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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

For the Quarterly Period Ended September 30, 2004

OR

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: 000-50726

Google Inc.

(Exact name of registrant as specified in its charter)
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Delaware 77-0493581
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification Number)

1600 Amphitheatre Parkway
Mountain View, CA 94043
(Address of principal executive offices)

(Zip code)

(650) 623-4000

(Registrant s telephone number, including area code)

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 1934 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 x NO ~

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act) YES © NO x

At October 31, 2004, the number of shares outstanding of the registrant s Class A common stock was 57,857,182 shares and the number of shares
outstanding of the registrant s Class B common stock was 215,558,768 shares.
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ITEM 1. FINANCIAL STATEMENTS

Assets

Current assets:

Cash and cash equivalents

Short-term investments

Accounts receivable, net of allowance of $4,670 and
Income taxes receivable

Deferred income taxes

Prepaid revenue share, expenses and other assets

Total current assets
Property and equipment, net
Goodwill

Intangible assets, net

PART I FINANCIAL INFORMATION

Google Inc.

CONSOLIDATED BALANCE SHEETS

(in thousands, except par value)

$4,559

Prepaid revenue share, expenses and other assets, non-current

Total assets

Liabilities, Redeemable Convertible Preferred Stock Warrant and Stockholders Equity

Current liabilities:

Accounts payable

Accrued compensation and benefits

Accrued expenses and other current liabilities
Accrued revenue share

Deferred revenue

Income taxes payable

Current portion of equipment leases

Total current liabilities

Long-term portion of equipment leases

Deferred revenue, long-term

Liability for stock options exercised early, long-term
Deferred income taxes

Other long-term liabilities

Commitments and contingencies

Table of Contents

As of
December 31,

2003

$ 148,995
185,723
154,690

22,105
48,721

560,234
188,255
87,442
18,114
17,413

$ 871,458

$ 46,175
33,522

26,411

88,672

15,346

20,705

4,621

235,452
1,988
5,014
6,341

18,510
1,512

As of
September 30,

2004

(unaudited)

$ 344,469
1,513,887
233,057
115,070
48,455

105,273

2,360,211
362,609
101,815

43,660
20,223

$ 2,888,518

$ 49,557
53,841
44,185
101,973
21,888

3,026

274,470
63
6,344
7,206

11,412



Redeemable convertible preferred stock warrant

Stockholders equity:

Edgar Filing: Google Inc. - Form 10-Q

Convertible preferred stock, $0.001 par value, issuable in series: 164,782 and 100,000 shares authorized at

December 31, 2003 and September 30, 2004, 71,662 and no shares issued and outstanding at December 31, 2003
and September 30, 2004

Class A and Class B common stock, $0.001 par value: 700,000 and 9,000,000 shares authorized at December 31,
2003 and September 30, 2004, 160,866 and 273,228 shares issued and outstanding, excluding 11,987 and 8,772

shares subject to repurchase at December 31, 2003 and September 30, 2004

Additional paid-in capital

Note receivable from officer/stockholder
Deferred stock-based compensation
Accumulated other comprehensive income

Retained earnings

Total stockholders equity

Total liabilities, redeemable convertible preferred stock warrant and stockholders equity

Table of Contents

See accompanying notes.

13,871

44,346

161
725,219
(4,300)
(369,668)
1,660
191,352

588,770

$ 871,458

273
2,497,299

(292,690)

(2,230)
386,371

2,589,023

$ 2,888,518
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Google Inc.

CONSOLIDATED STATEMENTS OF INCOME

(in thousands, except per share amounts)

Three Months Ended Nine Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited)

Revenues $393,942 $ 805,887 $ 953,759 $2,157,722
Costs and expenses:
Cost of revenues 170,390 362,099 374,986 1,003,874
Research and development 32,774 57,409 62,771 138,190
Sales and marketing 36,575 65,512 79,164 170,193
General and administrative 13,853 40,774 36,415 87,857
Stock-based compensation(1) 73,794 67,981 144,377 219,215
Non-recurring portion of settlement of disputes with Yahoo 201,000 201,000
Total costs and expenses 327,386 794,775 697,713 1,820,329
Income from operations 66,556 11,112 256,046 337,393
Interest income and other, net 464 3,866 1,183 2,668
Income before income taxes 67,020 14,978 257,229 340,061
Provision (benefit) for income taxes 46,594 (37,005) 178,835 145,042
Net income $ 20,426 $ 51,983 $ 78,394 $ 195,019
Net income per share:
Basic $ 0.14 $ 0.25 $ 0.58 $ 1.14
Diluted $ 0.08 $ 0.19 $ 0.31 $ 0.73
Number of shares used in per share calculations:
Basic 141,412 205,007 134,820 170,511
Diluted 257,948 274,735 254,664 268,394
(1) Stock-based compensation is allocated as follows (see Note 1):

Three Months Ended Nine Months Ended

September 30, September 30,
2003 2004 2003 2004
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Cost of revenues

Research and development
Sales and marketing
General and administrative

Table of Contents
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(unaudited)
$ 3,008 $ 1,99 $ 5,821 $ 9,618
43,878 42,120 82,115 134,222
15,819 11,580 30,530 39,156
11,089 12,285 25,911 36,219
$ 73,794 $ 67,981 $ 144,377 $ 219,215

See accompanying notes.
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Google Inc.

CONSOLIDATED STATEMENTS OF CASH FLOWS

Operating activities

Net income

Adjustments:

Depreciation and amortization of property and equipment
Amortization of intangibles and warrants

In-process research and development

Stock-based compensation

Tax benefits from exercise of warrants

Non-recurring portion of settlement of disputes with Yahoo
Changes in assets and liabilities, net of effects of acquisitions:
Accounts receivable

Income taxes, net

Prepaid revenue share, expenses and other assets

Accounts payable

Accrued expenses and other liabilities

Accrued revenue share

Deferred revenue

Net cash provided by operating activities

Investing activities

Purchases of property and equipment
Purchases of short-term investments
Maturities and sales of short-term investments
Purchases of other investments

Acquisitions, net of cash acquired

Net cash used in investing activities

Financing activities

Proceeds from exercise of stock options, net

Proceeds from exercise of warrants

Net proceeds from initial public offering

Payment of note receivable from officer/stockholder
Payments of principal on capital leases and equipment loans

Net cash provided by financing activities

Table of Contents

(in thousands)

Nine Months Ended
September 30,
2003 2004
(unaudited)
$ 78,394 $ 195,019
28,203 85,620
8,975 10,393
11,618 950
144,377 219,215
144,971
201,000
(54,574) (78,361)
8,120 (182,415)
(29,156) (54,134)
35,175 3,369
15,545 42,148
57,991 13,301
4,234 7,871
308,902 608,947
(120,310) (259,915)
(105,229) (2,877,309)
130,149 1,548,334
(4,999)
(39,958) (10,833)
(135,348) (1,604,722)
10,649 10,159
21,944
1,161,446
4,300
(6,435) (3,521)
4,214 1,194,328
8
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Effect of exchange rate changes on cash and cash equivalents

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of period

Supplemental disclosures of cash flow information
Cash paid for interest

Cash paid for taxes

Acquisition related activities:
Issuance of common stock in connection with acquisitions, net of deferred stock-based compensation

See accompanying notes.
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(104)

177,664
57,752

$ 235,416

$ 1,300

$ 170,812

$ 64,243

(3,079)
195,474
148,995

$ 344,469
$ 611
$ 181,967
$ 7,112
9
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

Note 1. The Company and Summary of Accounting Policies

Nature of Operations

Google Inc. ( Google orthe Company ) was incorporated in California in September 1998. The Company re-incorporated in the State of Delaware
in August 2003. The Company offers highly targeted advertising solutions, global Internet search solutions through its own destination Internet
site and intranet solutions via an enterprise search appliance.

Basis of Consolidation

The consolidated financial statements include the accounts of Google and its wholly-owned subsidiaries. All intercompany balances and
transactions have been eliminated.

