related
Revenue Revenue Revenue
Cost of revenue:
Products $15,474 64%  $15,819 54%  $16,630 55% (2%) (5%)
Amortization—software development
products 1,971 8% 2,772 10% 2,721 9% (29%) 2%
Asset impairment charges — — — — 6,878 22% — (100%)
17,445 72% 18,591 64% 26,229 86% (6%) (29%)
Services 3,441 68% 3,113 62% 3,768 71% 11% (27%)
Amortization—software development

services 22 — 22 — 11 — — 100%
3,463 68% 3,135 62% 3,779 71% 11% (17%)
$20,908 2%  $21,726 63%  $30,008 84% (4%) (28%)

Years Ended January 31, 2005 over 2004 over

2004 2003
2005 2004 2003 (1) Change Change
(In thousands)
Gross margin:

Products 28% 36% 14% 8) 22

Services 32% 38% 29% (6) 9

28% 37% 16% 9) 21

Combined gross margin

(1) Includes asset impairment charges totaling $6.9 million.
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Cost of revenue decreased 6 percent in fiscal 2005 compared to fiscal 2004. Due to significantly lower sales of our ChargeSource products during fisca

2005, related cost of revenue decreased approximately $4.0 million, which was partially offset by a $3.3 million increase in cost of revenue attributable to sale
of our WTS products. Gross margin in fiscal 2005 decreased 9 percentage points to 28 percent primarily due to lower sales of our ChargeSource products du
fiscal 2005 and the inability to absorb fixed manufacturing and start-up costs attributable to transitioning the production of our ChargeSource products to a
contract manufacturer located in China.

Cost of revenue decreased 28 percent in fiscal 2004 compared to fiscal 2003. As discussed below, cost of revenue for fiscal 2003 included a $5.6 millic
software development impairment charge and a $1.3 million inventory impairment charge. Gross margin in fiscal 2004 increased 21 percentage points to 37
percent due to the asset impairment charges of $6.9 million recorded in fiscal 2003. In addition to the asset impairment charges, our WTS business ceased
providing engineering services during fiscal 2003, which also contributed to higher cost of revenue in fiscal 2003.

Asset Impairment Charges

During fiscal 2003, as a response to reduced demand for our legacy 2G WTS products in the wireless marketplace and our strategy of investing availak
resources in the development of the Seven.Five product platform, we analyzed the carrying value of all assets attributable to our WTS business. Based on thi
analysis, we recorded asset impairment charges totaling $12.5 million during the second quarter of fiscal 2003. The following table sets forth the impaired ass
and corresponding impairment charges for fiscal 2003 (in thousands):

Property and equipment (included in operating expenses) $ 205
Software development costs (included in cost of revenue) 5,619
Intangible assets (included in discontinued operations) 2,583
Goodwill (included in discontinued operations) 4,053

$12,460

In addition to the asset impairment charges above, an inventory impairment charge totaling $1.3 million was recorded as cost of revenue during fiscal
2003. The above impaired assets, as well as the inventory impairment charge, were exclusively related to our legacy 2G WTS products and did not include al
assets related to our engineering services business, which ceased operations during the second quarter of fiscal 2003. The exit costs associated with our exi
the engineering services business totaled approximately $0.2 million.

Operating Costs and Expenses

Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change

(In thousands)

% of % of % of
Revenue Revenue Revenue
Operating expenses:

Selling, general and administrative

expenses $ 5,336 18% $ 6,276 18% $ 4,562 13% (15%) 38%
Allocated corporate overhead 3,665 12% 3,572 11% 4,124 11% 3% (13%)
Asset impairment charges — — — — 205 1% — (100%)
Gross engineering and support

expenses 7,521 26% 8,581 25% 8,553 24% (12%) —
Capitalized software development costs — — (2,769) (8%) (3,359) (9%) — (18%)

$16,522 56%  $15,660 46% $14,085 40% 6% 11%
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Selling, general and administrative expenses decreased approximately $0.9 million, or 15 percent, in fiscal 2005 compared to fiscal 2004 primarily due |
legal settlements and related fees incurred in fiscal 2004, totaling approximately $1.8 million, which exceeded similar type costs incurred in fiscal 2005 by
approximately $1.4 million. Additionally, bad debt expense decreased $300,000 in fiscal 2005, primarily due to the reversal of previously established reserves
uncollectible ChargeSource accounts receivable which were collected. Offsetting the decrease in legal related expenses and bad debt expense and consister
increased sales of our WTS products, selling related expenses increased by approximately $0.8 million in fiscal 2005 compared to fiscal 2004.

Selling, general and administrative expenses increased approximately $1.7 million or 38 percent to $6.3 million in fiscal 2004 compared to fiscal 2003.
The increase was due to legal settlements and related fees in the amount of $1.8 million incurred during the first half of fiscal 2004, partially offset by reductio
in other indirect costs and reduced legal fees in the third and fourth quarters of fiscal 2004.

Allocated corporate overhead consists of salaries and other personnel-related expenses of our accounting and finance, human resources and benefits,
other administrative personnel, as well as professional fees, directors’ fees, and other costs and expenses attributable to being a public company. These cost
typically allocated to our three segments based on each business’s percentage share of total Company costs and expenses. As a percentage of revenue, allc
corporate overhead has remained stable at 11 percent to 12 percent for fiscal 2005, 2004, and 2003. We expect allocated corporate overhead to increase in
2006 due to the following:

. improvements to our IT systems, including implementation of new ERP and CRM applications;
. increased consulting and auditing fees due to our required compliance with Sarbanes—-Oxley legislation; and
. increased incentive compensation as we return to profitability.

Gross engineering and support expenses generally consist of salaries, employer paid benefits, and other personnel related costs of our hardware and
software design engineers and testing and product support personnel, as well as facility and IT costs, professional and consulting fees, lab costs, material us:
and travel and related costs incurred in the development and support of our products. Engineering and support expenses decreased approximately $1.1 millic
12 percent, in fiscal 2005 compared to fiscal 2004. During the first half of fiscal 2004, our WTS business completed the development of our Seven.Five produ
platform. As a result, we were able to reduce our engineering and support costs in fiscal 2005.

Gross engineering and support expenses were stable for fiscal 2004 and fiscal 2003 and totaled approximately $8.6 million for both fiscal years.

We capitalize costs incurred for the development of software embedded in our WTS products subsequent to establishing technological feasibility. These
capitalized costs are subject to an ongoing assessment of recoverability based on anticipated future revenue and changes in hardware and software technolc
Costs that are capitalized include direct labor and related overhead. We did not capitalize any software development costs in fiscal 2005 as we completed the
development of the software embedded in our Seven.Five product platform during the first half of fiscal 2004. Currently, we do not expect to capitalize softwal
development costs during fiscal 2006.

Capitalized software development costs totaled approximately $2.8 million and $3.8 million for fiscal 2004 and fiscal 2003, respectively, and are
consistent with the timing of the Seven.Five product platform development program.

Other Income, net

Other income, net, consists primarily of interest income earned on invested cash balances. Other income, net, was $180,000, $237,000, and $375,000
fiscal 2005, 2004, and 2003, respectively. The decline in other income is primarily caused by reduced interest income earned on declining cash balances.
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Income Tax Expense (Benefit)

Significant management judgment is required in determining our provision for income taxes, our deferred tax assets and liabilities, and any required
valuation allowance. During the second quarter of fiscal 2005, we established a valuation allowance totaling approximately $2.9 million, or the entire deferred
tax asset balance existing as of the beginning of fiscal 2005, as reclassified. In addition, a full valuation allowance has been provided on all net deferred tax a
additions during fiscal 2005, resulting in a fully reserved net tax asset. This valuation allowance was established based on management’s overall assessment
risks and uncertainties related to our future ability to realize, and hence, utilize certain deferred tax assets, primarily consisting of net operating losses, carry
forward temporary differences and future tax deductions resulting from certain types of stock option exercises. Due to the losses of the third and fourth quarte
the adjusted net deferred tax assets remain fully reserved as of January 31, 2005.

During the third quarter of fiscal 2005, we recorded a tax benefit of $446,000 due to the generation of refund claims created upon completion of fiscal
2004 corporate tax returns, which were completed in the third quarter of fiscal 2005.

Wireless Test Solutions (“WTS”)

Revenue
Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Revenue:
Products $16,475 98%  $11,112 100% $ 9,187 91% 48% 21%
Services 365 2% 38 — 903 9% 836% (96%)
$16,840 100% $11,150 100% $ 10,090 100% 51% 11%
Operating loss $(4,432) $(2,302) $(11,374)(1)
(1) Includes asset impairment charges totaling $6.9 million.
Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
Revenue:
Americas:
North America $ 3,686 $ 7,681 $ 7,678 (52%) —
Others 6,290 2,033 742 209% 174%
Europe 6,861 1,433 1,507 379% (5%)
Asia—Pacific 3 3 163 — (98%)

$16,840 $11,150 $ 10,090 51% 11%

Revenue in fiscal 2005 increased by 51 percent compared to fiscal 2004. During the first half of fiscal 2004, we completed development of our Seven.Fi
product platform and it was available for sale during all of fiscal 2005. Geographically, our customers in the Europe and Latin America/South America regions
were furthest along in deploying 3G wireless technologies and, accordingly were the first regions to adopt the new 3G Seven.Five product platform. Revenue
from our North America region declined 52 percent due to delays by wireless carriers based in the United States in deploying 3G technologies across their
wireless networks.
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Revenue in fiscal 2004 increased by 11 percent over fiscal 2003. This increase was due to the availability for sale of our newly—developed Seven.Five
product platform, which offset the declining demand for our legacy 2G WTS products. Additionally, fiscal 2003 revenue included approximately $0.9 million fo
engineering services, which we ceased offering during the second quarter of fiscal 2003.

Cost of Revenue and Gross Margin

Cost of revenue:
Products
Amortization—software development
Asset impairment charge

Services

Gross margin:

Products

Services
Combined gross margin

Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Related Related Related
Revenue Revenue Revenue
$ 8,284 50% $4,192 38% $ 2,925 32% 98% 43%
1,971 12% 2,772 25% 2,629 29% (29%) 5%

— — — — 6,878 75% — (100%)
10,255 62% 6,964 63% 12,432 135% 47% (44%)
28 8% —_ —_ 937 104% —_ (100%)
$10,283 61% $6,964 63% $13,369 132% 48% (48%)

Years Ended January 31, 2005 over 2004 over

2004 2003
2005 2004 2003 (1) Change Change
(In thousands)

38% 37% (35%) 1 72

92% 100% (4%) (8) 104

39% 38% (33%) 1 71

(1) Includes asset impairment charges totaling $6.9 million.

Driven by increased sales, cost of product revenue in fiscal 2005 increased by 98 percent over fiscal 2004. As a percentage of revenue, cost of product
revenue in fiscal 2005 increased by 12 percentage points to 50 percent. This increase was offset by a 13 percentage point decrease in amortization of softwa
development costs. The fiscal 2005 increase in cost of product revenue as a percentage of revenue was due to the following factors:

. increased year—over—year sales through SwissQual, our exclusive reseller responsible for product and customer support in our Europe region, wt
provided reduced net revenue to Comarco on sales of our Seven.Five products as compared to sales made by our direct sales force;

. sales of third—party non—core products with lower gross margins; and

. decreased absorption of fixed manufacturing overhead attributable to decreased manufacturing activity experienced by our other two segments.

Amortization of previously capitalized software development costs, which totaled approximately $2.0 million in fiscal 2005, is currently expected to be
approximately $1.8 million, $1.4 million, and $0.3 million for fiscal 2006, 2007, and 2008, respectively.

Cost of revenue in fiscal 2004 decreased 48 percent over fiscal 2003. Fiscal 2003 cost of revenue included a $5.6 million software development
impairment charge and a $1.3 million inventory impairment charge.

Source: COMARCO INC, 10-K, May 11, 2005
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Operating Costs and Expenses

Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Operating costs and expenses:
Selling, general and administrative

expenses $ 3,946 24% $2,145 19% $ 2,860 28% 84% (25%)
Allocated corporate overhead 2,084 12% 1,297 12% 1,655 16% 61% (22%)
Asset impairment charges — — — — 205 2% — (100%)
Gross engineering and support expenses 4,958 29% 5,815 52% 6,734 67% (15%) (14%)
Capitalized software development costs — — (2,769) (25%) (3,359) (33%) (100%) (18%)
$10,988 65% $6,488 58% $ 8,095 80% 69% (20%)

Selling, general and administrative expenses generally consist of salaries, employer paid benefits, commissions and other personnel related costs of ot
sales, marketing and support personnel, facility and IT costs, professional fees, advertising, promotions, printed media, and travel directly attributable to our
WTS business. Selling, general and administrative expenses as a percentage of revenue increased 5 percentage points in fiscal 2005 compared to fiscal 200
Fiscal 2005 includes a $0.4 million charge recognized in settlement of a dispute with a significant customer based in Latin America, as well as a $0.5 million
charge for uncollectible accounts receivable. There were no comparable charges in fiscal 2004. Selling, general and administrative expenses increased an
additional $0.8 million, or 37 percent, driven by increased selling expenses consistent with our increased sales in fiscal 2005.

Selling, general and administrative expenses decreased approximately $0.7 million, or 25 percent, in fiscal 2004 compared to fiscal 2003. Approximatel
$0.4 million of the decrease is due to the elimination of engineering services and our revenue assurance product line. The remaining $0.3 million decrease is
primarily to a reduction of administrative personnel.

See the section above entitled “Consolidated” under the caption “Operating Costs and Expenses” for a discussion of allocated corporate overhead.

Gross engineering and support expenses generally consist of salaries, employer paid benefits, and other personnel related costs of our hardware and
software design engineers and testing and product support personnel, as well as facility and IT costs, professional and consulting fees, lab costs, material us:
and travel and related costs incurred in the development and support of our WTS business. Engineering and support expenses decreased approximately $0.
million, or 15 percent, in fiscal 2005 compared to fiscal 2004. As previously discussed, we completed the development of our Seven.Five product platform
during the first-half of fiscal 2004 and have entered a maintenance mode with respect to the product platform. As a result, we were able to reduce our
engineering and support costs in fiscal 2005 and during the fourth quarter of fiscal 2004.

Engineering and support expenses decreased approximately $0.9 million, or 14 percent, in fiscal 2004 compared to fiscal 2003 due to the completion of
development of our Seven.Five product platform during fiscal 2004.
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We capitalize costs incurred for the development of software embedded in our WTS products subsequent to establishing technological feasibility. These

capitalized costs are subject to an ongoing assessment of recoverability based on anticipated future revenue and changes in hardware and software technolc
Costs that are capitalized include direct labor and related overhead. We did not capitalize any software development costs in fiscal 2005 as we completed the
development of the software embedded in our Seven.Five product platform during the first half of fiscal 2004. Currently, we do not expect to capitalize softwal
development costs during fiscal 2006.

