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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 March 31, 2005

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
incorporation or organization)

(I.R.S. Employer
Identification Number)

1600 Amphitheatre Parkway

Mountain View, CA 94043

(Address of principal executive offices)

(Zip code)

(650) 253-4000

(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 April 30, 2005, the number of shares outstanding of the registrant�s Class A common stock was 171,218,050 shares and the number of shares
outstanding of the registrant�s Class B common stock was 106,558,780 shares.
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PART I�FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

GOOGLE INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except par value)

As of
December 31,

2004

As of
March 31,
2005

(unaudited)
Assets
Current assets:
Cash and cash equivalents $ 426,873 $ 482,572
Marketable securities 1,705,424 2,024,726
Accounts receivable, net of allowance of $3,962 and $4,452 311,836 371,905
Income taxes receivable 70,509 70,027
Deferred income taxes 19,463 24,966
Prepaid revenue share, expenses and other assets 159,360 184,278

Total current assets 2,693,465 3,158,474
Property and equipment, net 378,916 474,829
Goodwill 122,818 124,485
Intangible assets, net 71,069 61,766
Deferred income taxes, non-current 11,590 363
Prepaid revenue share, expenses and other assets, non-current 35,493 45,282

Total assets $ 3,313,351 $ 3,865,199

Liabilities and Stockholders� Equity
Current liabilities:
Accounts payable $ 32,672 $ 75,444
Accrued compensation and benefits 82,631 48,598
Accrued expenses and other current liabilities 64,111 71,953
Accrued revenue share 122,544 154,629
Deferred revenue 36,508 41,394
Current portion of equipment leases 1,902 1,310

Total current liabilities 340,368 393,328
Deferred revenue, long-term 7,443 7,091
Liability for stock options exercised early, long-term 5,982 4,796
Other long-term liabilities 30,502 33,122
Stockholders� equity:
Class A and Class B common stock, $0.001 par value: 9,000,000 shares authorized at December 31, 2004 and
March 31, 2005, 266,917, and 270,574 shares issued and outstanding, excluding 7,605 and 6,396 shares subject
to repurchase at December 31, 2004 and March 31, 2005 267 271
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Additional paid-in capital 2,582,352 2,673,131
Deferred stock-based compensation (249,470) (200,906)
Accumulated other comprehensive income (loss) 5,436 (5,298)
Retained earnings 590,471 959,664

Total stockholders� equity 2,929,056 3,426,862

Total liabilities and stockholders� equity $ 3,313,351 $ 3,865,199

See accompanying notes.
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GOOGLE INC.

CONDENSED CONSOLIDATED STATEMENTS OF INCOME

(in thousands, except per share amounts)

Three Months Ended
March 31,

2004 2005

(unaudited)
Revenues $ 651,623 $ 1,256,516
Costs and expenses:
Cost of revenues 315,398 545,208
Research and development 35,019 79,412
Sales and marketing 47,904 82,952
General and administrative 21,506 57,266
Stock-based compensation(1) 76,473 48,908

Total costs and expenses 496,300 813,746

Income from operations 155,323 442,770
Interest income and other, net 300 13,686

Income before income taxes 155,623 456,456
Provision for income taxes 91,650 87,263

Net income $ 63,973 $ 369,193

Net income per share:
Basic $ 0.42 $ 1.39

Diluted $ 0.24 $ 1.29

Number of shares used in per share calculations:
Basic 151,084 266,106

Diluted 264,183 286,612

(1) Stock-based compensation is allocated as follows (see Note 1)

Three Months Ended
March 31,

2004 2005

Cost of revenues $ 5,076 $ 1,573
Research and development 46,265 29,299
Sales and marketing 14,146 6,536
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General and administrative 10,986 11,500

$ 76,473 $ 48,908

See accompanying notes.
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GOOGLE INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Three Months Ended
March 31,

2004 2005

(unaudited)
Operating activities
Net income $ 63,973 $ 369,193
Adjustments:
Depreciation and amortization of property and equipment 21,286 46,478
Amortization of intangibles and warrants 2,389 9,715
Stock-based compensation 76,473 48,908
Tax benefits from stock-based award activity and other �  77,377
Changes in assets and liabilities, net of effects of acquisitions:
Accounts receivable (24,815) (60,069)
Income taxes, net 73,060 6,044
Prepaid revenue share, expenses and other assets (4,040) (29,571)
Accounts payable (8,394) 42,694
Accrued expenses and other liabilities (3,265) (17,767)
Accrued revenue share 10,507 32,085
Deferred revenue 871 4,535