Unaudited Interim Financial Information

The accompanying consolidated balance sheet as of September 30, 2004, the consolidated statements of income for the three and nine months
ended September 30, 2003 and 2004, and the consolidated statements of cash flows for the nine months ended September 30, 2003 and 2004 are
unaudited. These unaudited interim consolidated financial statements have been prepared in accordance with U.S. generally accepted accounting
principles. In the opinion of the Company s management, the unaudited interim consolidated financial statements include all adjustments of a
normal recurring nature necessary for the fair presentation of the Company s financial position at September 30, 2004, its results of operations for
the three and nine months ended September 30, 2003 and 2004, and its cash flows for the nine months ended September 30, 2003 and 2004. The
results of operations for the three and nine months ended September 30, 2004 are not necessarily indicative of the results to be expected for the
year ending December 31, 2004.

These unaudited interim consolidated financial statements should be read in conjunction with the consolidated financial statements and related
notes included in the Company s Registration Statement on Form S-1 filed on April 29, 2004, as amended.

Use of Estimates
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The preparation of interim consolidated financial statements in conformity with generally accepted accounting principles requires management
to make estimates and assumptions that affect the reported amounts of assets and liabilities, disclosure of contingent assets and liabilities at the
date of the financial statements, and the reported amounts of revenues and expenses during the reported period. On an on-going basis, the
Company evaluates its estimates, including those related to accounts receivable allowances, fair values of investments, fair values of acquired
intangible assets and goodwill, useful lives of intangible assets and property and equipment and income taxes among others. While the Company
bases its estimates on historical experience and on various other assumptions that management believe to be reasonable under the circumstances,
actual results may differ materially from these estimates under different assumptions or conditions.
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

Revenue Recognition

The following table presents the Company s revenues (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited)

Advertising revenues:

Google web sites $207,239 $411,671 $548,240 $ 1,058,645
Google Network web sites 174,444 384,285 373,246 1,064,263
Total advertising revenues 381,683 795,956 921,486 2,122,908
Licensing and other revenues 12,259 9,931 32,273 34,814
Revenues $393,942 $805,887 $953,759 $2,157,722

In the first quarter of 2000, the Company introduced its first advertising program through which it offered advertisers the ability to place
text-based ads on Google web sites targeted to users search queries. Advertisers paid the Company based on the number of times their ads were
displayed on users search results pages, and the Company recognized revenue at the time these ads appeared. In the fourth quarter of 2000, the
Company launched Google AdWords, an online self-service program that enables advertisers to place text-based ads on Google web sites.
AdWords advertisers originally paid the Company based on the number of times their ads appeared on users search results pages. In the first
quarter of 2002, the Company began offering AdWords exclusively on a cost-per-click basis, so that an advertiser pays the Company only when
a user clicks on one of its ads. The Company recognizes as revenue the fees charged advertisers each time a user clicks on one of the text-based
ads that are displayed next to the search results on Google web sites. Effective January 1, 2004, the Company now offers a single pricing
structure to all of its advertisers based on the AdWords cost-per-click model.

Google AdSense is the program through which the Company distributes its advertisers text-based ads for display on the web sites of the Google
Network members. In accordance with Emerging Issues Task Force ( EITF ) Issue No. 99-19, Reporting Revenue Gross as a Principal Versus Net
as an Agent, the Company recognizes as revenues the fees it receives from its advertisers. This revenue is reported gross primarily because the
Company is the primary obligor to its advertisers.
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The Company generates fees from search services through a variety of contractual arrangements, which include per-query search fees and search
service hosting fees. Revenues from set-up and support fees and search service hosting fees are recognized on a straight-line basis over the term
of the contract, which is the expected period during which these services will be provided. The Company s policy is to recognize revenues from
per-query search fees in the period queries are made and results are delivered.

The Company provides search services pursuant to certain AdSense agreements. Management believes that search services and revenue share
arrangements represent separate units of accounting pursuant to EITF 00-21 Revenue Arrangements with Multiple Deliverables. These separate
services are provided simultaneously to the Google Network member and are recognized as revenues in the periods provided.

The Company also generates fees from the sale and license of its Search Appliance, which includes hardware, software and generally 12 to 24
months of post-contract support. As the elements are not sold separately, sufficient vendor-specific objective evidence does not exist for the
allocation of revenue. As a result,
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

the entire fee is recognized ratably over the term of the post-contract support arrangement in accordance with Statement of Position 97-2,
Software Revenue Recognition, as amended.

Deferred revenue is recorded when payments are received in advance of the Company s performance in the underlying agreement on the
accompanying consolidated balance sheets.

Cost of Revenues

Cost of revenues consists primarily of traffic acquisition costs. Traffic acquisition costs consist of amounts owed to Google Network members.
These amounts owed are primarily based on revenue share arrangements under which the Company pays its Google Network members most of
the fees it receives from its advertisers. In addition, certain AdSense agreements obligate the Company to make guaranteed minimum revenue
share payments to Google Network members based on their achieving defined performance terms, such as number of search queries or
advertisements displayed. The Company amortizes guaranteed minimum revenue share prepayments (or accretes an amount payable to its
Google Network members if the payment is due in arrears) based on the number of search queries or advertisements displayed on the Google
Network member s web site. In addition, concurrent with the commencement of certain AdSense agreements, the Company purchased certain
items from, or provided other consideration to, its Google Network members. These amounts are amortized on a ratable basis over the related
term of the agreement.

Traffic acquisition costs were $143.5 million and $302.9 million in the three months ended September 30, 2003 and 2004, and $310.2 million
and $851.0 million in the nine months ended September 30, 2003 and 2004.

In addition, cost of revenues consists of the expenses associated with the operation of the Company s data centers, including depreciation, labor,
energy and bandwidth costs. Cost of revenues also includes credit card and other transaction fees relating to processing customer transactions as
well as expenses related to the amortization of purchased and licensed technologies.

Stock-based Compensation

Stock-based compensation as shown on the accompanying consolidated income statements consists of amortization of deferred stock-based
compensation related to restricted shares and options to purchase Class A and Class B common stock to employees and the values of options to
purchase such stock issued to non-employees.
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As permitted by Statement of Financial Accounting Standards ( SFAS ) No. 123, Accounting for Stock-based Compensation ( SFAS 123 ), the
Company accounts for employee stock-based compensation in accordance with Accounting Principles Board Opinion ( APB ) No. 25, Accounting
for Stock Issued to Employees ( APB 25 ), and related interpretations. Under APB 25, deferred compensation for options granted to employees is
equal to its intrinsic value, determined as the difference between the exercise price and the reassessed value for accounting purposes of the
underlying stock on the date of grant.

Prior to the initial public offering, the Company typically granted stock options at exercise prices equal to or less than the value of the
underlying stock as determined by our board of directors on the date of option grant. For purposes of financial accounting, the Company has
applied hindsight to arrive at reassessed values for the shares underlying these options. The Company has recorded deferred stock-based
compensation equal to the difference between these reassessed values and the exercise prices. After the initial public offering, options have been
granted at exercise prices equal to the fair market value of the underlying stock on the date of option grant.
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

In connection with restricted shares and unvested stock options granted to employees, the Company recorded deferred stock-based compensation
costs of $280.5 million and $4.5 million for the three months ended September 30, 2003 and 2004, and $456.9 million and $138.7 million for the
nine months ended September 30, 2003 and 2004.