Capitalized software development costs totaled approximately $2.8 million and $3.8 million for fiscal 2004 and 2003, respectively, and are consistent wi
the timing of the Seven.Five product platform development program. The fiscal 2003 capitalized software development costs includes a $400,000 payment to

SwissQual for software integrated into Seven.Five.

Emergency Call Box Systems

2005 over
Years Ended January 31, 2004 2004 over
% 2003
2005 2004 2003 Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Revenue:
Products $1,896 29% $1,945 28% $ 5,939 57% (3%) (67%)
Services 4,699 71% 5,019 72% 4,411 43% (6%) 14%
$6,595 100%  $6,964 100%  $10,350 100% (5%) (33%)
Operating income $ 591 $ 606 $ 2,465
Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
Revenue:
Americas:
North America $6,595 $6,962 $10,324 (5%) (33%)
Others — — 26 — (100%)
Europe — 2 — (100%) —
Asia—Pacific — — — — —
$6,595 $6,964 $10,350 (5%) (33%)
Revenue

Revenue in fiscal 2005 decreased by 5 percent over fiscal 2004 due to both reduced product sales and services revenue. In fiscal 2004, services were
provided to specific call box systems that were in addition to the scope of their respective long—term maintenance contracts. These additional services typical
consist of site mitigation, and the removal and relocation of specific call box units. Revenue for these services tends to fluctuate from year to year as evidence
by the fiscal 2005 decrease of 6 percent and the fiscal 2004 increase of 14 percent in services revenue compared to the corresponding prior fiscal years.

Revenue in fiscal 2004 decreased by 33 percent over fiscal 2003 due to reduced product sales. During fiscal 2003, we completed a Text Telephony
(“TTY") call box upgrade for the County of Orange, California, and a system expansion for the Metropolitan Transportation Commission (“MTC”) in California
that contributed revenue of $2.5 million and $1.2 million, respectively. In fiscal 2004, we had no similar installation or upgrade projects.
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Cost of Revenue and Gross Margin

Cost of revenue:
Products

Services

Amortization—software development

Asset impairment charge

Gross margin:

Products

Services
Combined gross margin

Cost of revenue in fiscal 2005 decreased 2 percent over fiscal 2004. As a percentage of revenue, cost of product revenue in fiscal 2005 decreased by 1
percentage points to 54 percent. Fiscal 2004 cost of product revenue included a $0.2 million charge in settlement of a dispute with the Los Angeles SAFE. Th
remainder of the decrease in fiscal 2005 cost of product revenue is attributable to higher fixed manufacturing costs as a percentage of revenue incurred durin
fiscal 2004 as compared to fiscal 2005. Cost of service revenue in fiscal 2005 increased 10 percent over fiscal 2004. This increase is attributable to increasec

Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Related Related Related
Revenue Revenue Revenue
$1,027 54% $1,422 73% $2,961 50% (28%) (52%)
3,413 73% 3,113 62% 2,831 64% 10% 10%
22 — 22 — 11 — — 100%
3,435 73% 3,135 62% 2,842 64% 10% 10%
$4,462 68%  $4,557 65%  $5,803 56% (2%) (21%)
Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 Change Change
(In thousands)
46% 27% 50% 19 (23)
27% 38% 36% (12) 2
32% 35% 44% 3) 9

material usages and field personnel costs in fiscal 2005.

Cost of revenue in fiscal 2004 decreased 21 percent over fiscal 2003. This decrease is primarily attributable to lower product sales in fiscal 2004 partiall
offset by the Los Angeles SAFE settlement charge and higher fixed manufacturing costs as a percentage of revenue incurred in fiscal 2004. Cost of service
revenue in fiscal 2004 increased 10 percent over fiscal 2003. This increase is attributable to increased service revenue in fiscal 2004.

Source: COMARCO INC, 10-K, May 11, 2005
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Operating Costs and Expenses

Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Operating expenses:
Selling, general and administrative expenses$ 335 5% $ 676 10% $ 720 7% (50%) (6%)
Allocated corporate overhead 587 9% 606 9% 849 8% (3%) (29%)
Asset impairment charges — — — — — — — —
Gross engineering and support expenses 621 9% 519 7% 513 5% 20% 1%
Capitalized software development costs — — — — — — — —
$1,543 23%  $1,801 26%  $2,082 20% (14%) (13%)

Selling, general and administrative expenses generally consist of salaries, employer paid benefits, commissions and other personnel related costs of ot
management, inside sales, and administrative personnel, facility and IT costs, professional fees, advertising, promotions, printed media, and travel directly
attributable to our call box business. Selling, general and administrative expenses as a percentage of revenue decreased 5 percentage points in fiscal 2005
compared to fiscal 2004. Fiscal 2004 includes a charge for uncollectible accounts receivable and incremental legal fees attributable to the Los Angeles SAFE
settlement, as compared to fiscal 2005, totaling approximately $0.2 million. The remainder of the decrease in fiscal 2005 was attributable to lower personnel

costs.

Selling, general and administrative expenses as a percentage of revenue increased 3 percentage points in fiscal 2004 compared to fiscal 2003. Excludi
the settlement charge and incremental legal fees attributable to the Los Angeles SAFE settlement incurred in fiscal 2004, selling, general and administrative
expenses as a percentage of revenue in fiscal 2004 was comparable to fiscal 2003.

See the section above entitled “Consolidated” under the caption “Operating Costs and Expenses” for a discussion of allocated corporate overhead.

Gross engineering and support expenses generally consist of salaries, employer paid benefits, and other personnel related costs of our hardware and
software design engineers and testing and product support personnel, as well as facility and IT costs, professional and consulting fees, lab costs, material us:
and travel and related costs incurred in the development and support of our call box business. Engineering and support expenses increased approximately $(
million, or 20 percent, in fiscal 2005 compared to fiscal 2004 driven by increased personnel and related costs.

Engineering and support expenses in fiscal 2004 were comparable to fiscal 2003.
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Mobile Power Products (“ChargeSource”)

Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Revenue:
Products $5,788 100% $16,151 100% $15,246 100% (64%) 6%
Services — — — — — — — —
$5,788 100%  $16,151 100%  $15,246 100% (64%) 6%
Operating income (loss) $(4,366) $(1,425) $ 502
2005 over
Years Ended January 31, 2004 2004 over
% 2003
2005 2004 2003 Change % Change
(In thousands)
Revenue:
Americas:
North America $5,134 $14,224 $11,573 (64%) 23%
Others — — — — —
Europe 307 1,670 2,723 (82%) (39%)
Asia—Pacific 347 257 950 35% (73%)
$5,788 $16,151 $15,246 (64%) 6%
2005 over
Years Ended January 31, 2004 2004 over
% 2003
2005 2004 2003 Change % Change
(In thousands)
Revenue:
Kensington $ 948 $ — $ — 100% —
Belkin 641 — — 100% —
Targus 4,131 16,151 15,246 (74%) 6%
Other 68 — — 100% —
$5,788 $16,151 $15,246 (64%) 6%

Revenue in fiscal 2005 decreased by 64 percent over fiscal 2004. This decrease is attributable to disruption in our business caused by the following
initiatives:

. replacing Targus and Belkin with Kensington as our exclusive distributor for the retail channels during fiscal 2005;

. redesigning our entire ChargeSource product line; and

. transitioning all product manufacturing to a contract manufacturer located in China.
While the above initiatives are well underway and designed to enhance our competitiveness in the marketplace, we expect to experience additional, yet
decreasing, disruption and ramp-up delays during fiscal 2006.

Revenue in fiscal 2004 increased by 6 percent over fiscal 2003. In fiscal 2004 and in cooperation with the U.S. CPSC, we announced a voluntary produ
safety recall of approximately 125,000 detachable plugs used on our legacy ChargeSource 70-watt universal AC power adapter. In conjunction with the prodi

safety recall,
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Comarco and Targus, the exclusive distributor of the ChargeSource products at that time, entered into an agreement addressing the impact of the recall actio

Accordingly, we accrued both a $3.2 million credit due to Targus reducing sales and additional recall costs of approximately $0.2 million classified in cost of
revenue in the fourth quarter of fiscal 2003. During the third quarter of fiscal 2004 in conjunction with the expiration of the right of return and the term of the
agreement, we recognized the unused portion of the credit in the amount of $1.1 million as revenue.

In the second quarter of fiscal 2004 we began shipping our high power ChargeSource products, the 120-watt AC/DC and DC adapters. The increase in
ChargeSource product sales of $0.9 million includes the $1.1 million unused recall credit issued to our former distributor in conjunction with the product safety

recall of our legacy ChargeSource 70-watt universal AC power adapter.

Cost of Revenue and Gross Margin

Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue

Cost of revenue:
Products $6,163 106% $10,205 63%  $10,836 71% (40%) (6%)

Amortization—software development — — — — — —

6,163 106% 10,205 63% 10,836 71% (40%) (6%)
Services — — — — — — — —
Asset impairment charge — — — — — — — —
$6,163 106% $10,205 63%  $10,836 71% (40%) (6%)
Years Ended January 31, 2005 over 2004 over
2004 2003
2005 2004 2003 Change Change

(In thousands)

Gross margin:
Products (6%) 37% 29% (43) 8

Services —

(6%) 37% 29% (43) 8

Driven by decreased sales of our ChargeSource products, cost of revenue in fiscal 2005 decreased 40 percent over fiscal 2004. As a percentage of rev
cost of revenue in fiscal 2005 increased by 43 percentage points to 106 percent. Due to the strategic initiatives discussed above and related costs and produ
delays incurred during fiscal 2005, cost of revenue in fiscal 2005 exceeded revenue. Additionally, during the third quarter of fiscal 2005, we established an
inventory reserve totaling approximately $0.5 million to fully reserve undelivered Belkin—-branded ChargeSource products. We intend to destroy these legacy
products. Once stabilized, we expect our gross margin to be comparable to prior fiscal years.

Cost of revenue in fiscal 2004 decreased by 6 percent. As a percentage of revenue, fiscal 2004 cost of revenue was 63 percent, an 8 percentage point
decrease compared to fiscal 2003. The decrease in cost of revenue as a percentage of revenue was due to the $3.2 million recall credit recorded as a reduct
revenue during fiscal 2003 coupled with the $0.2 million in recall costs accrued as cost of revenue in fiscal 2003.
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Operating Costs and Expenses

Years Ended January 31,

2005 over 2004 over
2004 2003
2005 2004 2003 % Change % Change
(In thousands)
% of % of % of
Revenue Revenue Revenue
Operating expenses:
Selling, general and administrative expenses $1,055 18%  $3,455 22% $ 982 6% (69%) 252%
Allocated corporate overhead 994 17% 1,669 10% 1,620 11% (40%) 3%
Asset impairment charges — — — — — — — —
Gross engineering and support expenses 1,942 34% 2,247 14% 1,306 9% (14%) 72%
Capitalized software development costs — — — — — — — —
$3,991 69%  $7,371 46%  $3,908 26% (46%) 89%

Selling, general and administrative expenses generally consist of salaries, employer paid benefits, commissions and other personnel related costs of oL
management, sales, marketing and administrative personnel, facility and IT costs, professional fees, advertising, promotions, printed media, and travel directl
attributable to our ChargeSource business. Selling, general and administrative expenses as a percentage of revenue decreased 4 percentage points in fiscal
compared to fiscal 2004. Fiscal 2005 includes approximately $0.3 million in credits for the reversal of previously established reserves for uncollectible accoun
receivables which were collected. Fiscal 2004 includes approximately $1.7 million in incremental legal, settlement, and related costs, in comparison to fiscal
2005. There were no comparable costs in fiscal 2005. The remaining decrease is attributable to reserves established for uncollectible accounts receivables in
fiscal 2004.

Selling, general and administrative expenses as a percentage of revenue increased 16 percentage points in fiscal 2004 compared to fiscal 2003. The
increase is primarily due to approximately $1.7 million in incremental legal, settlement, and related costs and reserves established for uncollectible accounts
receivables totaling approximately $0.5 million. There were no comparable charges in fiscal 2003. The remaining increase is primarily attributable to sales an
marketing salaries and personnel-related costs added during fiscal 2004.

See the section above entitled “Consolidated” under the caption “Operating Costs and Expenses” for a discussion of allocated corporate overhead.

Gross engineering and support expenses generally consist of salaries, employer paid benefits, and other personnel related costs of our electrical and
mechanical design engineers and testing and product support personnel, as well as facility and IT costs, professional and consulting fees, lab costs, material
usages, and travel and related costs incurred in the development and support of our ChargeSource business. Engineering and support expenses decreased
approximately $0.3 million, or 14 percent, in fiscal 2005 compared to fiscal 2004. The decrease is primarily due to reduced use of temporary labor and outside
design consultants.

Gross engineering and support expenses increased approximately $0.9 million, or 72 percent, in fiscal 2004 compared to fiscal 2003. The increase is
primarily due to the addition of engineering design resources, including employees, temporary labor, and outside design consultants, in support of our
high—power product development programs.
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Discontinued Operations

On January 6, 2004, we sold the net assets of our reporting unit EDX. This reporting unit was formerly included in the wireless test solutions segment, ¢
has been classified as discontinued operations.

Income from discontinued operations was $596,000 for fiscal 2004, which includes income from operations of $258,000 on revenue of $1.1 million, plus
an after—tax gain of $319,000 on the sale of EDX. The loss from discontinued operations for fiscal 2003 was $5.2 million and included the asset impairment
charges in the amount of $6.6 million to write—off the goodwill and intangible assets related to the EDX reporting unit.

Liquidity and Capital Resources
The following table is a summary of our Consolidated Statements of Cash Flows:

Years Ended January 31,

2005 2004 2003

(In thousands)
Cash provided by (used in):

Operating activities $(2,139) $(6,406) $10,295
Investing activities (1,333) (4,426) (6,215)
Financing activities 370 470 220
Discontinued operations 325 24 (299)

Operating Activities

Cash used in operating activities for fiscal 2005 was driven by a net loss from continuing operations of $10.4 million, offset by $4.5 million of non—cash
charges for depreciation and amortization, $2.9 million non—cash charge to fully reserve our deferred tax asset, $0.3 million non-cash charge for doubtful
accounts, and a net change in operating assets and liabilities that resulted in a $0.5 million increase in cash flow. Within the net change in operating assets a
liabilities, decreased sales resulted in a decrease in accounts receivable and due from affiliate, increasing cash flow by $5.0 million, which was offset by a $2.
million increase in inventory and a $1.7 million increase in deferred revenue.