Net cash provided by operating activities 208,045 529,622

Investing activities
Purchases of property and equipment (86,037) (142,391)
Purchase of marketable securities (190,391) (1,160,160)
Maturities and sales of marketable securities 172,585 835,223
Purchases of intangible and other assets (3,000) (5,000)

Net cash used in investing activities (106,843) (472,328)

Financing activities
Proceeds from exercise of stock options, net 4,914 4,097
Payments of principal on capital leases and equipment loans (1,204) (592)

Net cash provided by financing activities 3,710 3,505

Effect of exchange rate changes on cash and cash equivalents (2,553) (5,100)

Net increase in cash and cash equivalents 102,359 55,699
Cash and cash equivalents at beginning of year 148,995 426,873

Cash and cash equivalents at end of period $ 251,354 $ 482,572

Supplemental disclosures of cash flow information
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Cash paid for interest $ 255 $ 93

Cash paid for income taxes $ 19,131 $ 396

Acquisition related activities:
Issuance of equity in connection with acquisitions, net of deferred stock-based compensation $ �  $ 2,011

See accompanying notes.
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GOOGLE INC.

NOTES TO

CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

Note 1. Google Inc. and Summary of Accounting Policies

Nature of Operations

We were incorporated in California in September 1998. We were re-incorporated in the State of Delaware in August 2003. We offer highly
targeted advertising solutions, global Internet search solutions through our own destination Internet site and intranet solutions via an enterprise
search appliance.

Basis of Consolidation

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

Unaudited Interim Financial Information

The accompanying condensed consolidated balance sheet as of March 31, 2005, the condensed consolidated statements of income and the
condensed consolidated statements of cash flows for the three months ended March 31, 2004 and 2005 are unaudited. These unaudited interim
condensed consolidated financial statements have been prepared in accordance with U.S. generally accepted accounting principles. In our
opinion, the unaudited interim condensed consolidated financial statements include all adjustments of a normal recurring nature necessary for
the fair presentation of our financial position at March 31, 2005, and our results of operations and our cash flows for the three months ended
March 31, 2004 and 2005. The results of operations for the three months ended March 31, 2005 are not necessarily indicative of the results to be
expected for the year ending December 31, 2005.

These unaudited interim condensed consolidated financial statements should be read in conjunction with the consolidated financial statements
and related notes included in our 2004 Annual Report on Form 10-K filed on March 30, 2005.

Use of Estimates
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The preparation of interim condensed consolidated financial statements in conformity with accounting principles generally accepted in the
United States requires us to make estimates and assumptions that affect the amounts reported and disclosed in the financial statements and the
accompanying notes. Actual results could differ materially from these estimates. On an ongoing basis, we evaluate our estimates, including those
related to the accounts receivable allowance, fair value of marketable securities and investments, fair value of acquired intangible assets and
goodwill, useful lives of intangible assets and property and equipment, and income taxes. We base our estimates on historical experience and on
various other assumptions that we believe to be reasonable, the results of which form the basis for making judgments about the carrying values
of assets and liabilities.

6
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Revenue Recognition

The following table presents our revenues (in thousands):

Three Months Ended
March 31,

2004 2005

(unaudited)
Advertising revenues:
Google web sites $ 303,532 $ 656,997
Google Network web sites 333,752 584,115

Total advertising revenues 637,284 1,241,112
Licensing and other revenues 14,339 15,404

Revenues $ 651,623 $ 1,256,516

In the first quarter of 2000, we introduced our first advertising program through which we offered advertisers the ability to place text-based ads
on Google web sites targeted to users� search queries. 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 text-based ads on Google web sites. AdWords advertisers 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, so that an advertiser pays us only when a user clicks on one of its ads. Adwords is also available through our direct sales
force. We recognize 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, we offered a single pricing structure to all of our advertisers based on the
AdWords cost-per-click model.

Google AdSense is the program through which we distribute our 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, we recognize as revenues the fees charged advertisers each time a user clicks on one of the text-based ads that are displayed next to the
search results or on the content pages of our Google Network members� web sites. This revenue is reported gross primarily because we are the
primary obligor to our advertisers.

We generate 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. Our policy is to recognize revenues from per-query search
fees in the period queries are made and results are delivered.

We provide search services pursuant to certain AdSense agreements. We believe 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.
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We also generate fees from the sale and license of our Search Appliance, which includes hardware, software and 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, 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 our performance in the underlying agreement on the accompanying
condensed consolidated balance sheets.
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Cost of Revenues

Cost of revenues consists primarily of traffic acquisition costs. Traffic acquisition costs consist of amounts ultimately paid to Google Network
members, as well as to partners who direct search queries to our web site. These amounts are primarily based on revenue share arrangements
under which we pay our Google Network members and partners a portion of the fees we receive from our advertisers. 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 a 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 a small
number of AdSense and other agreements, we have purchased certain items from, or provided other consideration to, our Google Network
members and partners . These amounts are amortized on a straight-line basis over the related term of the agreement. Traffic acquisition costs
were $271.0 million and $461.8 million in the three months ended March 31, 2004 and 2005.