Net amortization of deferred stock-based compensation related to stock options granted to employees totaled $69.6 million and $63.0 million in
the three months ended September 30, 2003 and 2004 and $134.6 million and $208.8 million in the nine months ended September 30, 2003 and
2004. The deferred stock-based compensation is being amortized using the accelerated vesting method, in accordance with SFAS 123,

EITF 96-18, Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in connection with Selling, Goods or
Services ( EITF 96-18 ), and Financial Accounting Standards Board ( FASB ) Interpretation ( FIN ) No. 28, over the vesting period of each
respective restricted share and stock option, generally over four or five years. The remaining unamortized, deferred stock-based compensation
for all restricted shares and stock option grants through September 30, 2004 assuming no change in the stock option accounting rules and
assuming all employees remain employed at Google for their remaining vesting periods will be expensed as follows over the remaining three
months of 2004 and each of the next four years and thereafter (in millions):

(unaudited)
2004 $ 54.6
2005 139.2
2006 67.5
2007 24.4
2008 5.3
Thereafter 1.7

$ 292.7

The Company accounts for stock awards issued to non-employees in accordance with the provisions of SFAS 123 and EITF 96-18. Under SFAS
123 and EITF 96-18, the Company uses the Black-Scholes method to measure the value of options granted to non-employees at each vesting
date to determine the appropriate charge to stock-based compensation.

The Company recorded stock-based compensation expense for the value of stock options earned by non-employees of $4.2 million and $5.0
million in the three months ended September 30, 2003, 2004 and $9.8 million and $10.4 million in the nine months ended September 30, 2003,
2004. No options that vest over time were granted to non-employees in the nine months ended September 30, 2004.

Pro forma information regarding net income has been determined as if the Company had accounted for its employee stock options under the
method prescribed by SFAS 123. The resulting effect on pro forma net income disclosed may not be representative of the effects on net income
on a pro forma basis in future years.
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

Had compensation cost for options granted under the option plans been determined based on the fair value method prescribed by SFAS 123, the
Company s net income and net income per share would have been adjusted to the pro forma amounts below (in thousands, except per share data):

Three Months Ended Nine Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited)

Net income, as reported $ 20,426 $ 51,983 $ 78,394 $ 195,019
Add: Stock-based employee compensation expense included in reported net
income 69,617 62,957 134,606 208,760
Deduct: Total stock-based employee compensation expense under the fair value
based method for all awards (70,372) (69,935) (136,081) (218,534)
Net income, pro forma $ 19,671 $ 45,005 $ 76919 $ 185,245
Net income per share:
As reported basic $ 0.14 $ 025 $ 0.58 $ 1.14
Pro forma basic $ 0.14 $ 022 $ 0.57 $ 1.09
As reported diluted $ 0.08 $ 0.19 $ 0.31 $ 0.73
Pro forma diluted $ 0.08 $ 0.16 $ 0.30 $ 0.69

For purposes of the above pro forma calculation, the value of each option granted through September 30, 2004 was estimated on the date of
grant using the Black-Scholes pricing model with the following weighted-average assumptions:

Nine Months Ended
Three Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited)

Risk-free interest rate 2.29% 3.03% 2.01% 2.68%
Expected volatility 75% 75% 75% 75%
Expected life (in years) 3 3 3 3

Dividend yield
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The weighted-average fair value of an option granted in the three months ended September 30, 2003 and 2004 was $47.98 and $48.31 and in the
nine months ended September 30, 2003 and 2004 was $26.43 and $63.07, using the Black-Scholes pricing model.

On March 31, 2004, the FASB issued an Exposure Draft, Share-Based Payment An Amendment of FASB Statements No. 123 and 95 (proposed
SFAS 123R), which currently is expected to be effective for public companies in periods beginning after June 15, 2005. The Company would be
required to implement the proposed standard no later than the quarter that begins July 1, 2005. The cumulative effect of adoption, if any, applied

on a modified prospective basis, would be measured and recognized on July 1, 2005. The proposed SFAS 123R addresses the accounting for
transactions in which an enterprise receives employee services in exchange for (a) equity instruments of the enterprise or (b) liabilities that are
based on the fair value of the enterprise s equity instruments or that may be settled by the issuance of such equity instruments. The proposed

SFAS 123R would eliminate the ability to account for share-based compensation transactions using APB 25, and generally would require instead
that such transactions be accounted for using a fair-value based method. As proposed, companies would be required to recognize an expense for
compensation cost related to share-based payment arrangements

10
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

including stock options and employee stock purchase plans. The FASB expects to issue a final standard by December 31, 2004. Management is
currently evaluating option valuation methodologies and assumptions in light of the proposed FAS 123R related to employee stock options.
Current estimates of option values using the Black-Scholes method (as shown above) may not be indicative of results from valuation
methodologies ultimately adopted in the final rules.

Stock Options Exercised Early

The Company typically allows employees to exercise options prior to vesting. Upon the exercise of an option prior to vesting, the exercising
optionee is required to enter into a restricted stock purchase agreement with the Company, which provides that the Company has a right to
repurchase the shares purchased upon exercise of the option at the original exercise price; provided, however, that its right to repurchase these
shares will lapse in accordance with the vesting schedule included in the optionee s option agreement. In accordance with EITF 00-23, Issues
Related to Accounting for Stock Compensation under APB Opinion No. 25 and FASB Interpretation No. 44, stock options granted or modified
after March 21, 2002, which are subsequently exercised for cash prior to vesting are treated differently from prior grants and related exercises.
The consideration received for an exercise of an option granted after the effective date of this guidance is considered to be a deposit of the
exercise price and the related dollar amount is recorded as a liability. The shares and liability are only reclassified into equity on a ratable basis
as the award vests. The Company has applied this guidance and recorded a liability on the consolidated balance sheets relating to 11,987,482 and
8,771,918 of options granted subsequent to March 21, 2002 that were exercised and are unvested at December 31, 2003 and at September 30,
2004.

Class A and Class B Common Stock

The Company s certificate of incorporation previously provided that upon an initial public offering meeting certain criteria, the Company s Class
A Senior common stock, which had ten votes per share, would automatically convert into common stock, which had one vote per share. In April
2004, the Company s Board of Directors authorized, and on June 25, 2004 its stockholders approved, certain amendments to the Company s
certificate of incorporation. Pursuant to these amendments, each share of Class A Senior common stock was reclassified as one share of Class B
common stock and each share of common stock was reclassified as one share of Class A common stock. In addition, these amendments changed
the conversion rights of the Class A Senior common stock (now Class B common stock) to provide that these shares would no longer
automatically convert into shares of common stock (now Class A common stock) upon the Company s initial public offering. Also, shares of
Class B common stock may be converted at any time at the option of the stockholder into Class A common stock and automatically convert

upon any sale or transfer (subject to certain exceptions set forth in the amended certificate of incorporation). These amendments have been
reflected in the accompanying consolidated financial statements as if they had been made at the inception of the Company.

Net Income Per Share
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The Company computes net income per share in accordance with SFAS 128, Earnings per Share. Under the provisions of SFAS 128, basic net
income per share is computed using the weighted average number of Class A and Class B common shares outstanding during the period except
that it does not include unvested Class A and Class B common shares subject to repurchase. Diluted net income per share is computed using the
weighted average number of Class A and Class B common shares and, if dilutive, potential Class A and Class B common shares outstanding
during the period. Potential Class A and Class B common shares consist of the incremental Class A and Class B common shares issuable upon
the exercise of stock options, warrants, unvested common shares subject to repurchase or cancellation and convertible preferred stock. The
dilutive effect of outstanding

11
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

stock options and warrants is reflected in diluted earnings per share by application of the treasury stock method. Convertible preferred stock is
reflected on an if-converted basis.

The following table sets forth the computation of basic and diluted net income per share (in thousands, except per share amounts):

Three Months Ended Nine Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited)
Basic and diluted net income per share:
Numerator:
Net income $ 20,426 $ 51,983 $ 78,394 $ 195,019
Denominator:
Weighted average Class A and Class B common shares outstanding 171,316 220,988 166,669 189,874
Less: Weighted average unvested Class A and Class B common shares subject
to repurchase or cancellation (29,904) (15,981) (31,849) (19,363)
Denominator for basic calculation 141,412 205,007 134,820 170,511
Effect of dilutive securities
Add:
Weighted average convertible preferred shares 71,662 42,129 70,950 63,445
Weighted average stock options and warrants and unvested Class A and Class B
common shares subject to repurchase or cancellation 44,869 27,599 48,894 34,438
Denominator for diluted calculation 257,943 274,735 254,664 268,394
Net income per share, basic $ 0.14 $ 025 $ 0.8 $ 114
Net income per share, diluted $ 0.08 $ 0.19 $ 031 $ 073

Derivative Financial Instruments
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The Company hedges certain net asset and liability exposures with forward foreign exchange contracts to reduce the risk that cash flows and
earnings will be adversely affected by foreign currency exchange rate fluctuations. This program is not designed for trading or speculative
purposes. No foreign currency hedge transactions were entered into prior to May, 2004.