Accounts receivable as of January 31, 2005 includes approximately $1.0 million due from Targus and its affiliates. The entire amount is currently past d
Of the $1.0 million due, $280,000 is reserved, which represents the most severely delinquent balances due from Targus Europe and Targus Australia, which
historically been more difficult for us to collect. Targus was the exclusive distributor of our ChargeSource products through January 2004, at which time they
were removed as the exclusive distributor. Throughout fiscal 2005, we continued to honor our obligations under non—-cancelable and non-returnable purchas
orders placed by Targus and accepted by Comarco through the first quarter of fiscal 2005 in an attempt to affect an orderly wind—down of the relationship.
During December 2004, Targus ceased making payments to Comarco for product shipped under an open book account.

In an effort to collect amounts owed us, on March 16, 2005, we filed a complaint against Targus seeking recovery of amounts due. While Comarco
believes this action is meritorious, this matter is in the very early stages and any loss of the amounts owed to Comarco that may result from the outcome of th
matter is not determinable or estimable. Should we not prevail in this matter, our anticipated cash flows from operations in fiscal 2006 will be reduced
correspondingly.

Additionally, as of January 31, 2005, approximately $2.1 million of accounts receivable was due from TIM Cellular S.A., of which approximately
$549,000 is reserved, which represents the most severely delinquent balances. Such amount represents 35 percent of gross accounts receivable on that date
substantial portion became past due on March 1, 2005. As of April 25, 2005, $1.3 million of this balance has been collected.
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We increased our inventory balance in fiscal 2005 by approximately $2.3 million in support of expected demand for all our products. As discussed abov:
we are transitioning the manufacturing of our ChargeSource products from in—house to a contract manufacturer located in China. In support of this effort, we
have procured long-lead and other electrical components in accordance with our planned production plan. It is our current strategy to have our contract
manufacturer build ChargeSource products under a turnkey model, whereby the contract manufacture procures all necessary components directly from our
existing supply base and we simply procure the finished good from the contract manufacturer. We are currently transitioning to this model and have begun
selling our inventory to the contract manufacturer to avoid component lead time delays. During the first quarter of fiscal 2006, we received the first purchase
orders for our component inventory, totaling approximately $0.6 million, from our contract manufacturer.

Cash used in operating activities for fiscal 2004 was driven by a net loss from continuing operations of $1.8 million, offset by $5.2 million of non-cash
charges for depreciation and amortization, $1.0 million non—cash income tax benefit that resulted in a decrease in cash flow, and a net change in operating a:
and liabilities that resulted in a $9.3 million decrease in cash flow. Within the net change in operating assets and liabilities, increased sales in the second half
fiscal 2004 resulted in an increase in accounts receivable and due from affiliate, decreasing cash flow by $10.3 million. In fiscal 2004, we increased inventory
levels to meet anticipated demand, resulting in a $2.2 million decrease in cash flow. These decreases in cash flow were offset by increases in operating liabili
of $2.7 million.

Cash Flows from Investing Activities

We purchased $1.3 million of property and equipment in fiscal 2005, compared to $1.7 million in fiscal 2004, and $2.1 million in fiscal 2003. The
decrease in fiscal 2005 is primarily due to transitioning manufacturing of our ChargeSource products from in—house to a contract manufacturer located in Chi
Accordingly, we no longer have requirements to acquire, upgrade, and maintain ChargeSource production equipment.

The development of software is critical to our WTS products. During the first half of fiscal 2004, we completed the development of our Seven.Five
product platform, which is compatible with all 2G, 2.5G, and 3G wireless technologies. During fiscal 2005 and subsequent to the completion of the developme
program, we transitioned into a maintenance mode. Accordingly, we capitalized no software development costs in fiscal 2005. In fiscal 2004 and 2003, we
capitalized software development costs of $2.8 million and $3.8 million, respectively. Currently, we do not expect to capitalize any software development in
fiscal 2006 due to the recent release of our Seven.Five product platform, a modular solution for all wireless carriers irrespective of the wireless technologies
deployed by each carrier. In conjunction with the development and maintenance of Seven.Five, we expended $0.1 million, $0.5 million, and $0.5 million in fisc
2005, 2004, and 2003, respectively, on rights to various wireless technologies.

On January 6, 2004, we sold the net assets of our EDX reporting unit for $0.6 million in cash and recognized a gain of $0.5 million.

Cash Flows from Financing Activities

Net cash provided by financing activities was $0.4 million in fiscal 2005, $0.5 million in fiscal 2004, and $0.2 million in fiscal 2003. In fiscal 2005
proceeds from the sales of common stock issued through employee and director stock option plans constituted all of our cash flows from financing activities. |
fiscal 2004 and 2003 proceeds form the sales of common stock issued through employee and director stock option plans, offset by the repurchase of our comr
stock, constituted all of our cash flows from financing activities.

During 1992, our Board of Directors authorized a stock repurchase program of up to 3.0 million shares of our common stock. From program inception
through January 31, 2004, we repurchased approximately 2.6 million shares for an average price of $8.22 per share. During fiscal 2004, we repurchased
approximately 26,000 shares in the open market for an average price of $7.61 per share. During fiscal 2005, we had no stock repurchases.
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We believe that our existing cash and cash equivalent balances will provide us sufficient funds to satisfy our cash requirements for at least the next twe

months. In addition to our cash and cash equivalent balances, we expect to derive a portion of our liquidity from our cash flows from operations. As discussec
above, certain factors and events could negatively affect our cash flows from operations, including:

Due to the uncertainties associated with the spending patterns of our customers and the corresponding demand for our WTS products, we have
experienced and expect to continue to experience significant fluctuations in demand. Such fluctuations have caused and may continue to cause
significant reductions in revenue, operating results, and cash flows.

We rely exclusively on SwissQual to sell to and support customers in a very important region, Europe. Should SwissQual sales decrease or if thei
ability to pay for our products becomes impaired, our revenue, operating results, and cash flows would be negatively impacted.

In the event Kensington, the distributor of our ChargeSource products, is unable to perform under their non—-cancelable commitments due to their
inability to take delivery of the products and/or pay for such products in a timely manner, we would be required to establish alternative distribution
channels. Such significant change would negatively impact our revenue, operating results, and cash flows.

Should the contract manufacturer of our ChargeSource products not purchase our inventory at the level currently anticipated, our operating result
and cash flows would be negatively impacted.

If we are unable to collect the $1.0 million owed by Targus and affiliates, our operating results and cash flows would be negatively impacted.

If we are unable to collect the remaining $0.8 million owed by TIM Cellular S.A., our operating results and cash flows would be negatively

impacted.

We are focused on preserving our cash balances by continuously monitoring expenses, identifying cost savings, and investing only in those developme

programs and products most likely to contribute to our profitability.

Contractual Obligations

In the course of our business operations, we incur certain commitments to make future payments under contracts such as operating leases and purcha:

orders. Payments under these contracts are summarized as follows as of January 31, 2005 (in thousands):

Payments due by Period

Less than 1to3 3to5
1 year years years Total
Operating lease obligations $ 576 $405 $— 981
Purchase obligations 4,274 — — 4,274
$4,850 $405 $— 5,255

Recent Accounting Pronouncements

In December 2004, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 123R, “Share-Based Payment,” which revised SFAS No. 12:
“Accounting for Stock-Based Compensation.” This statement supersedes APB Opinion No. 25 (“APB No. 25"), “Accounting for Stock Issued to Employees.”
The revised statement addresses the accounting for share—based payment transactions with employees and other third parties, eliminates the ability to accot
share—based compensation transactions using APB No. 25, and requires that the compensation costs relating to such transactions be recognized in the

consolidated statement of operations. The revised statement is effective as of the first fiscal year beginning after June 15, 2005. We will adopt the
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statement on February 1, 2006 as required. We are allowed to select from two alternative transition methods, each having different reporting implications. We
have not completed our evaluation of the methods of adopting SFAS No. 123R. Accordingly, the impact of adoption of SFAS No. 123R cannot be predicted a
this time because it will depend on the method of adoption selected and on levels of share-based payments granted in the future.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29.” SFAS No. 153
amends the guidance in APB Opinion No. 29 (“APB No. 29"), “Accounting for Nonmonetary Transactions,” based on the principle that exchanges of
nonmonetary assets should be measured based on the fair value of the assets exchanged. The guidance in that Opinion, however, included certain exceptior
that principle. SFAS No. 153 amends APB No. 29 to eliminate the exception for nonmonetary exchanges of similar productive assets and replaces it with a
general exception for exchanges of nonmonetary assets that do not have commercial substance. A nonmonetary exchange has commercial substance if the
cash flows of the entity are expected to change significantly as a result of the exchange. The provisions of SFAS No. 153 are effective for nonmonetary asset
exchanges occurring in fiscal periods beginning after June 15, 2005. The provisions of SFAS No. 153 are not expected to have a material effect on our
consolidated financial statements.

In November 2004, the FASB issued SFAS No. 151, “Inventory Costs—an amendment of ARB No. 43, Chapter 4.” SFAS No. 151 amends the guidance
in ARB No. 43, Chapter 4, “Inventory Pricing,” to clarify the accounting for abnormal amounts of idle facility expense, freight, handling costs, and wasted
material (spoilage). This statement requires that those items be recognized as current—period charges. In addition, SFAS No. 151 requires that allocation of fi
production overheads to the costs of conversion be based on the normal capacity of the production facilities. The provisions of SFAS No. 151 are effective for
inventory costs incurred during fiscal years beginning after June 15, 2005. We are currently evaluating the effect that the adoption of SFAS No. 151 will have
our consolidated financial statements.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
Currency Risk

We are exposed to the risk of changes in currency exchange rates. As of January 31, 2005, we had no material accounts receivable denominated in for
currencies. Our standard terms require customers to pay for our products and services in U.S. dollars. For those orders denominated in foreign currencies, wi
may limit our exposure to losses from foreign currency transactions through forward foreign exchange contracts. To date, sales denominated in foreign currer
have not been significant and we have not entered into any foreign exchange contracts.

Interest Rate Sensitivity

The primary objective of our investment activities is to preserve principal while at the same time maximizing the income we receive from our investment
without significantly increasing risk. Some of the securities that we have invested in may be subject to market risk. This means that a change in prevailing
interest rates may cause the principal amount of the investment to fluctuate. For example, if we hold a security that was issued with a fixed interest rate at the
then—prevailing rate and the prevailing interest rate later rises, the principal amount of our investment will probably decline in value. To minimize this risk, we
maintain a significant portion of our cash balances in money market funds. In general, money market funds are not subject to interest rate risk because the
interest paid on such funds fluctuates with the prevailing interest rate.

We do not hold any derivative financial instruments.
Our cash and cash equivalents have maturities dates of three months or less and the fair value approximates the carrying value in our financial stateme
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Equity Price Risk

Our short-term investments consist of balances maintained in a non—qualified deferred compensation plan funded by our executives and directors. We
value these investments using the closing market value for the last day of each month. These investments are subject to market price volatility. We reflect the
investments on our balance sheet at their market value, with the unrealized gains and losses reflected as adjustments to both short—term investments and the
deferred compensation liability. We have also invested in equity instruments of SwissQual, a privately held company. We evaluate whether any decline in vall
of certain public and non—public equity investments was other than temporary. We had no such impairments during fiscal 2005.

Due to the inherent risk associated with some of our investments, and in light of current stock market conditions, we may incur future losses on the sale
write—downs, or write—offs of our investments. We do not currently hedge against equity price changes.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Comarco, Inc.:

We have audited the accompanying consolidated balance sheet of Comarco, Inc. as of January 31, 2005, and the related consolidated statements of
operations, stockholders’ equity and cash flows for the year ended January 31, 2005. We have also audited the fiscal 2005 information in the schedule listed
the accompanying index. These consolidated financial statements and schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these consolidated financial statements and schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the consolidated financial statements and schedule are free of material
misstatement. The Company is not required to have, nor were we engaged to perform, an audit of its internal control over financial reporting. Our audit includ
consideration of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such opinion. Ar
audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements and schedule, assessing the accc
principles used and significant estimates made by management, as well as evaluating the overall presentation of the consolidated financial statements and
schedule. We believe that our audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial position of
Comarco, Inc. at January 31, 2005, and the consolidated results of its operations and its cash flows for the year ended January 31, 2005, in conformity with
accounting principles generally accepted in the United States of America.

Also, in our opinion, the fiscal 2005 information in the schedule presents fairly, in all material respects, the information set forth therein.
/s/ BDO Seidman, LLP

Costa Mesa, California

March 24, 2005,

except for certain major customer
information in note 2

as to which the date is

April 29, 2005
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Stockholders
Comarco, Inc.:

We have audited the consolidated balance sheet of Comarco, Inc. and subsidiaries as of January 31, 2004 and the related consolidated statements of
operations, stockholders’ equity and cash flows for each of the years in the two-year period ended January 31, 2004. In connection with our audits of the
consolidated financial statements, we also have audited the schedule of valuation and qualifying accounts for the years ended January 31, 2004 and 2003. Tl
consolidated financial statements and the financial statement schedule are the responsibility of the Company’s management. Our responsibility is to express .
opinion on these consolidated financial statements and the financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards requir
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An audit include
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting prir
used and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial position of Comarco, Inc. and
subsidiaries as of January 31, 2004 and the results of their operations and their cash flows for each of the years in the two-year period ended January 31, 20
conformity with U.S. generally accepted accounting principles. Also, in our opinion, the related financial statement schedule, when considered in relation to th
basic consolidated financial statements taken as a whole, presents fairly, in all material respects, the information set forth therein.