In accordance with SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, the Company recognizes derivative
instruments and hedging activities as either assets or liabilities on the balance sheet at fair value. Neither the cost nor the fair value of these
forward foreign exchange contracts was material at September 30, 2004. Changes in the fair values of these contracts are recorded as interest
income (expense) and other, net and were not material in the three and nine months ended September 30, 2004. The notional principal of

forward foreign exchange contracts to purchase U.S. dollars with Euros was $173.3 million at September 30, 2004. There were no other forward

foreign exchange contracts outstanding at September 30, 2004.

12
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

Note 2. Cash, Cash Equivalents and Short-term Investments

Cash, cash equivalents and short-term investments consist of the following (in thousands):

As of
As of
December 31, September 30,
2003 2004
(unaudited)
Cash and cash equivalents $ 148,995 $ 344,469
Short-term investments:
Municipal securities 166,538 1,285,721
Market auction preferred securities(1) 8,000
U.S. government notes 11,185 110,019
U.S. corporate securities 118,147
Total short-term investments 185,723 1,513,887
Total cash, cash equivalents and short-term investments $ 334,718 $ 1,858,356

(1) Market auction preferred securities are securities with perpetual maturities that are structured with short-term reset dates of generally less
than 90 days. At the end of the reset period, investors can sell or continue to hold the securities at par.

The Company has not experienced any significant realized gains or losses on its investments in the periods presented. Gross unrealized gains and
losses at December 31, 2003 and at September 30, 2004 were not material.

Note 3. Contingencies

Legal Matters
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Certain companies have filed trademark infringement and related claims against the Company over the display of ads in response to user queries
that include trademarked terms. The outcomes of these lawsuits have differed from jurisdiction to jurisdiction. A court in France has held the
Company liable for allowing advertisers to select certain trademarked terms as keywords. The Company has appealed this decision. The

Company is also subject to two lawsuits in Germany on similar matters where the courts held that the Company is not liable for the actions of

the Company s advertisers prior to notification of trademark rights. One of the plaintiffs has appealed the court s ruling. The Company is litigating
similar issues in other cases in the U.S., France, Germany and Italy. Management believes that any adverse results in these lawsuits may result

in, or even compel, a change in this practice, which could result in a loss of revenues on a prospective basis. However, the magnitude of any
unfavorable outcome cannot be reasonably estimated at this time.

Currently, there is no material litigation pending against the Company other than as described above. From time to time, the Company may
become a party to litigation and subject to claims incident to the ordinary course of the Company s business. Although the results of such
litigation and claims in the ordinary course of business cannot be predicted with certainty, the Company believes that the final outcome of such
matters will not have a material adverse effect on the Company s business, results of operations or financial condition. Regardless of outcome,
litigation can have an adverse impact on the Company because of defense costs, diversion of management resources and other factors.

13
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Google Inc.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

Rescission Offer

Shares issued and options granted under the Company s 1998 Stock Plan, 2003 Stock Plan, 2003 Stock Plan (No. 2) and 2003 Stock Plan (No. 3)
may not have been exempt from registration or qualification under federal securities laws and the securities laws of certain states. As a result, the
Company intends to make a rescission offer to the holders of these shares and options. If this rescission is accepted, the Company could be
required to make aggregate payments to the holders of these shares and options of up to $28.3 million, which includes statutory interest, based
on shares and options outstanding as of October 31, 2004. In addition, if it is determined that the Company offered securities without properly
registering them under federal law or state law, or securing an exemption from registration, federal or state regulators could impose fines or
other sanctions as provided under these laws. Federal securities laws do not provide that a rescission offer will terminate a purchaser s right to
rescind a sale of stock that was not registered as required. If any or all of the offerees reject the rescission offer, the Company may continue to be
liable for this amount under federal and state securities laws. As management believes there is only a remote possibility the rescission offer will
be accepted by any of the Company s option holders and stockholders in an amount that would result in a material expenditure by the Company,
no liability has been recorded. Management does not believe that this rescission offer will have a material effect on the Company s results of
operations, cash flows or financial position.

Magazine Article

Information about the Company has been published in an article appearing in the September 2004 issue of Playboy Magazine and entitled
Playboy Interview: Google Guys. This article includes quotations from Larry and Sergey, and has been reprinted by a number of news media

outlets. The Company does not believe that its involvement in the Playboy Magazine article constitutes a violation of Section 5 of the Securities

Act of 1933. However, if the Company s involvement were held by a court to be in violation of the Securities Act of 1933, the Company could be

required to repurchase the shares sold to purchasers in its initial public offering at the original purchase price, plus statutory interest from the

date of purchase, for a period of one year following the date of the violation. The Company would contest vigorously any claim that a violation

of the Securities Act occurred. Management currently believes there is only a remote possibility that the ultimate outcome with respect to any

such claim that might be made would materially adversely affect the operating results, financial position or liquidity of the Company. The SEC

has also requested additional information concerning the publication of the article.

Note 4. Settlement of Disputes with Yahoo

On August 9, 2004, the Company and Yahoo entered into a settlement agreement resolving two disputes that had been pending between them.
The first dispute concerned a lawsuit filed by Yahoo s wholly-owned subsidiary, Overture Services, Inc., against the Company in April 2002
asserting that certain services infringed Overture s U.S. Patent No. 6,269,361. In its court filings, the Company denied that it infringed the patent
and alleged that the patent was invalid and unenforceable.
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The second dispute concerned a warrant held by Yahoo to purchase 3,719,056 shares of the Company s stock in connection with a June 2000
services agreement. Pursuant to a conversion provision in the warrant, the Company in June 2003 issued 1,229,944 shares to Yahoo. Yahoo
contended it was entitled to a greater number of shares, while the Company contended that it had fully complied with the terms of the warrant.

As part of the settlement, Overture dismissed its patent lawsuit against the Company and has granted the Company a fully-paid, perpetual license
to the patent that was the subject of the lawsuit and several related patent

14
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

applications held by Overture. The parties also mutually released any claims against each other concerning the warrant dispute. In connection
with the settlement of these two disputes, the Company issued to Yahoo 2,700,000 shares of Class A common stock. The Company used the
$85.00 per share price of the initial public offering to arrive at total settlement consideration of $229.5 million.

The Company engaged a third party valuation consultant to assist management in the allocation of the value of the settlement consideration and
the determination of the useful lives of the capitalized assets. The following table provides management s allocation of the settlement
consideration of $229.5 million:

(in thousands)

(unaudited)
Non-recurring portion of settlement of disputes with Yahoo $ 201,000
Intangible assets 28,500
Total consideration $ 229,500

In the three months ended September 30, 2004, the Company recognized the $201.0 million non-recurring charge related to the settlement of the
warrant dispute and other items. The non-cash charge associated with these shares is required because the shares are being issued after the
warrant was converted. The Company realized a related income tax benefit in the third quarter of $82.0 million. The Company also capitalized
$28.5 million related to certain intangible assets obtained in this settlement. These assets are being amortized on a ratable basis over
approximately one and four years to general and administrative expenses and cost of revenues. The weighted average amortization period for
these intangible assets is approximately three years.

Note 5. Initial Public Offering and 2004 Stock Plan

In April 2004, the Company s board of directors approved the filing of a registration statement with the Securities and Exchange Commission for
an initial public offering of the Company s Class A common stock. The Company received approximately $1,161.4 million in net proceeds from
the closing of this offering in August 2004. In April 2004, the Company s board of directors adopted, and on June 25, 2004 its stockholders
approved, the 2004 Stock Plan. The 2004 Stock Plan provides for the grant of incentive stock options to the Company s employees and
nonstatutory stock options, restricted stock, stock appreciation rights, performance units, performance shares, restricted stock units and other
stock based awards to the Company s employees, directors, and consultants.

Note 6. Information about Geographic Areas
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The Company s chief operating decision-makers (i.e., chief executive officer and his direct reports) review financial information presented on a
consolidated basis, accompanied by disaggregated information about revenues by geographic region for purposes of allocating resources and
evaluating financial performance. There are no segment managers who are held accountable for operations, operating results and plans for levels
or components below the consolidated unit level. Accordingly, the Company considers itself to be in a single reporting segment and operating
unit structure.

15
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

(unaudited)

Revenues by geography are based on the billing address of the advertiser. The following table sets forth revenues and long-lived assets by

geographic area (in thousands):

Revenues:
United States
International

Total revenues

Long-lived assets:
United States
International

Total long-lived assets

Table of Contents

Three Months Ended
Nine Months Ended
September 30, September 30,
2003 2004 2003 2004
(unaudited) (unaudited)
$ 276,640 $ 524,528 $681,118 $ 1,453,449
117,302 281,359 272,641 704,273
$393,942 $ 805,887 $ 953,759 $2,157,722

As of December 31,  As of September 30,

2003 2004
(unaudited)
$267,348 $ 467,086
43,876 61,221
$311,224 $ 528,307
16
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ITEM 2. MANAGEMENT S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

In addition to historical information, this report 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. These statements include, among other things, statements concerning our
expectations:

that we will continue to pay most of the Google AdSense fees we receive from advertisers to our Google Network members

that stock-based compensation charges will decrease as a percentage of revenues

regarding the growth of our operations, business and revenues and the growth rate of our costs and expenses

concerning the relative rate of growth in advertising revenues from our web sites as compared to our Google Network members web
sites

that our cost of revenues will increase in 2004 as a result of anticipated increases in traffic acquisition and data center costs

that research and development, sales and marketing and general and administrative expenses will increase in 2004 and in the future

that our expansion into international markets and that international revenues will grow as a percentage of our total revenues in the
future

regarding spending on capital equipment, including costs related to information technology infrastructure expansion

regarding our income tax rates and tax liabilities

regarding the sufficiency of our existing cash, cash equivalents, short-term investments and cash generated from operations

as well as other statements regarding our future operations, financial condition and prospects and business strategies. These forward-looking
statements are subject to certain risks and uncertainties that could cause our actual results to differ materially from those reflected in the
forward-looking statements. Factors that could cause or contribute to such differences include, but are not limited to, those discussed in this
report, and in particular, the risks discussed below and under the heading Risk Factors in other documents we file with the Securities and
Exchange Commission. The following discussion should be read in conjunction with our Registration Statement on Form S-1/A filed on August
18, 2004, and the consolidated financial statements and notes thereto. We undertake no obligation to revise or publicly release the results of any
revision to these forward-looking statements. Given these risks and uncertainties, readers are cautioned not to place undue reliance on such
forward-looking statements.

The following discussion and analysis of our financial condition and results of operations should be read together with our condensed
consolidated financial statements and related notes included elsewhere in this report.
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Overview

We are a global technology leader focused on improving the ways people connect with information. Our innovations in web search and
advertising have made our web site a top Internet destination and our brand one of the most recognized in the world. Our mission is to organize
the world s information and make it universally accessible and useful. We serve three primary constituencies:

Users. We provide users with products and services that enable people to more quickly and easily find, create and organize
information that is useful to them.

17
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Advertisers. We provide advertisers our Google AdWords program, an auction-based advertising program that enables them to deliver
relevant ads targeted to search results or web content. Our AdWords program provides advertisers with a cost-effective way to deliver
ads to customers across Google sites and through the Google Network under our AdSense program.

Web sites. We provide members of our Google Network our Google AdSense program, which allows these members to deliver
AdWords ads that are relevant to the search results or content on their web sites. We share most of the fees these ads generate with our
Google Network members creating an important revenue stream for them.

We were incorporated in California in September 1998 and reincorporated in Delaware in August 2003. We began licensing our WebSearch
product in the first quarter of 1999. We became profitable in 2001 following the launch of our Google AdWords program.

How We Generate Revenue

We derive most of our revenues from fees we receive from our advertisers.

Our original business model consisted of licensing our search engine services to other web sites. In the first quarter of 2000, we introduced our
first advertising program. Through our direct sales force we offered advertisers the ability to place text-based ads on our web sites targeted to our
users search queries under a program called Premium Sponsorships. Advertisers paid us based on the number of times their ads were displayed
on users search results pages, and we recognized revenue at the time these ads appeared. In the fourth quarter of 2000, we launched Google
AdWords, an online self-service program that enables advertisers to place targeted text-based ads on our web sites. AdWords customers
originally paid us based on the number of times their ads appeared on users search results pages. In the first quarter of 2002, we began offering
AdWords exclusively on a cost-per-click basis, which means that an advertiser pays us only when a user clicks on one of its ads. AdWords is
also available through our direct sales force. Our AdWords agreements are generally terminable at any time by our advertisers. We recognize as
revenue the fees charged to advertisers each time a user clicks on one of the text-based ads that appears next to the search results on our web
sites.

Effective January 1, 2004, we terminated the Premium Sponsorships program and now offer a single pricing structure to all of our advertisers
based on the AdWords cost-per-click model. This change to a single pricing structure did not have a negative effect on our revenues because
most of our advertisers switched to the AdWords cost-per-click model. Our AdWords cost-per-click program is the advertising program through
which we generate revenues by serving ads on our web sites and on Google Network member web sites through our AdSense program.

Google AdSense is the program through which we distribute our advertisers AdWords ads for display on the web sites of our Google Network
members. Our AdSense program includes AdSense for search and AdSense for content. AdSense for search, launched in the first quarter of
2002, is our service for distributing relevant ads from our advertisers for display with search results on our Google Network members —sites.
AdSense for content, launched in the first quarter of 2003, is our service for distributing ads from our advertisers that are relevant to content on
our Google Network members sites. Our advertisers pay us a fee each time a user clicks on one of our advertisers ads displayed on Google
Network members web sites. In the past, we have paid most of these advertiser fees to the members of the Google Network, and we expect to
continue doing so for the foreseeable future. We recognize these advertiser fees as revenue and the portion of the advertiser fee we pay to our
Google Network members as cost of revenue. In some cases, we guarantee our Google Network members minimum revenue share payments.
Members of the Google Network do not pay any fees associated with the use of our AdSense program on their web sites. Some of our Google
Network members separately license our web search technology and pay related licensing fees to us. Our agreements with Google Network
members consist largely of uniform online click-wrap agreements that members enter into by interacting with our registration web sites.
Agreements with our larger members are individually negotiated. The standard agreements have no stated term
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and are terminable at will. The negotiated agreements vary in duration. Both the standard agreements and the negotiated agreements contain
provisions requiring us to share with the Google Network member a portion of the advertiser fees generated by users clicking on ads on the
Google Network member s web site. The standard agreements have uniform revenue share terms. The negotiated agreements vary as to revenue
share terms and are heavily negotiated.

We believe the factors that influence the success of our advertising programs include the following:

The relevance, objectivity and quality of our search results.

The number and type of searches initiated at our web sites or our Google Network members web sites.

The advertisers return on investment from advertising campaigns on our web sites or on the web sites of our Google Network
members compared to other forms of advertising.

The number of advertisers.

The total and per click advertising spending budgets of an advertiser.

The monetization of (or generation of revenue from) traffic on our web sites and our Google Network members web sites.

We believe that the monetization of traffic on our web sites and our Google Network members web sites is affected by the following factors:

The relevance and quality of advertisements displayed with search results on our web sites and on our Google Network members web
sites, or with the content on our Google Network members web sites.