/sl KPMG LLP
Costa Mesa, California
May 9, 2004, except as to note 19,
which is as of May 11, 2005
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COMARCO, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS
(In thousands, except share data)

ASSETS

Current Assets:

Cash and cash equivalents

Short-term investments

Accounts receivable, net of reserves of $831 and $594

Amounts due from affiliate

Inventory, net of reserves of $2,212 and $2,230

Deferred tax assets, net

Other current assets

Total current assets
Property and equipment, net
Software development costs, net
Deferred tax assets, net
Intangible assets, net
Goodwill
Other assets

LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable
Deferred revenue
Deferred compensation
Accrued liabilities

Total current liabilities

Minority interest

Commitments and contingencies
Stockholders’ Equity:

Preferred stock, no par value, 10,000,000 shares authorized; no shares issued or outstanding at January 31, 2005 and 2004,

respectively

Common stock, $0.10 par value, 50,625,000 shares authorized; 7,422,042 and 7,284,374 shares issued and outstanding at January

31, 2005 and 2004, respectively
Additional paid-in capital
Retained earnings

Total stockholders’ equity

The accompanying notes are an integral part of these consolidated financial statements.
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January 31,

2005 2004
$12,270 $15,047
1,598 2,251
5,276 8,982
1,100 2,627
8,448 6,150
— 2,695
817 524
29,509 38,276
2,154 3,131
3,543 5,536
— 181
1,495 1,488
2,394 2,394
1,131 1,133
$40,226 $52,139
$ 101 $ 537
3,747 5,476
1,598 2,251
5,006 4,799
10,452 13,063
— 185
742 728
14,051 13,126
14,981 25,037
29,774 38,891
$40,226  $52,139
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COMARCO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share data)

Years Ended January 31,

2005 2004 2003

Revenue:

Products $ 24,159 $29,208 $ 30,372

Services 5,064 5,057 5,314

29,223 34,265 35,686

Cost of revenue:

Products 17,445 18,591 26,229

Services 3,463 3,135 3,779

20,908 21,726 30,008

Gross profit 8,315 12,539 5,678
Selling, general and administrative expenses 9,001 9,848 8,686
Asset impairment charges — — 205
Engineering and support expenses 7,521 5,812 5,194
Operating loss (8,207) (3,121) (8,407)
Other income, net 180 237 375
Minority interest in loss of subsidiary 72 34 141
Loss from continuing operations before income taxes and discontinued operations (7,955) (2,850) (7,891)
Income tax expense (benefit) 2,426 (1,008) (2,933)
Loss from continuing operations (10,381) (1,842) (4,958)
Income (loss) from discontinued operations, net of income tax expense (benefit) of $0, $342, and ($941) 325 596 (5,185)
Net loss $(10,056) $(1,246)  $(10,143)
Basic and diluted loss per share:

Loss from continuing operations $ (1.41) $ (026) $ (0.71)

Discontinued operations 0.04 0.09 (0.74)

Net loss $ (1.37) $ (0.17) $ (1.45)

The accompanying notes are an integral part of these consolidated financial statements.
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COMARCO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

(In thousands, except share data)

Common Stock

Par Value
Balance at January 31, 2002, 6,978,014 shares $ 698
Net loss —
Exercise of stock options, 53,625 shares 5
Tax benefit from exercise of stock options —
Purchase and retirement of common stock, 43,943 shares 4)
Minority interest resulting from exercise of subsidiary options —
Issuance of common stock to acquire subsidiary minority interest, 61,869
shares 6
Balance at January 31, 2003, 7,049,565 shares 705
Net loss —
Exercise of stock options, 71,250 shares 7
Tax benefit from exercise of stock options —
Purchase and retirement of common stock, 25,640 shares 3)
Minority interest resulting from exercise of subsidiary options —
Issuance of common stock to acquire subsidiary minority interest, 189,199
shares 19
Balance at January 31, 2004, 7,284,374 shares 728
Net loss —
Exercise of stock options, 45,000 shares 5
Minority interest resulting from exercise of subsidiary options —
Issuance of common stock to acquire subsidiary minority interest, 92,668
shares 9
Balance at January 31, 2005, 7,422,042 shares $ 742

Additional
Paid—in
Capital

$ 10,813

247
586
(398)
(564)

514
11,198
299
348
(192)
(1)
1,474
13,126

236
(6)

695

$ 14,051

Retained
Earnings

$ 36,426
(10,143)

25,037
(10,056)

$ 14,981

The accompanying notes are an integral part of these consolidated financial statements.

47

Source: COMARCO INC, 10-K, May 11, 2005

38,186
(1,246)

348
(195)
(1)

1,493

38,891
(10,056)
241
(6)

704

$29,774
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COMARCO, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(In thousands)

Years Ended January 31,

2005 2004 2003
CASH FLOWS FROM OPERATING ACTIVITIES:
Loss from continuing operations $(10,381) $ (1,842)  $(4,958)
Adjustments to reconcile loss from continuing operations to net cash (used in) provided by operating activities:
Asset impairment charges — — 5,824
Depreciation and amortization 4,525 5,190 4,864
Loss on disposal of property and equipment 152 58 154
Tax benefit from exercise of stock options — 348 586
Deferred income taxes 2,876 (2,005) (2,665)
Provision for doubtful accounts receivable 267 559 24
Provision for obsolete inventory (18) (344) 3,585
Minority interest in earnings of subsidiary (72) (34) (141)
Changes in operating assets and liabilities, net of acquisitions:
Accounts receivable 3,439 (8,347) 8,331
Amounts due from affiliate 1,527 (1,954) (673)
Inventory (2,280) (2,150) (1,239)
Other assets (216) 438 (125)
Accounts payable (436) 230 111
Deferred revenue (1,729) 1,829 (1,934)
Accrued liabilities 207 618 (1,449)
Net cash provided by (used in) continuing operations (2,139) (6,406) 10,295
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment (1,288) (1,749) (2,125)
Proceeds from sales of property and equipment 57 12 131
Software development costs — (2,769) (3,770)
Acquired intangible assets (202) (520) (451)
Cash received from sale of business — 600 —
Net cash used in investing activities (2,333) (4,426) (6,215)
CASH FLOWS FROM FINANCING ACTIVITIES:
Net proceeds from issuance of common stock 241 306 252
Proceeds from issuance of subsidiary common stock 129 359 370
Purchase and retirement of common stock — (195) (402)
Net cash provided by financing activities 370 470 220
Net increase (decrease) in cash and cash equivalents—continuing operations (3,102) (10,362) 4,300
Net increase (decrease) in cash and cash equivalents—discontinued operations 325 24 (199)
Net increase (decrease) in cash and cash equivalents 2,777) (10,338) 4,101
Cash and cash equivalents, beginning of period 15,047 25,385 21,284
Cash and cash equivalents, end of period $ 12,270 $ 15,047 $25,385

The accompanying notes are an integral part of these consolidated financial statements.
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COMARCO, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Organization

Comarco, Inc., through its subsidiary Comarco Wireless Technologies, Inc. (collectively, “Comarco” or the “Company”), is a leading provider of wireless
test solutions for the wireless industry. Comarco also designs, manufactures and maintains emergency call box systems and designs mobile power products
notebook computers, cellular telephones, PDAs, and other handheld devices. The Company’s operations consist solely of the operations of Comarco Wireles
Technologies, Inc. (“CWT") which was incorporated in the State of Delaware in September 1993.

2. Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements of the Company include the accounts of Comarco, Inc. and CWT. All material intercompany balances, transactior
and profits have been eliminated.

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting principles generally accepted in the United States of America require
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities ¢
date of the consolidated financial statements and the reported amounts of revenue and expenses during the years reported. Actual results could materially di
from those estimates.

Certain accounting principles require subjective and complex judgments to be used in the preparation of financial statements. Accordingly, a different
financial presentation could result depending on the judgments, estimates, or assumptions that are used. Such estimates and assumptions include, but are n
specifically limited to, those required in the valuation of long-lived assets, allowance for doubtful accounts, reserves for inventory obsolescence, and valuatiol
allowances for deferred tax assets.

Revenue Recognition

Revenue from product sales is recognized upon shipment of products provided there are no uncertainties regarding customer acceptance, persuasive
evidence of an arrangement exists, the sales price is fixed or determinable, and collectibility is probable. The Company’s wireless test solutions products are
integrated with embedded software. Accordingly, the Company’s revenue is recognized using the residual method pursuant to the requirements of Statement
Position No. 97-2, “Software Revenue Recognition,” and other applicable revenue recognition guidance and interpretations. Under the residual method, reve
is allocated to the undelivered element, typically maintenance, based on its respective fair value, with the fair value determined by the price charged when the
element is sold separately. The revenue allocated to the maintenance element is amortized to revenue evenly over the term of the maintenance commitment
at the time of the sale. The costs associated with honoring the maintenance commitment are charged to expense as incurred. The revenue attributable to the
delivered product is the residual amount after subtracting the revenue allocated to the undelivered element from the sales price. The revenue attributable to tt
delivered product is recognized following the policy for product sales described above.

Revenue from services is recognized as the services are performed. Maintenance revenue from extended warranty sales is deferred and recognized ra
over the term of the maintenance agreement, typically 12 months. Revenue for services under long—term contracts from the Company’s engineering services
business, which ceased operations in the second quarter of fiscal 2003, was recognized using the percentage—of-completion method on the basis of percent
costs incurred to date on a contract, relative to the estimated total contract
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COMARCO, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

costs. Profit estimates on fixed price contracts were revised periodically based on changes in circumstances and any anticipated losses on contracts were
recognized in the period that such losses become known.

Cash and Cash Equivalents

All highly liquid investments with remaining maturity dates of three months or less when acquired are classified as cash and cash equivalents. The fair
value of cash and cash equivalents approximates the amounts shown in the financial statements. Cash and cash equivalents are generally maintained in unir
accounts.

Short-Term Investments

Short-term investments consist of balances maintained in a non—qualified deferred compensation plan funded by Company executives and directors.
These investments are tradable at the discretion of the funding executives and directors and are subject to claims by the Company’s general creditors.
Accordingly, these investments are classified as trading securities. Trading securities are recorded at market value based on current market quotes and totale
$1.6 million and $2.3 million as of January 31, 2005 and 2004, respectively. Unrealized holding gains (losses) on these short-term investments recorded for t
years ended January 31, 2005, 2004, and 2003, were $31,000, $627,000, and ($384,000), respectively, and are reflected as adjustments to both short-term
investments and the deferred compensation liability.

Inventory
Inventory is valued at the lower of cost (calculated on average cost, which approximates first-in, first—out basis) or market value.

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation. Additions, improvements, and major renewals are capitalized; maintenance,
repairs, and minor renewals are expensed as incurred. Depreciation and amortization is calculated on a straight-line basis over the expected useful lives of tl
property and equipment. The expected useful lives of office furnishings and fixtures are five to seven years, and of equipment and purchased software are tw
five years.

Research and Development and Software Development Costs

Research and development costs are charged to expense as incurred and have been included in engineering and support costs. Costs incurred for the
development of software embedded in the Company’s wireless test solutions products that will be sold are capitalized when technological feasibility has been
established. Technological feasibility is generally demonstrated by the completion of a working model. These capitalized costs are subject to an ongoing
assessment of recoverability based on anticipated future revenue and changes in hardware and software technologies. Costs that are capitalized include dire
labor and related overhead.

Amortization of software development costs begins when the product is available for general release. Amortization is provided on a product-by—produc
basis on the shorter of the straight-line method over periods ranging from two to five years or the sales ratio method that is based on expected unit sales and
estimated life of the product. Unamortized software development costs determined to be in excess of net realizable value of the related product is expensed
immediately. During fiscal 2003, the Company recorded a non—cash impairment charge totaling $5.6 million included in cost of revenue related to capitalized
software development costs related to the strategy the Company developed to invest available resources in the development of Seven.Five, a new product
platform.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Goodwill and Acquired Intangible Assets
Goodwill, which represents the excess of purchase price over fair value of net assets acquired in a business combination, is recorded at cost.

Effective February 1, 2002, the Company implemented SFAS No. 142, “Goodwill and Other Intangible Assets.” SFAS No. 142 established new standar
for goodwill acquired in a business combination, eliminated amortization of goodwill, and set forth methods for periodically evaluating goodwill for impairment.
Under SFAS No. 142, goodwill impairment is deemed to exist if the net book value of a reporting unit exceeds its estimated fair value generally determined
using a discounted cash flow methodology applied to the particular unit. This methodology differs from the Company’s previous policy, in accordance with
accounting standards existing at that time, of using undiscounted cash flows on an enterprise-wide basis under SFAS No. 121, “Accounting for the Impairme
of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of" to determine recoverability. An annual impairment review is performed during the fourth
quarter of each year.

Long-Lived Assets

In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,” the Company evaluates long-lived assets,
including intangible assets other than goodwill, for impairment when indicators of impairment are present and the undiscounted cash flows estimated to be
generated by those assets are less than the assets’ carrying amounts. Factors considered important which could trigger an impairment review include, but ar
limited to, significant underperformance relative to expected historical or projected future operating results, significant changes in the manner of use of the as
or the strategy for the Company’s overall business, and significant negative industry or economic trends. If such assets are identified to be impaired, the
impairment to be recognized is the amount by which the carrying value of the asset exceeds the fair value of the asset.

Assets to be disposed of are separately presented in the balance sheet and reported at the lower of the carrying amount or fair value less costs to sell,
are no longer depreciated.

Investment in SwissQual

On July 31, 2001, the Company acquired an 18 percent equity stake in SwissQual for $1.0 million in cash. Based in Zuchwil, Switzerland, SwissQual is
developer of voice quality systems and software for measuring, monitoring, and optimizing the quality of mobile, fixed, and IP-based voice and data
communications. This investment is accounted for under the cost method and is included in other assets in the accompanying consolidated balance sheets.

Income Taxes

As part of the process of preparing its consolidated financial statements the Company is required to estimate its provision for income taxes in each of th
tax jurisdictions in which it conducts business. This process involves estimating the Company’s actual current tax expense in conjunction with the evaluation :
measurement of temporary differences resulting from differing treatment of certain items for tax and accounting purposes. These temporary timing difference:
result in the establishment of deferred tax assets and liabilities, which are recorded on a net basis and included in the Company’s consolidated balance sheet
a periodic basis, the Company assesses the probability that its net deferred tax assets, if any, will be recovered. If after evaluating all of the positive and nega
evidence, a conclusion is made that it is more likely than not that some portion or all of the net deferred tax assets will not be recovered, a valuation allowanc
provided with a corresponding charge to tax expense to reserve the portion of the deferred tax assets which are estimated to be more likely than not to be rez
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Significant management judgment is required in determining the Company’s provision for income taxes, its deferred tax assets and liabilities, and any
required valuation allowance. During the second quarter of fiscal 2005, as a result of incurring cumulative losses for a three—year period, the Company
established a valuation allowance totaling approximately $2.9 million, or the entire deferred tax asset balance existing as of the beginning of fiscal 2005, as
reclassified. The Company reclassified $807,000 of reserves relating to research and experimentation credits included in the current taxes receivable as of
January 31, 2004 to the net deferred tax asset upon the determination that it was more likely than not that the benefit of $807,000 would not be realized. In
addition, a full valuation allowance has been provided on all net deferred tax asset additions during fiscal 2005, resulting in a fully reserved net tax asset. This
valuation allowance was established based on management’s overall assessment of risks and uncertainties related to the Company’s future ability to realize,
hence, utilize certain deferred tax assets, primarily consisting of net operating losses, carry forward temporary differences and future tax deductions resulting
from certain types of stock option exercises. Due to the losses of the third and fourth quarters of fiscal 2005, the adjusted net deferred tax assets remain fully
reserved as of January 31, 2005.