The number and prominence of ads displayed with each search results page on our web sites and on our Google Network members
web sites, as well as with each content page on our Google Network members web sites.

The total number of advertisements displayed on our web sites and on our Google Network members web sites.

The rate at which people click on advertisements.

Our minimum fee per click, which is currently $0.05.

Advertising revenues made up no less than 97% of our total revenues in each of the three and nine months ended September 30, 2003 and 2004.
We derive the balance of our revenues from the license of our web search technology, the license of our search solutions to enterprises and the
sale and license of other products and services.
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Trends in Our Business

Our business has grown rapidly since inception, and we expect that our business will continue to grow. This growth has been characterized by
substantially increased revenues. However, although our revenue growth rate increased in the third quarter of 2004 compared to the second
quarter of 2004, our revenue growth rate has generally declined, and we expect it will continue to do so as a result of increasing competition and
the inevitable decline in growth rates as our revenues increase to higher levels. Consequently, we believe that our revenue growth rate from the
second quarter to the third quarter of 2004 may not be sustainable into the fourth quarter of this year and in future periods. In addition, the main
focus of our advertising programs is to provide relevant and useful advertising to our users, reflecting our commitment to constantly improve
their overall web experience, and therefore steps we take to improve the relevance of the ads displayed on our web sites, such as removing ads
that generate low click-through rates, could negatively affect our near-term advertising revenues.

We expect that our operating margin will decline in 2004 compared to 2003 primarily as a result of a $201.0 million non-recurring charge taken
in the third quarter of 2004 related to the settlement of disputes with Yahoo.
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Our operating margin before this charge was slightly greater in the nine months ended September 30, 2004 compared to the year ended
December 31, 2003 primarily as a result of a decrease in stock-based compensation as a percentage of revenues. We also expect that our
operating margin before this charge will be slightly greater in 2004 compared to 2003 primarily because we expect that our stock-based
compensation charges will continue to decrease as a percentage of revenues, at least in the near term. See Note 1 of Notes to Consolidated
Financial Statements included at the beginning of this report for a presentation of certain of our expected future stock-based compensation
charges. Anticipated changes to the accounting rules for stock-based compensation, as well as any changes to our equity compensation model,
will affect the level of stock-based compensation we expect to recognize and, correspondingly, our operating margins in the future.

The increase in our operating margin before the charge related to the settlement of disputes with Yahoo in the nine months ended September 30,
2004 compared to the year ended December 31, 2003, which was primarily as a result of a decrease in stock-based compensation charges as a
percentage of revenues, was substantially offset by an increase in traffic acquisition costs as a percentage of revenues. This is because a greater
portion of our revenues in the nine months ended September 30, 2004 compared to the year ended December 31, 2003 was from our Google
Network members web sites rather than from our Google web sites. The operating margin we realize on revenues generated from the web sites
of our Google Network members through our AdSense program is significantly lower than that generated from paid clicks on our web sites. This
lower operating margin arises because most of the advertiser fees from our AdSense agreements are shared with our Google Network members,
leaving only a portion of these fees for us. The growth in advertising revenues from our Google Network members web sites has until recently
exceeded that from our web sites. This has resulted in an increased portion of our revenue being derived from our Google Network members
web sites and has had a negative impact on operating margins. The relative rate of growth in revenues from our web sites compared to the rate of
growth in revenues from our Google Network members web sites may vary over time. For example, in the second and third quarters of 2004,
growth in advertising revenues from our web sites exceeded that from our Google Network members web sites and we expect that it will
continue to do so in the foreseeable future.

Our operating margin may experience downward pressure in the future as we build the necessary employee and systems infrastructures required
to manage our anticipated growth and we expect that the growth rate of our costs and expenses, other than stock-based compensation and the
non-recurring charge related to the settlement of disputes with Yahoo, may exceed the growth rate of our revenues during 2004 and beyond. We
have experienced and expect to continue to experience substantial growth in our operations as we seek to expand our user, advertiser and Google
Network members bases and continue to expand our presence in international markets. This growth has required the continued expansion of our
human resources and substantial investments in property and equipment. Our full-time employee headcount has grown from 1,628 at December
31,2003 to 2,668 at September 30, 2004. In addition, we have employed a significant number of temporary employees in the past and expect to
continue to do so in the foreseeable future. Our capital expenditures have grown from $120.3 million in the nine months ended September 30,
2003 to $259.9 million in the nine months ended September 30, 2004. We expect to spend over $300 million on capital equipment, including
information technology infrastructure, to manage our operations during 2004. Management of this growth will continue to require the devotion
of significant employee and other resources and we may not be able to manage this growth effectively.

The portion of our revenues derived from international markets has increased. Our international revenues have grown as a percentage of our total
revenues from 30% in the three months ended September 30, 2003 to 35% in the three months ended September 30, 2004, and have grown from
29% in the nine months ended September 30, 2003 to 33% in the nine months ended September 30, 2004. This increase in the portion of our
revenues derived from international markets results largely from increased acceptance of our advertising programs in international markets, an
increase in our direct sales resources and customer support operations in international markets and our continued progress in developing versions
of our products tailored for these markets.
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Results of Operations

The following is a more detailed discussion of our financial condition and results of operations for the periods presented.

The following table presents our historical operating results as a percentage of revenues for the periods indicated:

Nine Months Ended
Three Months Ended September 30,
September 30, June 30, September 30,
2003 2004 2004 2003 2004
(unaudited) (unaudited)
Consolidated Statements of Income Data:
Revenues 100.0% 100.0% 100.0% 100.0% 100.0%
Costs and expenses:
Cost of revenues 43.3 46.6 44.9 393 46.5
Research and development 8.3 6.5 7.1 6.6 6.4
Sales and marketing 9.3 8.1 8.1 8.3 7.9
General and administrative 3.5 3.7 5.1 3.8 4.1
Stock-based compensation 18.7 10.7 8.5 15.1 10.2
Non-recurring portion of settlement of disputes
with Yahoo 24.9 9.3
Total costs and expenses 83.1 75.6 98.6 73.1 84.4
Income from operations 16.9 244 1.4 26.9 15.6
Interest income (expense) and other, net 0.1 0.2) 0.5 0.1 0.1
Income before income taxes 17.0 24.2 1.9 27.0 15.7
Provision (benefit) for income taxes 11.8 12.9 4.6) 18.8 6.7
Net income 5.2% 11.3% 6.5% 8.2% 9.0%
Revenues
The following table presents our revenues, by revenue source, for the periods presented:
Nine Months Ended
Three Months Ended September 30,
2003 2004
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Advertising revenues:
Google web sites
Google Network web sites

Total advertising revenues
Licensing and other revenues

Revenues
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September 30,  June 30, September 30,
2003 2004 2004
(unaudited) (unaudited)
(in thousands)
$207,239 $ 343,442 $ 411,671 $ 548,240 $ 1,058,645
174,444 346,226 384,285 373,246 1,064,263
381,683 689,668 795,956 921,486 2,122,908
12,259 10,544 9,931 32,273 34,814
$393,942 $700,212 $ 805,887 $ 953,759 $2,157,722
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The following table presents our revenues, by revenue source, as a percentage of total revenues for the periods presented:

Nine Months Ended
Three Months Ended September 30,
September 30, June 30, September 30,
2003 2004 2004 2003 2004
(unaudited) (unaudited)
Advertising revenues:
Google web sites 53% 49% 51% 58% 49%
Google Network web sites 44 49 48 39 49
Total advertising revenues 97 98 99 97 98
Google web sites as % of advertising revenues 54 50 52 60 50
Google Network web sites as % of advertising revenues 46 50 48 40 50
Licensing and other revenues 3% 2% 1% 3% 2%

Growth in our revenues from the three and nine months ended September 30, 2003 to the three and nine months ended September 30, 2004
resulted primarily from growth in advertising revenues from ads on our Google Network members web sites and growth in revenues from ads on
our web sites. This increase resulted primarily from increases in the number of paid clicks rather than from changes in the fees charged. The
increase in the number of paid clicks was due to an increase in the number of Google Network members and aggregate traffic at their web sites
and on our web sites and improvements in our ability to monetize this increased traffic on our web sites. Revenue growth was driven to a lesser
extent by growth in our AdSense for content business, which was introduced in the first quarter of 2003.