In the third quarter of fiscal 2005, the Company recorded a tax benefit of $446,000 due to the generation of refund claims created upon completion of
fiscal 2004 corporate tax returns in the third quarter of fiscal 2005.

Warranty Costs

The Company provides limited warranties for new call box sales for a period of 90 days and ChargeSource products for a period generally not to exceet
15 months. The Company accrues for the estimated cost of warranties at the time revenue is recognized. The accrual is a fixed rate which is consistent with t
Company'’s actual claim experience. Should actual warranty claim rates differ from our estimates, revisions to the liability would be required.

The Company generally provides a one year warranty for wireless test solutions products. As discussed above, the revenue allocated to maintenance is
amortized to revenue evenly over the term of the maintenance commitment made at the time of the sale. The costs associated with honoring the maintenance
commitment are charged to expense as incurred.

Minority Interest

During the years ended January 31, 2005 and 2004, the Company issued 30,000 shares and 69,000 shares of CWT stock, respectively, from the exerc
CWT stock options, which resulted in the creation of a minority interest. The option holder is required to hold the CWT stock purchased from the exercise of tt
stock options for at least six months.

In 2005, the Company acquired 66,000 minority shares of CWT by the issuance of 92,668 shares of Company common stock.
In 2004, the Company acquired 130,000 minority shares of CWT by the issuance of 189,199 shares of Company common stock.

Under the purchase method of accounting, the excess purchase price of $456,000 and $788,000 during fiscal 2005 and 2004, respectively, of the minol
interest in CWT over the fair value of the proportionate share of the identifiable net assets of CWT has been recognized as definite-lived intangible assets
attributable to intellectual property rights.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Concentrations of Credit Risk and Major Customers

The Company’s cash and cash equivalents are principally on deposit in a non-insured short-term asset management account at a large financial institt
Accounts receivable potentially subject the Company to concentrations of credit risk. The Company’s customer base is comprised primarily of large companie
The Company generally does not require collateral for accounts receivable. When required, the Company maintains allowances for credit losses, and to date
losses have been within management’s expectations. Once a specific account receivable has been reserved for as potentially uncollectible, our policy is to
continue to pursue collections for a period of up to one year prior to recording a receivable write—off.

During fiscal 2005, Targus, the Company’s former ChargeSource distributor, accounted for $4.1 million or 14.1 percent of revenue. SwissQual, the
Company’s WTS distributor in Europe, accounted for $6.6 million or 22.4 percent of revenue. TIM Cellular S.A., a WTS customer located in Brazil, accounted
for $4.3 million or 14.7 percent of revenue. At January 31, 2005, $2.1 million was due from TIM Cellular S.A., of which approximately $549,000 is reserved,
which represents the most severely delinquent balances. Such amount represents 34.8 percent of gross accounts receivable on that date and a substantial p
became past due on March 1, 2005. As of April 25, 2005, $1.3 million of this balance has been collected.

During fiscal 2004 and 2003, Targus accounted for $16.2 million and $15.2 million or 47.1 percent and 42.7 percent of revenue, respectively.

Targus was the exclusive distributor of Comarco’s ChargeSource products through January 2004, at which time they were removed as the exclusive
distributor. Throughout fiscal 2005, the Company continued to honor its obligations under non—cancelable and non-returnable purchase orders placed by Tat
and accepted by Comarco through the first quarter of fiscal 2005 in an attempt to affect an orderly wind—down of the relationship. In fiscal 2005, the Company
shipped $4.1 million of ChargeSource products to Targus. During December 2004, Targus ceased making payments to Comarco for product shipped under a
open book account. As of January 31, 2005, Targus and its affiliates owe Comarco approximately $1.0 million, of which $280,000 is reserved.

On March 16, 2005, the Company filed a complaint against Targus alleging several causes of action including breach of contract, and seeks relief in the
amount of $980,000 (see Note 20).

Segment Reporting

The Company follows SFAS No. 131, “Disclosures About Segments of an Enterprise and Related Information,” which establishes standards for the
manner in which public companies report information about operating segments in annual and interim financial statements. It also establishes standards for
related disclosures about products and services, geographic areas, and major customers. The method for determining what information to report is based on
way management organizes the operating segments within a company for making operating decisions and assessing financial performances. The Company
organizes its segment reporting on the basis of product/service type.

In fiscal 2004 the Company reported its revenues in two segments: wireless test solutions and wireless applications. In fiscal 2005 the Company increa:
the number of segments to three by separating the wireless applications segment into two separate segments, call box and mobile power products, to confort
how the chief operating decision—maker now reviews the business and to conform to current internal financial reporting. Segment information for prior years t
been restated to conform to the current year presentation.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

The Company’s chief executive officer (“CEQ”) is its chief operating decision—maker. The financial information that the CEO reviews to manage and
evaluate the business and allocate resources is similar to the information presented in the accompanying consolidated statements of income focusing on reve
and gross profit for each segment. The Company operates in three business segments: wireless test solutions, call box, and mobile power products.

Earnings (Loss) Per Common Share

Basic earnings (loss) per share is computed by dividing net income (loss) by the weighted average number of common shares outstanding during the
period excluding the dilutive effect of potential common stock, which consists of stock options. Diluted earnings per share gives effect to all dilutive potential
common stock outstanding during the period. The effect of such potential common stock is computed using the treasury stock method.

Stock-Based Compensation

The Company grants stock options for a fixed number of shares to employees with an exercise price equal to the fair value of the shares at the date of
grant. The Company accounts for stock option grants using the intrinsic method in accordance with Accounting Principles Board (“APB") Opinion No. 25,
“Accounting for Stock Issued to Employees” and related interpretations in accounting for its stock—based compensation plans. The Company has adopted the
disclosure—only provisions of SFAS No. 123, “Accounting for Stock—-Based Compensation.” Accordingly, no compensation expense is recognized for the stoc
option grants. Had compensation cost for the Company’s stock option plans been determined based on the fair value at the grant date for awards during the
ended January 31, 2005, 2004, and 2003 consistent with the provisions of SFAS No. 123, the Company’s net loss, basic loss per share, and diluted loss per :
would have been reduced to the pro forma amounts as follows:

Years Ended January 31,

2005 2004 2003

Net loss:

As reported $(10,056) $(1,246) $(10,143)

Deduct: Total stock—based employee compensation expense determined under fair value based method for all

awards, net of related tax effects (472) (632) (621)

Pro forma $(10,528) $(1,878) $(10,764)
Loss per common share—basic:

As reported $ (1.37) $(0.17) $ (1.45)

Pro forma (2.44) (0.26) (2.53)
Loss per common share—diluted:

As reported $ (1.37) $(0.17) $ (1.45)

Pro forma (1.44) (0.26) (2.53)
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The per share weighted—average fair value of employee and director stock options granted during the years ended January 31, 2005, 2004, and 2003 v
$4.08, $3.62, and $3.77, respectively, on the date of grant using the Black Scholes option—pricing model with the following weighted—average assumptions:

Years Ended January 31,

2005 2004 2003
Expected dividend yield 0.0% 0.0% 0.0%
Expected volatility 46.9% 46.2% 43.2%
Risk—free interest rate 3.8% 3.0% 4.1%
Expected life 6 years 6 years 6 years

Fair Value of Financial Instruments

The estimated fair values of the Company’s financial instruments have been determined using available market information. The estimates are not
necessarily indicative of the amounts the Company could realize in a current market exchange. The use of different market assumptions and/or estimation
methodologies may have an effect on the estimated fair value amounts. The fair value of current financial assets, current liabilities, and other assets are estin
to be equal to their carrying amounts.

Reclassifications
Certain prior period balances have been reclassified to conform to the current period presentation.

Comprehensive Income

SFAS No. 130, “Reporting Comprehensive Income,” requires additional disclosures in the consolidated financial statements to reflect net unrealized gai
(losses) on available for sale securities, net of income tax. The Company had no unrealized gains (losses) on available for sale securities and therefore there
no difference between net loss and comprehensive loss for the years ended January 31, 2005, 2004, and 2003.

3. Recent Accounting Pronouncements

In December 2004, the FASB issued SFAS No. 123 (revised 2004) (“Statement 123(R)"), “Share-Based Payment,” which revised Statement No. 123,
“Accounting for Stock-Based Compensation.” This statement supersedes APB Opinion No. 25, “Accounting for Stock Issued to Employees.” The revised
statement addresses the accounting for share-based payment transactions with employees and other third parties, eliminates the ability to account for
share—based compensation transactions using APB 25, and requires that the compensation costs relating to such transactions be recognized in the consolidz
statement of operations. The revised statement is effective as of the first fiscal year beginning after June 15, 2005. The Company will adopt the statement on
February 1, 2006 as required. The Company is allowed to select from two alternative transition methods, each having different reporting implications. The
Company has not completed its evaluation of the methods of adopting Statement 123(R). Accordingly, the impact of adoption of Statement 123(R) cannot be
predicted at this time because it will depend on the method of adoption selected and on levels of share-based payments granted in the future.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets—an amendment of APB Opinion No. 29.” SFAS 153 amends
the guidance in APB Opinion No. 29, “Accounting for Nonmonetary Transactions,” based on the principle that exchanges of nonmonetary assets should be
measured based on the fair value of the assets exchanged. The guidance in that Opinion, however, included certain exceptions to that principle. SFAS 153
amends Opinion 29 to eliminate the exception for nonmonetary exchanges of similar productive assets and replaces it with a general exception for exchange:
nonmonetary assets that do not have
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commercial substance. A nonmonetary exchange has commercial substance if the future cash flows of the entity are expected to change significantly as a re:
of the exchange. The provisions of SFAS 153 are effective for nonmonetary asset exchanges occurring in fiscal periods beginning after June 15, 2005. The
provisions of SFAS 153 are not expected to have a material effect on the Company’s consolidated financial statements.

In November 2004, the FASB issued SFAS No. 151 (“Statement 151”), “Inventory Costs—an amendment of ARB No. 43, Chapter 4.” SFAS 151 amenc
the guidance in ARB No. 43, Chapter 4, “Inventory Pricing,” to clarify the accounting for abnormal amounts of idle facility expense, freight, handling costs, anc
wasted material (spoilage). This statement requires that those items be recognized as current—period charges. In addition, SFAS 151 requires that allocation
fixed production overheads to the costs of conversion be based on the normal capacity of the production facilities. The provisions of SFAS 151 are effective f
inventory costs incurred during fiscal years beginning after June 15, 2005. The Company is currently evaluating the effect that the adoption of SFAS 151 will
have on the Company’s consolidated financial statements.

4.  Asset Impairment Charges

During fiscal 2003, the Company experienced reduced demand for its legacy wireless test solutions products in the wireless marketplace. The Compan
developed a strategy of investing available resources in the development of Seven.Five, a new product platform, and management analyzed the carrying valt
all assets attributable to the Company’s wireless test solutions business. Based on this analysis, the Company recorded asset impairment charges totaling $1
million during the second quarter of fiscal 2003. The following table sets forth the impaired assets and corresponding impairment charges (in thousands):

Property and equipment $ 205
Software development costs (included in cost of revenue) 5,619
Intangible assets (included in discontinued operations) 2,583
Goodwill (included in discontinued operations) 4,053

$12,460

During the 2004 fiscal year, the reporting unit (EDX) that gave rise to the goodwill and intangible asset impairment charges was sold. As a consequence
all of the current and prior operations of that reporting unit have been reclassified to discontinued operations, including the aforementioned goodwill and
intangible asset impairment charge (see Note 6).

In addition to the asset impairment charges above, an inventory impairment charge, totaling $1.3 million was recorded as cost of revenue in fiscal 2003.
The above asset impairment charges, as well as the inventory impairment charge are exclusively related to the Company’s legacy 2G wireless test solution
products and do not include any assets related to the Company’s engineering services business, which ceased operations during the second quarter of fiscal
The exit costs associated with the Company'’s exit from the engineering services business totaled $151,000.

5. Discontinued Operations
On January 6, 2004, Comarco sold the assets of the reporting unit EDX. This reporting unit was formerly included in the wireless test solutions segmen

Pursuant to SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,” the consolidated financial statements of Comarco have
been reclassified to segregate the revenue, costs and expenses, assets and liabilities, and cash flows of EDX. The net operating results, assets, liabilities, an
cash flows of EDX have been reported as “discontinued operations.” Gross proceeds from the sale totaled $600,000.
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Additionally, during fiscal 2001, the Company sold its defense and commercial staffing businesses, the non—wireless businesses. Adjustments made to

estimated exit costs of these businesses are recorded as discontinued operations.

Following is summarized financial information for the discontinued operations (in thousands):

Years Ended January 31,

2005

Revenue $—

Income from discontinued operations of EDX (net of income tax expense (benefit) of $0, $148,
and ($954), respectively)

Income from discontinued operations of non—wireless businesses (net of income tax expense of
$0, $11, and $13, respectively) 325

Gain on disposal of EDX business (net of income tax expense of $0, $183, and $0, respectively) —

Income (loss) from discontinued operations $325

6.  Accounts Receivable
Accounts receivable consist of the following (in thousands):

Trade accounts receivable
Less: Allowances for doubtful accounts

2004 2003
$ 1,068 $ 1,337
$ 258 $(5,209)

19 24

319 —
$ 596 $(5,185)

January 31,

2005 2004
$6,107 $9,576
(831) (594)
$5,276 $8,982

During the fourth quarter of fiscal 2003, the Company recognized a credit to one of its customers in the amount of $3.2 million, applied as a reduction of
receivables and revenue. The credit was issued to a ChargeSource product line distributor in conjunction with a voluntary product safety recall of the Compar

70-watt AC power adapters.

During the third quarter of fiscal 2004, the remaining $1.1 million unused credit was recognized as revenue, upon the expiration of the right of return in

accordance with the recall agreement with Targus Group International (“Targus”).