Growth in our revenues from the three months ended June 30, 2004 to the three months ended September 30, 2004 resulted primarily from
growth in advertising revenues from ads on our web sites and growth in revenues from ads on our Google Network members web sites. The
advertising revenue growth resulted primarily from increases in the total number of paid clicks rather than from changes in the fees charged. Our
revenues grew by 7.5% from the three month period ended March 31, 2004 to the three month period ended June 30, 2004, but grew by 15.1%
from the three month period ended June 30, 2004 to the three month period ended September 30, 2004. The reasons for the increases in the
sequential quarter revenue growth rates are described in the following paragraphs.

Growth in advertising revenues from our Google Network members web sites from the three months ended June 30, 2004 to the three months
ended September 30, 2004 was $38.1 million or 11.0%, compared to $12.5 million or 3.7% from the three months ended March 31, 2004 to the
three months ended June 30, 2004. The increase in the growth rate is attributable to growth in the number of page views and search queries, and
ultimately paid clicks. The growth in the number of page views and ultimately paid clicks is primarily attributable to more aggregate
advertisements displayed on the content pages of Google Network members web sites under AdSense for content agreements. This is a result of
our entering into more of these agreements over the second and third quarters compared to the first and second quarters of this year.
Nevertheless, these growth rates are much less than the 30.7% growth rate we realized in the three months ended March 31, 2004 compared to
the three months ended December 31, 2003 as a result of slower growth in the number of paid clicks on our Google Network member web sites
due primarily to our entering into no new significant AdSense for search agreements in the six months ended September 30, 2004 and as a result
of seasonality during the summer months. Although we entered into a significant new AdSense for search agreement in October 2004, the
growth in advertising revenues from our Google Network members web sites is expected to be less than the growth in revenues from our web
sites for the foreseeable future.
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Growth in advertising revenues from our web sites from the three months ended June 30, 2004 to the three months ended September 30, 2004
was $68.3 million or 19.9% compared to $39.9 million or 13.2% from the
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three months ended March 31, 2004 to the three months ended June 30, 2004. The increase in the growth rate for the third quarter of 2004 is
primarily attributable to growth in the number of paid clicks which may be a result of increased traffic due to publicity around our initial public
offering completed during this period and improvements in our ability to monetize this increased traffic.

We believe that the increase in the number of paid clicks was the result of the relevance and quality of both the search results and advertisements
displayed, which resulted in more searches, advertisers and Google Network members, and ultimately, more paid clicks. We expect our revenue
growth rates will generally decline in the future as a result of increasing competition and the inevitable decline in growth rates as our revenues
increase to higher levels. Furthermore, our revenue growth rate from the second to the third quarter of 2004 may not be sustainable into the
fourth quarter of this year and beyond.

Revenues by Geography

Domestic and international revenues as a percentage of consolidated revenues, determined based on the billing addresses of our advertisers, are
set forth below.

Nine Months Ended
Three Months Ended September 30,
September 30, June 30, September 30,
2003 2004 2004 2003 2004
(unaudited) (unaudited)
United States 70% 69% 65% 71% 67%
International 30% 31% 35% 29% 33%

The growth in international revenues is the result of our efforts to provide search results to international users and deliver more ads from
non-U.S. advertisers. We expect that international revenues will continue to grow as a percentage of our total revenues in the future. While
international revenues accounted for approximately 29% of our total revenues in the nine months ended September 30, 2003 and 33% in the nine
months ended September 30, 2004, more than half of our user traffic came from outside the U.S. See Note 6 of Notes to Consolidated Financial
Statements included at the beginning of this report for additional information about geographic areas.

Costs and Expenses

Cost of Revenues. Cost of revenues consists primarily of traffic acquisition costs. Traffic acquisition costs consist of amounts owed to our
Google Network members. These amounts owed are primarily based on revenue share arrangements under which we pay our Google Network
members most of the fees we receive from our advertisers whose ads we place on those Google Network member sites. In addition, certain
AdSense agreements obligate us to make guaranteed minimum revenue share payments to Google Network members based on their achieving
defined performance terms, such as number of search queries or advertisements displayed. We amortize guaranteed minimum revenue share
prepayments (or accrete an amount payable to our Google Network member if the payment is due in arrears) based on the number of search
queries or advertisements displayed on the Google Network member s web site. In addition, concurrent with the commencement of certain
AdSense agreements we have purchased certain items from, or provided other consideration to, our Google Network members. These amounts
are amortized on a ratable basis over the related term of the agreement.
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The following table presents our traffic acquisition costs (in millions), traffic acquisition costs as a percentage of advertising revenues from
Google Network web sites and traffic acquisition costs as a percentage of advertising revenues, for the periods presented:

Three Months Ended Nine Months Ended
September 30,
June 30, September 30, September 30, September 30,
2003 2004 2004 2003 2004

(unaudited) (unaudited)
Traffic acquisition costs $143.5 $ 277.0 $ 3029 $310.2 $ 851.0
Traffic acquisition costs as a percentage
of advertising revenues from Google
Network web sites 82% 80% 79% 83% 80%
Traffic acquisition costs as a percentage
of advertising revenues 38% 40% 38% 34% 40%

In addition, cost of revenues consists of the expenses associated with the operation of our data centers, including depreciation, labor, energy and
bandwidth costs. Cost of revenues also includes credit card and other transaction fees related to processing customer transactions, as well as
expenses related to amortization of purchased and licensed technologies.

Cost of revenues increased by $35.7 million to $362.1 million (or 44.9% of revenues) in the three months ended September 30, 2004, from
$326.4 million (or 46.6% of revenues) in the three months ended June 30, 2004. This increase in dollars was primarily the result of additional
traffic acquisition costs and the depreciation of additional information technology assets purchased in the current and prior periods and
additional data center costs required to manage more Internet traffic, advertising transactions and new products and services. There was an
increase in traffic acquisition costs of $25.9 million and an increase in data center costs of $6.1 million primarily resulting from the depreciation
of additional information technology assets purchased in the current and prior periods.

Traffic acquisition costs decreased as a percentage of advertising revenues from Google Network web sites in the three months ended September
30, 2004 compared to the prior quarter because more of these revenues came from members with whom we generally have lower revenue share
obligations. Also, the aggregate dollar amount by which guaranteed revenue share and other payments to Google Network members exceeded
the fees we received from advertisers under certain AdSense agreements was less in the three months ended September 30, 2004 compared to
the three months ended June 30, 2004, which contributed to the decrease in traffic acquisition costs as a percentage of advertising revenues from
Google Network web sites. In addition, traffic acquisition costs decreased as a percentage of advertising revenues in the three months ended
September 30, 2004, primarily because of proportionately lower advertising revenues from ads on our Google Network members web sites
compared to Google web sites and as a result of the reasons noted above.

Cost of revenues increased by $191.7 million to $362.1 million (or 44.9% of revenues) in the three months ended September 30, 2004, from
$170.4 million (or 43.3% of revenues) in the three months ended September 30, 2003. This increase was primarily the result of additional traffic
acquisition costs and the depreciation of additional information technology assets purchased in the current and prior periods and additional data
center costs required to manage more Internet traffic, advertising transactions and new products and services. There was an increase in traffic
acquisition costs of $159.4 million and an increase in data center costs of $22.9 million primarily resulting from the depreciation of additional
information technology assets purchased in the current and prior periods. In addition, there was an increase in credit card and other transaction
processing fees of $6.2 million resulting from more advertiser fees generated through AdWords. In addition, there was an increase in cost of
revenues of $1.3 million related to amortization of developed technology resulting from acquisitions in 2004.
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2003. This increase was primarily the result of additional traffic acquisition costs and the depreciation of additional information technology
assets purchased in the current and prior periods and additional data center costs required to manage more Internet traffic, advertising
transactions and new products and services. There was an increase in traffic acquisition costs of $540.8 million and in data center costs of $62.5
million primarily resulting from the depreciation of additional information technology assets purchased in the current and prior periods. In
addition, there was an increase in credit card and other transaction processing fees of $19.3 million resulting from more advertiser fees generated
through AdWords.