7. Inventory
Inventory consists of the following (in thousands):

Raw materials
Work-in—process
Finished goods
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471 599
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8. Property and Equipment
Property and equipment consist of the following (in thousands):

January 31,
2005 2004

Office furnishings and fixtures $ 1,949 $ 1,758
Equipment 8,051 8,586
Purchased software 320 377
10,320 10,721

Less: Accumulated depreciation and amortization (8,166) (7,590)
$ 2,154 $ 3,131

During fiscal 2005, equipment and purchased software with a cost basis of $862,000 and $85,000, respectively, and accumulated depreciation of $842,
and $84,000, respectively, were retired upon completion of fixed asset physical inventory observations.

During the second quarter of fiscal 2004, equipment and purchased software with a cost basis of $1.8 million and $116,000 and accumulated depreciat
of $1.8 million and $106,000, respectively, were retired upon completion of a fixed asset physical inventory.

9. Software Development Costs

Software development costs consist of the following (in thousands):

January 31,
2005 2004
Capitalized software development costs $8,978 $8,978
Less: Accumulated amortization (5,435) (3,442)
$ 3,543 $5,536

Capitalized software development costs for the years ended January 31, 2005, 2004, and 2003 totaled $0, $2.8 million, and $3.8 million, respectively.
Included in the capitalized software development costs for the year ended January 31, 2003 is approximately $0.4 million paid to SwissQual, an affiliate of the
Company, for software development services related to Seven.Five, the Company’s new product platform, released in the first quarter of fiscal 2004.
Amortization of software development costs for the years ended January 31, 2005, 2004, and 2003 totaled $2.0 million, $2.8 million, and $2.7 million,

respectively, and have been reported in cost of revenue in the accompanying consolidated financial statements. Future amortization on a straight line basis fc
fiscal 2006, 2007, and 2008 is expected to be $1.8 million, $1.4 million, and $0.3 million, respectively.

During the first quarter of fiscal 2004, fully amortized software development costs totaling $3.2 million and the corresponding accumulated amortization
were retired.
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10. Goodwill and Acquired Intangible Assets
Goodwill and acquired intangible assets consist of the following (in thousands):

Goodwill

Acquired intangible assets:
Definite-lived intangible assets:
Software algorithms
License rights
Intellectual property rights

Less: accumulated amortization

Total acquired intangible assets, net

The following table presents goodwill by reportable segment:

Wireless
Test Solutions

Balance as of January 31, 2004 $ 1,898

Balance as of January 31, 2005 $ 1,898

Call Box

$ 496

$ 496

January 31,

2005 2004
$2,394 $2,394
$ 255 $ 255

1,073 971

1,244 788

2,572 2,014

(2,077) (526)
$ 1,495 $1,488

Mobile
Power Products

Total

$ —

$2,394

$ —

$2,394

The following table presents the future expected amortization of the definite-lived intangible assets (in thousands):

Fiscal year:
2006
2007
2008
2009
2010
Thereafter

Total estimated amortization expense

Amortization
Expense

$ 420
359
191
178
178
169

$ 1,495

The Company ceased amortizing goodwill and indefinite-lived intangible assets beginning February 1, 2002 upon adoption of SFAS No. 142.
Amortization of definite-lived acquired intangible assets for the years ended January 31, 2005, 2004, and 2003 amounted to $550,000, $326,000, and $200,(

respectively.

As discussed in Notes 2 and 5, $4.1 million of goodwill and $2.6 million of intangible assets including purchased technology and customer base were
written—off in fiscal 2003. During fiscal 2004, the Company acquired $520,000 in license rights related to mobile phone technologies. Additionally, the
Company recognized $788,000 of intellectual property rights through the purchase of 130,000 minority shares of CWT. During fiscal 2005, the Company
acquired $102,000 in license rights related to mobile phone technologies. Additionally, the Company recognized $456,000 of intellectual property rights throu

the purchase of 66,000 minority shares of CWT.
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The useful lives of the license rights related to mobile phone technologies are based upon the term of the underlying agreement and range from 1 to 4

years. The useful life of the intellectual property rights acquired through the purchase of minority interests is seven years and is based upon the life of CWT’s
core technology as evaluated by a qualified third party.

11. Accrued Liabilities
Accrued liabilities consist of the following (in thousands):

January 31,
2005 2004
Accrued payroll and related expenses $1,838 $1,403
Accrued divestiture liabilities — 213
Uninvoiced receipts 1,963 1,383
Accrued legal and professional fees 652 788
Accrued federal and state income taxes — 14
Accrued travel expenses 98 42
Accrued temporary labor 14 108
Due to affiliate 103 352
Other 338 496

$5,006 $4,799

12. Warranty Arrangements

Standard Warranty

The Company records an accrual for estimated warranty costs as products are sold. Warranty costs are estimated based on periodic analysis of historic
experience. Changes in the estimated warranty accruals are recorded when the change in estimate is identified. A summary of the standard warranty accrual
activity is shown in the table below (in thousands):

January 31,
2005 2004
Beginning balance $ 282 $ 313
Accruals for warranties issued during the period 450 511
Utilization (555) (542)
$ 177 $ 282
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Extended Warranty

Revenue for the Company’s extended warranty contracts is deferred and recognized on a straight line basis over the contract period. Costs incurred un
separately priced extended warranty arrangements are expensed as incurred. A summary of the extended warranty activity is shown in the table below (in
thousands):

January 31,
2005 2004
Beginning balance $ 1,904 $ 2,265
Recognition of revenue (1,690) (2,094)
Deferral of revenue for new contracts 894 1,733
$1,108 $1,904

13. Income Taxes
Income taxes from continuing operations consist of the following amounts (in thousands):

Years Ended January 31,

2005 2004 2003
Federal:
Current $ (393) $ 415 $ (295)
Deferred 2,508 (1,049) (2,159)
State:
Current (57) 417 (111)
Deferred 368 (791) (368)
$2,426 $(1,008) $(2,933)

During the years ended January 31, 2005, 2004, and 2003, the Company recognized a credit to additional paid—in capital corresponding to the reductio
income taxes payable in the amounts of $0, $348,000, and $586,000, respectively, as a result of the tax benefit from exercises of Company nonqualified stoc
options.

The effective income tax rate on loss from continuing operations differs from the United States statutory income tax rates for the reasons set forth in the
table below (dollars in thousands).

Years Ended January 31,

Computed “expected” tax on loss from
continuing operations before income taxes

State tax, net of federal benefit

Research and MIC credits

Change in valuation allowance

Receivable account adjustment

Other, net

Income tax expense (benefit)

Source: COMARCO INC, 10-K, May 11, 2005
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2005 2004 2003
Percent Percent Percent
Pretax Pretax Pretax
Amount Income Amount Income Amount Income
$(2,705) (34.00% $ (969) (34.00%  $(2,683) (34.0)%
(269) (3.4) (198) (6.9) (253) (3.2)
(501) (6.3) (170) (6.0) (204) (2.6)
6,256 78.6 — — — —
(446) (5.6) — — — —
91 1.2 329 11.5 207 2.6
$ 2,426 30.5%  $(1,008) (35.4)%  $(2,933) (37.2)%
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The receivable account adjustment relates to the third quarter tax benefit of $446,000 due to the generation of refund claims created upon completion o
our fiscal 2004 corporate tax returns in the third quarter.

The total income tax expense (benefit) recorded for the years ended January 31, 2005, 2004, and 2003 was recorded as follows (in thousands):

Years Ended January 31,

2005 2004 2003
Tax expense (benefit) from continuing operations $2,426 $(1,008) $(2,933)
Tax expense (benefit) from discontinued operations — 342 (941)

$2,426 $ (666) $(3,874)

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and liabilities at January 31, 2005 and 2004 are &
follows (in thousands):

January 31,
2005 2004
Deferred tax assets:

Accounts receivable $ 325 $ 321
Inventory 947 1,795
Property and equipment, principally due to differing depreciation methods 295 86
Employee benefits, principally due to accrual for financial reporting purposes 978 1,253
Accrued liabilities for financial reporting purposes 80 440
Research and manufacturer investment credit carryforwards 1,257 726

Net operating losses 3,214 —
Deferred revenue 398 1,123
Other 147 (233)
Total gross deferred tax assets 7,641 5,511

Less valuation allowance (6,256) —
Net deferred tax assets $1,385 $5,511

Deferred tax liabilities:

Software development costs $ 1,385 $2,309
Property and equipment, principally due to differing depreciation methods — 326
Total gross deferred tax liabilities $ 1,385 $2,635
Net deferred tax asset $ — $2,876

During the second quarter of fiscal 2005, as a result of incurring cumulative losses for a three year period, the Company established a valuation allowar
totaling approximately $2.9 million or the entire deferred tax asset, as reclassified. The Company reclassified $807,000 of reserves relating to research and
experimentation credits included in the current taxes receivable as of January 31, 2004 to the net deferred tax asset upon the determination that it was more |
than not that the benefit of $807,000 would not be realized.
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The Company has federal and state research and experimentation credit carryforwards of $910,000 and $1.1 million, which expire through 2025 and
indefinitely, respectively. Additionally, for state tax purposes, the Company has a manufacturer investment credit carryforward of $15,000, which expires
through 2010.

In addition, the Company has federal and State net operating loss carryforwards of $8.5 million and $6.3 million, which expire through 2025 and 2015,
respectively.

In assessing the realizability of deferred tax assets, management considers whether it is more likely than not that some portion or all of the deferred tax
assets will not be realized. The ultimate realization of deferred tax assets is dependent upon the generation of future taxable income. There was a $6.3 millior
valuation allowance for deferred tax assets as of January 31, 2005, based on management’s overall assessment of risks and uncertainties related to the Con
future ability to realize, and hence utilize, the deferred tax assets, and no valuation allowance for the year ended January 31, 2004. If the valuation allowance
$6.3 million is reversed in the future, $6.2 million will benefit the provision and $0.1 million will be credited to paid—in capital.

14. Stock Compensation

Comarco, Inc. has stock—-based compensation plans under which outside directors and certain employees receive stock options. The employee stock o
plans and a director stock option plan provide that officers, key employees, and directors may be granted options to purchase up to 2,704,337 shares of comt
stock of the Company at not less than 100 percent of the fair market value at the date of grant, unless the optionee is a 10 percent shareholder of the Compa
which case the price must not be less than 110 percent of the fair market value. Figures for these plans reflect a 3—for-2 stock split declared during the year
ended January 31, 2001. The options are exercisable in installments determined by the compensation committee of the Company’s Board of Directors; howe
no employee option may be exercised prior to one year following the grant of the option. The options expire as determined by the committee, but no later thar
ten years and one week after the date of grant (five years for 10 percent shareholders). These plans expire through December 2010.

Transactions and other information relating to these plans for the three years ended January 31, 2005 are summarized below:

Outstanding Options

Number of Weighted—Average
Shares Exercise Price

Balance, January 31, 2002 938,895 $ 13.66
Options granted 82,500 7.92
Options canceled or expired (117,500) 17.04
Options exercised (53,625) 4.71
Balance, January 31, 2003 850,270 13.21
Options granted 123,000 7.54
Options canceled or expired (97,000) 16.14
Options exercised (71,250) 4.30
Balance, January 31, 2004 805,020 12.77
Options granted 135,000 8.22
Options canceled or expired (36,000) 9.03
Options exercised (45,000) 5.36
Balance, January 31, 2005 859,020 $ 12.60
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The following table summarizes information about stock options outstanding at January 31, 2005:

Options Outstanding Options Exercisable

Weighted—Average

Range of Number Remaining Weighted-Average Number Weighted-Average
Exercise Prices Outstanding Contractual Life Exercise Price Exercisable Exercise Price
$ 6.911t09.89 357,000 6.1 $ 8.11 103,000 $ 8.41
10.00to 12.41 125,145 4.6 11.50 94,395 11.48
13.21t0 17.50 234,375 4.4 14.56 216,750 14.53
19.33to 23.67 142,500 53 21.63 142,500 21.63

$ 6.91 to 23.67 859,020 5.3 years 12.60 556,645 14.70

Stock options exercisable at January 31, 2005, 2004, and 2003 were 556,645, 523,395, and 600,895, respectively, at weighted—average exercise price

$14.70, $13.86, and $12.63, respectively. Shares available under the plans for future grants at January 31, 2005, 2004, and 2003 were 81,687, 188,187, and
223,437, respectively.

CWT also has a subsidiary stock option plan. Under this plan, officers and key employees of CWT may be granted options to purchase up to 600,000
shares of common stock of CWT at not less than 100 percent of the fair market value at the date of grant.

As of January 31, 2005, the Company owned all of the 3,353,000 outstanding shares of CWT common stock. The fair market value of the shares and tf
exercise dates of the options are determined by the compensation committee of the Company’s Board of Directors; however, no option may be exercised pric

one year following the grant of the option. The options expire as determined by the compensation committee, but not later than ten years and one week after
date of grant.

During the years ended January 31, 2005, 2004, and 2003, no options were granted under the CWT option plan. In the year ended January 31, 2003,
128,000 options were exercised at a weighted—average exercise price of $2.89 per share, and 6,000 options were canceled at a weighted—average exercise
of $17.62 per share. In the year ended January 31, 2004, 69,000 options were exercised at a weighted—average exercise price of $5.20. In the year ended Jz
31, 2005, 30,000 options were exercised at a weighted average exercise price of $4.30 per share.

Stock options exercisable at January 31, 2005, 2004, and 2003 were 49,000, 79,000, and 148,000, respectively, at weighted—average exercise prices ¢
$12.34, $9.29, and $7.38, respectively. Shares available under the plan for future grants at January 31, 2005 were 198,000.

The following table summarizes information about CWT stock options outstanding at January 31, 2005:

Options Outstanding Options Exercisable

Weighted-Average

Range of Number Remaining Weighted—Average Number Weighted—Average
Exercise Prices Outstanding Contractual Life Exercise Price Exercisable Exercise Price
$11.97 to 13.22 46,000 0.8 years $ 12.00 46,000 $ 12.00

17.62 3,000 2.1 17.62 3,000 17.62
$11.97 to 17.62 49,000 1.0 $ 12.34 49,000 $ 12.34
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15. Loss Per Share

The Company calculates basic earnings (loss) per share by dividing net income (loss) by the weighted average number of common shares outstanding
during the reporting period. Diluted earnings per share reflect the effects of potentially dilutive securities. Since the Company incurred a net loss for fiscal 200
2004, and 2003, basic and diluted net loss per share were the same because the inclusion of 11,678, 29,008 and 38,858 potentially dilutive securities,
respectively, would have been anti—dilutive. The reconciliation of the basic and diluted earnings per share computations is as follows (in thousands, except pe
share data):

Years Ended January 31,

2005 2004 2003

Basic and Diluted:

Loss from continuing operations $(10,381) $(1,842) $ (4,958)
Weighted average shares outstanding 7,327 7,139 6,993
Basic loss per share from continuing operations $ (1.41) $ (0.26) $ (0.71)
Income (loss) from discontinued operations $ 325 $ 596 $ (5,185)
Weighted average shares outstanding 7,327 7,139 6,993
Basic earning (loss) per share from discontinued operations $ 0.04 $ 0.09 $ (0.74)
Net loss $(10,056)  $(1,246)  $(10,143)
Weighted average shares outstanding 7,327 7,139 6,993
Basic loss per share $ (1.37) $ (0.17) $ (1.45)

16. Related Party Transactions

On July 31, 2001, the Company acquired an 18 percent equity stake in SwissQual for $1.0 million in cash. Based in Zuchwil, Switzerland, SwissQual is
developer of voice quality systems and software for measuring, monitoring, and optimizing the quality of mobile, fixed, and IP-based voice and data
communications. This investment is accounted for under the cost method and is included in other assets on the consolidated balance sheets.