We expect cost of revenues to continue to increase in dollars and as a percentage of revenues in 2004 compared to 2003 primarily as a result of
forecasted increases in traffic acquisition costs, and in our data center costs required to manage increased traffic, advertising transactions and
new products and services. Although traffic acquisition costs decreased as a percentage of revenues in the third quarter of 2004 as compared to
the second quarter of 2004, we expect traffic acquisition costs to increase as a percentage of revenues in 2004 compared to 2003, primarily as a
result of forecasted proportionately greater advertising revenues from ads on our Google Network members web sites compared to Google web
sites. Also, increasing competition for arrangements with web sites that are potential Google Network members could result in our entering into
more AdSense agreements under which guaranteed revenue share and other payments to Google Network members exceed the fees we receive
from advertisers.

Research and Development. Research and development expenses consist primarily of compensation and related costs for personnel responsible
for the research and development of new products and services, as well as significant improvements to existing products and services. We
expense research and development costs as they are incurred.

Research and development expenses increased by $11.6 million to $57.4 million (or 7.1% of revenues) in the three months ended September 30,
2004, from $45.8 million (or 6.5% of revenues) in the three months ended June 30, 2004. This increase was primarily due to an increase in labor
and facilities related costs of $9.5 million as a result of a 23% increase in research and development headcount. In addition, depreciation and
related expenses increased by $2.2 million primarily as a result of additional information technology assets purchased over the six months ended
September 30, 2004.

Research and development expenses increased by $24.6 million to $57.4 million (or 7.1% of revenues) in the three months ended September 30,
2004, from $32.8 million (or 8.3% of revenues) in the three months ended September 30, 2003. This increase in dollars was primarily due to an
increase in labor and facilities related costs of $26.5 million as a result of a 97% increase in research and development headcount. In addition,
depreciation and related expenses increased by $7.0 million primarily as a result of additional information technology assets purchased over the
fifteen-month period ended September 30, 2004. These increases were partially offset by a decrease of $11.6 million in in-process research and
development expenses.

Research and development expenses increased by $75.4 million to $138.2 million (or 6.4% of revenues) in the nine months ended September 30,
2004, from $62.8 million (or 6.6% of revenues) in the nine months ended September 30, 2003. This increase in dollars was primarily due to an
increase in labor and facilities related costs of $61.8 million as a result of a 97% increase in research and development headcount. In addition,
depreciation and related expenses increased by $19.4 million primarily as a result of additional information technology assets purchased over the
twenty one-month period ended September 30, 2004. These increases were partially offset by a decrease of $10.6 million in in-process research
and development.

We anticipate that research and development expenses will continue to increase in dollar amount and may increase as a percentage of revenues
in 2004 and in the future because we expect to hire more research and development personnel and build the infrastructure required to support the
development of new, and improve existing, products and services.
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Sales and Marketing. Sales and marketing expenses consist primarily of compensation and related costs for personnel engaged in customer
service and sales and sales support functions, as well as advertising and promotional expenditures.

Sales and marketing expenses increased $8.7 million to $65.5 million (or 8.1% of revenues) in the three months ended September 30, 2004, from
$56.8 million (or 8.1% of revenues) in the three months ended June 30, 2004. This increase in dollars was primarily due to an increase in labor
and facilities related costs of $5.5 million mostly as a result of a 16% increase in sales and marketing headcount. In addition, advertising and
promotional expenses increased $1.1 million. The increase in sales and marketing personnel and advertising and promotional expenses was a
result of our on-going efforts to secure new, and to provide support to our existing users, advertisers and Google Network members, on a
worldwide basis.

Sales and marketing expenses increased $28.9 million to $65.5 million (or 8.1% of revenues) in the three months ended September 30, 2004,
from $36.6 million (or 9.3% of revenues) in the three months ended September 30, 2003. This increase was primarily due to an increase in labor
and facilities related costs of $22.0 million mostly as a result of an 88% increase in sales and marketing headcount. In addition, advertising and
promotional expenses increased $2.2 million.

Sales and marketing expenses increased $91.0 million to $170.2 million (or 7.9% of revenues) in the nine months ended September 30, 2004,
from $79.2 million (or 8.3% of revenues) in the nine months ended September 30, 2003. This increase in dollars was primarily due to an
increase in labor and facilities related costs of $65.0 million mostly as a result of an 88% increase in sales and marketing headcount. In addition,
advertising and promotional expenses increased $13.1 million and travel-related expenses increased $2.6 million.

We anticipate sales and marketing expenses will continue to increase in dollar amount and may increase as a percentage of revenues in 2004 and
in the future as we continue to expand our business on a worldwide basis. A significant portion of these increases relate to our plan to add
support personnel to increase the level of service we provide to our advertisers and Google Network members.

General and Administrative. General and administrative expenses consist primarily of compensation and related costs for personnel and facilities
related to our finance, human resources, facilities, information technology and legal organizations, and fees for professional services.
Professional services are principally comprised of outside legal, audit and information technology consulting. To date, we have not experienced
any significant amount of bad debts.

General and administrative expenses increased $15.2 million to $40.8 million (or 5.1% of revenues) in the three months ended September 30,
2004, from $25.6 million (or 3.7% of revenues) in the three months ended June 30, 2004. This increase was primarily due to an increase in labor
and facilities related costs of $7.5 million, primarily as a result of a 9% increase in headcount, and an increase in professional services fees of
$3.9 million. The additional personnel and professional services fees are primarily the result of our on-going efforts to build the legal, finance,
human resources, recruiting and information technology functions required of a growing public company.

General and administrative expenses increased $26.9 million to $40.8 million (or 5.1% of revenues) in the three months ended September 30,
2004, from $13.9 million (or 3.5% of revenues) in the three months ended September 30, 2003. This increase in dollars was primarily due to an
increase in labor and facilities related costs of $13.0 million, primarily as a result of an 83% increase in headcount, and an increase in
professional services fees of $7.5 million.
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As we expand our business and incur additional expenses associated with being a growing public company, we believe general and
administrative expenses will continue to increase in dollar amount and may increase as a percentage of revenues in 2004 and in the future.

Stock-Based Compensation. Prior to the date of our initial public offering, we typically granted stock options at exercise prices equal to or less
than the value of the underlying stock as determined by our board of directors on the date of option grant. For purposes of financial accounting,

we have applied hindsight to arrive at reassessed values for the shares underlying these options. We recorded the difference between the exercise
price of an option awarded to an employee and the reassessed value of the underlying shares on the date of grant as deferred stock-based
compensation. The determination of the reassessed value of stock underlying options is discussed in detail below in Critical Accounting Policies
and Estimates Stock-Based Compensation. We recognize compensation expense as we amortize the deferred stock-based compensation amounts
on an accelerated basis over the related vesting periods, generally four or five years. After the initial public offering, options have been granted

at exercise prices equal to the fair market value of the underlying stock on the date of option grant. In addition, we have awarded options to
non-employees to purchase our common stock. Stock-based compensation related to non-employees is measured on a fair-value basis using the
Black-Scholes valuation model as the options are earned.

Stock-based compensation in the three months ended September 30, 2004 decreased $6.8 million to $68.0 million (or 8.4% of revenues) from
$74.8 million (or 10.7% of revenues) in the three months ended June 30, 2004. Stock-based compensation in the three months ended September
30, 2004 decreased $5.8 million to $68.0 million (or 8.4% of revenues) from $73.8 million (or 18.7% of revenues) in the three month