Shipments to SwissQual for the years ended January 31, 2005, 2004 and 2003 totaled $5.4 million, $3.4 million, and $1.6 million, respectively. Account
receivable balances due from SwissQual at January 31, 2005 and 2004 were $1.1 million and $2.6 million, respectively. Additionally, revenue attributable to
shipments to SwissQual is deferred until receipt of payment. The amounts deferred at January 31, 2005 and 2004 were $1.0 million and $2.7 million,
respectively, included in deferred revenue on the accompanying consolidated balance sheets.

During the second quarter of fiscal 2004, the Company entered into a revenue sharing agreement with SwissQual whereby SwissQual receives 10% of
revenue on all Seven.Five product sales, less associated hardware costs. At January 31, 2005 and 2004, the Company had accrued $103,000 and $352,000
respectively, relating to amounts payable to SwissQual under the revenue sharing agreement. During fiscal 2005, the Company paid $822,000 to SwissQual
under the revenue sharing agreement. As of January 31, 2004, no amounts had been paid to SwissQual under the revenue sharing agreement.

During fiscal 2003, the Company entered into a software development agreement whereby SwissQual will develop software to be integrated into
Seven.Five. In fiscal 2003 the Company paid SwissQual $400,000 under the software development agreement to convert existing SwissQual software to ope
in the US environment. Because technological feasibility had been established, software development costs were capitalized.
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17. Employee Benefit Plans

The Company has a Savings and Retirement Plan (the “Plan”) that provides benefits to eligible employees. Under the Plan, as restated effective Janual
2001, employees are eligible to participate on the first of the month following 30 days of employment, provided they are at least 18 years of age, by contributir
between 1 percent and 20 percent of pre—tax earnings. Company contributions match employee contributions at levels as specified in the Plan document. In
addition, the Company may contribute a portion of its net profits as determined by the Board of Directors. Company contributions, which consist of matching
contributions, with respect to the Plan for the years ended January 31, 2005, 2004, and 2003 were approximately $389,000, $398,000, and $511,000,
respectively. During fiscal 2005 and 2004, the Company made matching contributions of $78,000 and $165,000, respectively, through forfeited matching fund
previously contributed to the plan.

The Company also maintains a non—qualified deferred compensation plan funded by Company executives and directors. See Note 2 for further discuss

18. Supplemental Disclosures of Cash Flow Information and Noncash Investing and Financing Activities

Years Ended January 31,

2005 2004 2003

(In thousands)
Cash paid during the year for:
Interest $ 2 $ 1 $ 23
Income taxes 110 2 594

In fiscal 2005, the Company issued 92,668 shares of the Company’s common stock with a fair value of $704,000 in connection with the purchase of CW
shares held by minority interests. In fiscal 2004, the Company issued 189,199 shares of the Company’s common stock with a fair value of $1,493,000 in
connection with the purchase of CWT shares held by minority interests. In fiscal 2003, the Company issued 61,869 shares of the Company’s common stock v
a fair value of $520,000 in connection with the purchase of CWT shares held by minority interests.

19. Business Segment Information
The Company has three reportable operating segments: wireless test solutions, call box, and mobile power products.

In fiscal 2004 the Company reported its revenues in two segments: wireless test solutions and wireless applications. In fiscal 2005 the Company increa:
the number of segments to three by separating the wireless applications segment into two separate segments, call box and mobile power products, to confort
how the chief operating decision—maker now reviews the business and to conform to current internal financial reporting. Segment information for prior years t
been restated to conform to the current year presentation.

Wireless test solutions designs and manufactures hardware and software tools for use by wireless carriers, equipment vendors, and others. Radio freqt
engineers, professional technicians, and others use these tools to design, deploy, and optimize wireless networks, and to verify the performance of the wirele
networks once deployed.

The call box segment designs and manufactures call box systems that provide emergency communication over existing wireless networks. In addition, 1
call box segment provides system installation and long—term maintenance services. Currently, the Company services and maintains approximately 12,000 ca
boxes under long-term agreements.
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The mobile power products segment designs and manufactures mobile power products for notebook computers, cellular telephones, PDAs, and other
handheld devices.

Performance measurement and resource allocation for the reportable segments are based on many factors. The primary financial measures used are
revenue and gross profit. The revenue, gross profit, gross margin, income (loss) from continuing operations before income taxes, and total assets attributable
these segments are as follows (in thousands):

Year Ended January 31, 2005

Wireless Mobile
Test Power

Solutions Call Box Products Corporate Total
Revenue $ 16,840 $ 6,595 $ 5,788 $ — $29,223
Cost of revenue 10,283 4,462 6,163 — 20,908
Gross profit (loss) $ 6,557 $ 2,133 $ (375) $ — $ 8,315
Gross margin 38.9% 32.3% (6.5)% — 28.5%
Income (loss) from continuing operations before income taxes $ (4,339) $ 606 $(4,339) $ 117 $(7,955)
Assets $ 16,813 $ 3,720 $ 5,458 $ 14,235 $40,226

Year Ended January 31, 2004

Wireless Mobile
Test Power

Solutions Call Box Products Corporate Total
Revenue $ 11,150 $ 6,964 $16,151 $ — $34,265
Cost of revenue 6,964 4,557 10,205 — 21,726
Gross profit $ 4,186 $ 2,407 $ 5,946 $ — $12,539
Gross margin 37.5% 34.6% 36.8% — 36.6%
Income (loss) from continuing operations before income taxes $ (2,265) $ 611 $(1,415) $ 219 $(2,850)
Assets $ 18,160 $ 3,385 $ 8,867 $ 21,727 $52,139

Year Ended January 31, 2003

Wireless Mobile
Test Power

Solutions Call Box Products Corporate Total
Revenue $ 10,090 $10,350 $15,246 $ — $35,686
Cost of revenue 13,369 5,803 10,836 — 30,008
Gross profit (loss) $ (3,279) $ 4,547 $ 4,410 $ — $ 5,678
Gross margin (32.5)% 43.9% 28.9% — 15.9%
Income (loss) from continuing operations before income taxes $(10,890) $ 2,480 $ 672 $ (153) $(7,891)
Assets $14,914 $ 6,247 $ 5,755 $ 23,399 $50,315
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Revenue by geographic area consisted of the following (in thousands):

Years Ended January 31,

2005 2004 2003
North America $ 15,415 $ 28,867 $29,575
Europe 7,168 3,105 4,230
Asia—Pacific 350 260 1,114
Latin America 6,290 2,033 767

$ 29,223 $ 34,265 $35,686

Long-lived assets outside of North America were not significant at January 31, 2005, 2004, and 2003.

We sell our products to wireless carriers, equipment vendors, and other customers located throughout the world. In fiscal 2005, 2004, and 2003, we
derived 53 percent, 84 percent, and 83 percent of our revenue, respectively, from customers in the United States and 47 percent, 16 percent, and 17 percent.
respectively, from customers in foreign countries, as determined by the “ship to” address. The sharp increase in the percentage of sales to foreign countries
during fiscal 2005 is due to the increase in sales of the WTS business, which is mostly to foreign countries, coupled with the decline in sales of the mobile pov
products business, which historically has been predominately sold in the United States. In fiscal 2005, sales to Brazil accounted for $5.6 million or 19.3 percel
of total revenue.

20. Commitments and Contingencies

Rental commitments under non—cancelable operating leases, principally on the Company’s office space and equipment, were $1.0 million at January 3:
2005, payable as follows (in thousands):

Operating
Leases
Fiscal Year:
2006 $ 576
2007 367
2008 38
Total minimum lease payments $ 981

Certain of the rental commitments are subject to increases based on the change in the Consumer Price Index. Rental expense for the years ended Jan
31, 2005, 2004, and 2003 was $0.9 million, $0.9 million, and $0.8 million, respectively.

Purchase Commitments with Suppliers

The Company generally issues purchase orders to its suppliers with delivery dates from four to six weeks from the purchase order date. In addition, the
Company regularly provides significant suppliers with rolling six—-month forecasts of material and finished goods requirements for planning and long—lead time
parts procurement purposes only. The Company is committed to accept delivery of materials pursuant to its purchase orders subject to various contract provi
that allow it to delay receipt of such order or allow it to cancel orders beyond certain agreed lead times. Such cancellations may or may not include cancellatic
costs payable by the Company. In the past, the Company has been required to take delivery of materials from its suppliers that were in excess of
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its requirements and the Company has previously recognized charges and expenses related to such excess material. If the Company is unable to adequately
manage its suppliers and adjust such commitments for changes in demand, it may incur additional inventory expenses related to excess and obsolete inventc
Such expenses could have a material adverse effect on the Company’s business, results of operations, and financial position.

Employer Matching Contribution to the Company’s Savings and Retirement Plan

The Company has obligations to match employee contributions made to the Company’s savings and retirement plan. Generally, the Company’s obligati
is equal to 100 percent of up to 5 percent of employees’ contribution amounts. If the Company is unable to meet the requisite matching, the Company’s Savin
and Retirement Plan may need to be amended.

Legal Contingencies

On March 16, 2005, Comarco Wireless Technologies, Inc. (“Comarco”) filed a complaint against Targus, Inc. (“Targus”) (Case No. 050004166, Superio
Court of The State of California in and for The County of Orange) for breach of contract, breach of implied duty of good faith and fair dealing, open book
account, goods had and received, account stated, quantum valebant, and unjust enrichment.

Targus was the exclusive distributor of our ChargeSource products through January 2004, at which time they were removed as the exclusive distributor
Throughout fiscal 2005, we continued to honor our obligations under non—cancelable and non-returnable purchase orders placed by Targus and accepted by
Comarco through the first quarter of fiscal 2005 in an attempt to affect an orderly wind—down of the relationship. During December 2004, Targus ceased maki
payments to Comarco for product shipped under an open book account. As of January 31, 2005, Targus and its affiliates owe Comarco approximately $1.0
million.

While Comarco believes this action is meritorious, this matter is in the very early stages and any loss of the amounts owed to the Company that may re:
from the outcome of this matter is not determinable or estimable. No significant provision has been made for losses, if any, which may result from the final
outcome of this matter.

During fiscal 2001, the Company sold a business that, among other things, provided airport management services. During the fourth quarter of fiscal 20
the Company was sued by a tenant at an airport where the Company provided management services pursuant to a contract with the County of Los Angeles (
to the sale of this business during the 2001 fiscal year). The claimant seeks damages of $2.0 million in addition to other unspecified damages. This matter is i
the very early stages and the outcome of this matter is not determinable or estimable. No provision has been made for losses, if any, which may result from tt
final outcome of this matter.

In addition to the matters discussed above, the Company is from time to time involved in various legal proceedings incidental to the conduct of its
business. The Company believes that the outcome of all such pending legal proceedings will not in the aggregate have a material adverse effect on its
consolidated results of operations and financial position.
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21. Quarterly Financial Data (Unaudited)
Unaudited summarized financial data by quarter for 2005 and 2004 are as follows (in thousands, except per share data):

Fiscal Year Quarters

Year ended

January 31, 2005 First Second Third Fourth
Revenue $9,070 $ 6,656 $ 6,715 $ 6,782
Gross profit 3,277 2,164 1,382 1,492
Operating loss (1,215) (1,726) (2,455) (2,811)
Loss from continuing operations (737) (4,954) (1,935) (2,755)
Discontinued operations ?3) 5) 222 111
Net loss (740) (4,959) (1,713) (2,644)
Basic loss per share $ (0.10) $ (0.68) $ (0.23) $ (0.36)
Diluted loss per share $ (0.10) $ (0.68) $ (0.23) $ (0.36)
Fiscal Year Quarters
Year ended
January 31, 2004 First Second Third Fourth
Revenue $ 6,220 $5,321 $10,873 $11,851
Gross profit 2,218 1,011 4,646 4,664
Operating income (loss) (1,488) (3,727) 1,294 800
Income (loss) from continuing operations (899) (2,301) 836 522
Discontinued operations 22 30 82 462
Net income (loss) 877) (2,271) 918 984
Basic earnings (loss) per share $ (0.12) $ (0.32) $ 0.13 $ 0.14
Diluted earnings (loss) per share $ (0.12) $ (0.32) $ 0.13 $ 0.14
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE
None.

ITEM 9A. CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

We maintain disclosure controls and procedures that are designed to ensure that information required to be disclosed in the periodic reports that \
file or submit with the SEC under the Securities Exchange Act of 1934 is recorded, processed, summarized, and reported within the time periods specif
in the rules and forms of the SEC, and that such information is accumulated and communicated to our management, including our Chief Executive Offic
and Chief Financial Officer, as appropriate, to allow timely decisions regarding required disclosure.

Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, evaluated the effectiveness of our disclosure
controls and procedures as of the period covered by this report on Form 10-K. Based upon this evaluation, our Chief Executive Officer and Chief
Financial Officer have concluded that our disclosure controls and procedures were effective as of the end of the period covered by this report on Form
10-K.

Changes in Internal Control Over Financial Reporting

In connection with the audit conducted of our consolidated financial statements for fiscal 2005, our Independent Registered Public Accounting Firt
BDO Seidman, LLP, advised our executive management and our audit committee of certain significant deficiencies in our internal control over financial
reporting. Under the auditing standards of the PCAOB, a significant deficiency is a control deficiency, or combination of control deficiencies, that
adversely affects a company’s ability to initiate, authorize, record, process, or report external financial data reliably in accordance with GAAP such that
there is a more than remote likelihood that a misstatement of the company’s annual or quarterly financial statements that is more than inconsequential \
not be prevented or detected.

BDO Seidman, LLP identified the following significant deficiencies in our internal control over financial reporting: (1) our Chief Financial Officer
and Corporate Controller had processing access to our primary accounting and financial reporting software application, or ERP system; (2) under certai
circumstances, our Corporate Controller had the ability to prepare and post journal entries without supervisory approval; (3) we had insufficiently
developed the accounting process with which to defer revenue attributable to sales of our wireless test solutions hardware and software products that d
not strictly conform to a corresponding customer’s purchase order; and (4) we have a variety of control deficiencies that were primarily identified with
respect to our IT general controls, our disbursement processes, and our payroll processes that, in the aggregate, were deemed to be a significant defici

Beginning in the fourth quarter of fiscal 2005, we took a number of corrective actions to address three of these significant deficiencies, including:

. providing our Chief Financial Officer and Corporate Controller with “read—only” access to our ERP system with no processing rights
(implemented during the fourth quarter of fiscal 2005);

. requiring all journal entries prepared by our Corporate Controller to be approved by our Chief Financial Officer (implemented during the fourtt
quarter of fiscal 2005); and

. implementing a formal procedure requiring our Corporate Controller to approve and defer all Wireless Test Solutions revenue relating to
product shipments that require a deviation with respect to product specification and configuration (implemented during the first quarter of fisce
2006 ended April 30, 2005).
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Furthermore, we have begun to address a number of the individual deficiencies that, in the aggregate, culminate in the fourth significant deficienc
noted above. We expect that a majority of these deficiencies will be satisfactorily remediated by the second quarter of fiscal 2006, ending July 31, 2005

While, as discussed above, we established additional controls to address the significant deficiencies, no change in our internal control over financ
reporting occurred during our fourth fiscal quarter ended January 31, 2005 that has materially affected, or is reasonably likely to materially affect, our
internal control over financial reporting.

ITEM 9B. OTHER INFORMATION
None.
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ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this Item 10 is included in the Company’s definitive proxy statement for its fiscal 2005 annual meeting of shareholders to be
held on June 21, 2005 and is incorporated herein by reference.

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item 11 is included in the Company’s definitive proxy statement for its fiscal 2005 annual meeting of shareholders to be
held on June 21, 2005 and is incorporated herein by reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED STOCKHOLDER
MATTERS

The information required by this Item 12 is included in the Company'’s definitive proxy statement for its fiscal 2005 annual meeting of shareholders to be
held on June 21, 2005 and is incorporated herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this Item 13 is included in the Company’s definitive proxy statement for its fiscal 2005 annual meeting of shareholders to be
held on June 21, 2005 and is incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by this Item 14 is included in the Company’s definitive proxy statement for its fiscal 2005 annual meeting of shareholders to be
held on June 21, 2005 and is incorporated herein by reference.

73

Source: COMARCO INC, 10-K, May 11, 2005



Table of Contents

ITEM 15.

(@)

1.

10.

PART IV

EXHIBITS AND FINANCIAL STATEMENT SCHEDULES

Financial Statements (See ltem 8)

Financial Statement Schedule:
The following additional information for the years ended January 31, 2005, 2004, and 2003 is submitted herewith:
Il Valuation and Qualifying Accounts
All other schedules are omitted because the required information is not present in amounts sufficient to require submission of the schedule o

because the information required is included in the consolidated financial statements or the notes thereto.

Exhibits

3.1 Articles of Incorporation. The Articles of Incorporation are incorporated herein by reference from the Company’s report on Form 10-Q
filed with the Securities and Exchange Commission on December 12, 2000.

3.2 By-Laws. The By-Laws are incorporated by reference from the Company’s report on Form 10-Q for the quarter ended July 31, 1986.

3.3 Certificate of Determination of Series A Participating Preferred Stock. The Certificate of Determination is incorporated herein by reference
from the Company’s Registration Statement on Form 8-A filed with the Securities and Exchange Commission on February 6, 2003.
Instruments defining the rights of security holders

4.1 Rights Agreement, dated February 5, 2003, between Comarco, Inc. and U.S. Stock Transfer Corporation, as rights agent. The Rights
Agreement is incorporated herein by reference from the Company’s Registration Statement on Form 8-A filed with the Securities and
Exchange Commission on February 6, 2003.

Material Contracts

10.1 1982 Stock Option Plan. The restated 1982 Stock Option Plan is incorporated herein by reference from Exhibit C to the Company’s
definitive Proxy Materials filed with the Securities and Exchange Commission on June 25, 1986.

10.2 Director Stock Option Plan dated July 1, 1987 is incorporated by reference from the Company’s report on Form 10-K for the year ended
January 31, 1988.

10.3 Nongqualified Employee Stock Option Plan for Comarco Wireless Technologies, Inc. dated August 1994 is incorporated by reference from
the Company'’s report on Form 10-Q for the quarter ended October 30, 1994.

10.4 1995 Employee Stock Option Plan is incorporated by reference from the Company’s report on Form S-8 filed with the Securities and
Exchange Commission on October 5, 1995.

10.5 Severance Compensation Agreement dated September 9, 2003 between the Company and Gregory Maton, Senior Vice President, regard
severance compensation in the event of a change in control of the Company incorporated herein by, reference from the Company’s report
Form 10-K for the year ended January 31, 2004.
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10.6

10.7

10.8

21.1
23.1
23.2
311
31.2
321
32.2
99.1

Severance Compensation Agreement dated September 9, 2003 between the Company and Daniel R. Lutz, Vice President and Chief Financi
Officer, regarding severance compensation in the event of a change in control of the Company incorporated herein by, reference from the
Company’s report on Form 10-K for the year ended January 31, 2004.

Severance Compensation Agreement dated September 9, 2003 between the Company and Thomas A. Franza, President and Chief Executi
Officer, regarding severance compensation in the event of a change in control of the Company incorporated herein by, reference from the
Company'’s report on Form 10-K for the year ended January 31, 2004.

Severance Compensation Agreement dated September 9, 2003 between the Company and Peggy Vessell, Vice President and Secretary,
regarding severance compensation in the event of a change in control of the Company incorporated herein by, reference from the Company’
report on Form 10-K for the year ended January 31, 2004.

Subsidiaries of the Company

Consent of Independent Registered Public Accounting Firm—BDO Seidman, LLP

Consent of Independent Registered Public Accounting Firm—KPMG LLP

Certification of Chief Executive Officer Pursuant to Section 302 of Sarbanes—Oxley Act of 2002

Certification of Chief Financial Officer Pursuant to Section 302 of Sarbanes—Oxley Act of 2002

Certification of Chief Executive Officer Pursuant to Section 906 of Sarbanes—Oxley Act of 2002

Certification of Chief Financial Officer Pursuant to Section 906 of Sarbanes—Oxley Act of 2002

Supplement to Registrant’s Registration Statements on Form S-8
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SIGNATURES
Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on:
behalf by the undersigned, thereunto duly authorized, on May 11, 2005.

CoMARcO, INC.

/s| _THOMAS A FRANZA

Thomas A. Franza
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf by the
Registrant and in the capacities and on the dates so indicated.

Signature Title Date

s/ THOMAS A FRANZA President and Chief Executive Officer (Principal May 11, 2005
Executive Officer)

Thomas A. Franza

/s/ DWELR, LYTZ Vice President and Chief Financial Officer (Principal May 11, 2005
Financial and Accounting Officer)
Daniel R. Lutz
/s/ PN M. BAILEY Chairman of the Board May 11, 2005
Don M. Bailey
/s/ GRALD D, GRIFFIN Director May 11, 2005

Gerald D. Griffin

/sl FFFREYR HULTMAN Director May 11, 2005

Jeffrey R. Hultman

s/ ERIKVANDER KAAY Director May 11, 2005

Erik van der Kaay
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SCHEDULE II—VALUATION AND QUALIFYING ACCOUNTS
Three Years Ended January 31, 2005
(In thousands)

Balance at Charged to Other Changes
Beginning of Cost and Add Balance at
Year Expense Deductions (Deduct) End of Year
Year ended January 31, 2005:
Allowance for doubtful accounts and provision for
unbilled receivables (deducted from accounts
receivable) $ 594 $ 267 $ 30(1) $ — $ 831
Year ended January 31, 2004:
Allowance for doubtful accounts and provision for
unbilled receivables (deducted from accounts
receivable) $ 217 $ 559 $ 186(1) $ 4(2) $ 594
Year ended January 31, 2003:
Allowance for doubtful accounts and provision for
unbilled receivables (deducted from accounts
receivable) $ 256 $ 24 $ 63(1) $ — $ 217
(1) Write—off of uncollectible receivables.
(2) Collection of previously written—off receivables.
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EXHIBIT 21.1
Subsidiaries of the Company

The following are the significant subsidiaries of Comarco, Inc.:

. Comarco Wireless Technologies, Inc. (CWT), incorporated in the state of Delaware.

. Comarco Wireless International, Inc. (formerly known as Comarco Wireless Europe, Inc.), incorporated in the State of Delaware.
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EXHIBIT 23.1

Consent of Independent Registered Public Accounting Firm

Comarco, Inc.
Irvine, California

We hereby consent to the incorporation by reference in the Registration Statements on Form S-8 (No. 33-42350, 33-37863, 33-44943, 33-45096,
33-50068, 33-63219, 333-1749, 333-78677 and 333-42350) of Comarco, Inc. of our report dated March 24, 2005, except for certain major customer
information in note 2 as to which the date is April 29, 2005, relating to the consolidated financial statements and schedule, which appears in the Annual Repo
Shareholders, which is incorporated by reference in this Annual Report on Form 10-K.

/sl  BDO Seidman, LLP

May 10, 2005
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CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
COMARCO, Inc.

We consent to the incorporation by reference in the Registration Statements (Nos. 33-42350, 33-37863, 33-44943, 33-45096, 33—-50068, 33-63219,
333-1749, 333-78677, and 333-42350) on Forms S-8 of Comarco, Inc. of our report dated May 9, 2004 except as to note 19, which is as of May 9, 2005,
relating to the consolidated balance sheet of Comarco, Inc. and subsidiaries as of January 31, 2004, and the related consolidated statements of operations,
stockholders’ equity, and cash flows for each of the years in the two-year period ended January 31, 2004, and the related schedule, which report appears in
January 31, 2005 annual report on Form 10-K of Comarco, Inc. and subsidiaries.

/sl KPMG LLP

Costa Mesa, California
May 11, 2005
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Certification of Chief Executive Officer
Pursuant to Section 302 of the
Sarbanes—Oxley Act of 2002

I, Thomas A. Franza, Chief Executive Officer of Comarco, Inc., certify that:

1. | have reviewed this report on Form 10-K of Comarco, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make th
statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by thic
report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the
financial condition, results of operations, and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervisi
to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

c) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likel
to materially affect, the registrant’s internal control over financial reporting;

5.  The registrant’s other certifying officer(s) and | have disclosed, based on our most recent evaluation of internal control over financial reporting, to
the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize, and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal
control over financial reporting.

Date: May 11, 2005 /s THOMAS A FRANZA
Thomas A. Franza
Chief Executive Officer
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EXHIBIT 31.2

Certification of Chief Financial Officer
Pursuant to Section 302 of the
Sarbanes—Oxley Act of 2002

I, Daniel R. Lutz, Chief Financial Officer of Comarco, Inc., certify that:

1. | have reviewed this report on Form 10-K of Comarco, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make th
statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by thic
report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the
financial condition, results of operations, and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervisi
to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

c) disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likel
to materially affect, the registrant’s internal control over financial reporting;

5.  The registrant’s other certifying officer(s) and | have disclosed, based on our most recent evaluation of internal control over financial reporting, to
the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize, and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal
control over financial reporting.

Date: May 11, 2005 /s| DMNIEEL R, |UTZ
Daniel R. Lutz
Chief Financial Officer
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EXHIBIT 32.1

Certification of Chief Executive Officer
Pursuant to Section 906 of the
Sarbanes—Oxley Act of 2002

In connection with this annual report on Form 10-K of Comarco, Inc. |, Thomas A. Franza, Chief Executive Officer of Comarco, Inc., certify, pursuant to
Section 906 of the Sarbanes—Oxley Act of 2002, that, to my knowledge:

1.  This annual report on Form 10-K fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

2. The information contained in this report fairly presents, in all material respects, the financial condition and results of operations of Comarco, Inc.

Date: May 11, 2005 /s/ THOMAS A ERANZA
Thomas A. Franza
Chief Executive Officer

A signed original copy of this written statement required by Section 906 has been provided to the Company and will be retained by the Company and
furnished to the Securities and Exchange Commission or its staff upon request.
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EXHIBIT 32.2
Certification of Chief Financial Officer
Pursuant to Section 906 of the
Sarbanes—Oxley Act of 2002

In connection with this annual report on Form 10-K of Comarco, Inc. |, Daniel R. Lutz, Chief Financial Officer of Comarco, Inc., certify, pursuant to
Section 906 of the Sarbanes—Oxley Act of 2002, that, to my knowledge:

1.  This annual report on Form 10-K fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934; and

2. Theinformation contained in this report fairly presents, in all material respects, the financial condition and results of operations of Comarco, Inc.

Date: May 11, 2005 /s/ DMWELR, |YTZ
Daniel R. Lutz
Chief Financial Officer

A signed original copy of this written statement required by Section 906 has been provided to the Company and will be retained by the Company and furnishe
to the Securities and Exchange Commission or its staff upon request.

Source: COMARCO INC, 10-K, May 11, 2005



EXHIBIT 99.1
Supplement to Registrant’s Registration Statements on Form S-8

In accordance with the requirements of Form S-8, the registrant hereby supplements any discussion of the indemnification provisions of the registrant i
all of the registrant’s registration statements previously filed on Form S-8 with the following undertaking:

Insofar as indemnification for liabilities arising under the Securities Act of 1933 may be permitted to directors, officers, and controlling persons of the
registrant pursuant to the foregoing provisions, or otherwise, the registrant has been advised that in the opinion of the Securities and Exchange Commission
indemnification is against public policy as expressed in the Act and is, therefore, unenforceable. In the event that a claim for indemnification against such
liabilities (other than the payment by the registrant of expenses incurred or paid by a director, officer, or controlling person of the registrant in the successful
defense of any action, suit, or proceeding) is asserted by such director, officer, or controlling person in connection with the securities being registered, the
registrant will, unless in the opinion of its counsel the matter has been settled by controlling precedent, submit to a court of appropriate jurisdiction the questic
whether such indemnification by it is against public policy as expressed in the Act and will be governed by the final adjudication of such issue.

Created by 10KWizard _www.10KWizard.com
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