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 relating to processing customer transactions as well as
expenses related to the amortization of purchased and licensed technologies.

Stock-based Compensation

Stock-based compensation consists of amortization of deferred stock-based compensation related to restricted shares, restricted stock units and
options to purchase Class A and Class B common stock issued to employees and the values of options to purchase such stock issued to
non-employees.

As permitted by Statement of Financial Accounting Standards (�SFAS�) No. 123, Accounting for Stock-based Compensation (�SFAS 123�), we
account 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 value of the underlying stock on the date of grant.

Prior to the 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 applied hindsight within each year or
quarter to arrive at reassessed values for the shares underlying these options and recorded deferred stock-based compensation equal to the
difference between these reassessed values and the exercise prices. After the initial public offering, we have generally granted options at exercise
prices equal to the fair market value of the underlying stock on the date of option grant. We have recorded deferred stock-based compensation
for these options equal to any difference between the exercise prices and the fair market values of the underlying stock on the dates of grant.

In connection with restricted shares, restricted stock units and unvested stock options granted to employees, we recorded deferred stock-based
compensation costs of $76.1 million and $5.3 million for the three months ended March 31, 2004 and 2005.

Net amortization of deferred stock-based compensation totaled $73.7 million and $43.7 million in the three months ended March 31, 2004 and
2005. 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
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respective restricted share and stock option, generally over four or five years.

We account 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, we use 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.

8

Edgar Filing: Google Inc. - Form 10-Q

15



We recorded stock-based compensation expense for the value of stock options earned by non-employees of $2.8 million and $5.2 million in the
three months ended March 31, 2004 and 2005. No options that vest over time were granted to non-employees in the three months ended March
31, 2005.

Pro forma information regarding net income has been determined as if we had accounted for our 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.

Had compensation cost for options granted under the option plans been determined based on the fair value method prescribed by SFAS 123, our
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
March 31,

2004 2005

(unaudited)
Net income, as reported $ 63,973 $ 369,193
Add: Stock-based employee compensation expense included in reported net income, net of related
tax effects 73,717 29,322
Deduct: Total stock-based employee compensation expense under the fair value based method for
all awards, net of related tax effects (74,605) (46,280)

Net income, pro forma $ 63,085 $ 352,235

Net income per share:
As reported�basic $ 0.42 $ 1.39
Pro forma�basic $ 0.42 $ 1.32
As reported�diluted $ 0.24 $ 1.29
Pro forma�diluted $ 0.24 $ 1.23

For purposes of the above pro forma calculation, the value of each option granted through March 31, 2005 was estimated on the date of grant
using the Black-Scholes pricing model with the following weighted-average assumptions:

Three Months Ended
March 31,

2004 2005

(unaudited)
Risk-free interest rate 2.20% 3.64%
Expected volatility 75% 40%
Expected life (in years) 3 3
Dividend yield �  �  

The weighted-average fair value of an option granted in the three months ended March 31, 2004 and 2005 was $75.04 and $59.32, using the
Black-Scholes pricing model.
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Net Income Per Share

We compute 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 or cancellation. 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 and warrants, unvested common shares subject to repurchase or cancellation, restricted stock units and convertible
preferred stock. The dilutive effect of outstanding 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
March 31,

2004 2005

(unaudited)
Basic and diluted net income per share:
Numerator:
Net income $ 63,973 $ 369,193

Denominator:
Weighted average Class A and Class B common shares outstanding 173,737 275,816
Less: Weighted average unvested Class A and Class B common shares subject to repurchase or
cancellation (22,653) (9,710)

Denominator for basic calculation 151,084 266,106
Effect of dilutive securities
Add:
Weighted average convertible preferred shares 71,662 �  
Weighted average stock options and warrants and unvested Class A and Class B common shares
subject to repurchase or cancellation 41,437 20,506

Denominator for diluted calculation 264,183 286,612

Net income per share, basic $ 0.42 $ 1.39

Net income per share, diluted $ 0.24 $ 1.29

10
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Derivative Financial Instruments

We enter into forward foreign exchange contracts with financial institutions to reduce the risk that our 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 forward foreign
exchange contracts were entered into prior to May 2004.

In accordance with SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, we recognize derivative instruments as either
assets or liabilities on the balance sheet at fair value. These forward exchange contracts are not accounted for as hedges and, therefore, changes
in the fair value of these instruments are recorded as interest income (expense) and other, net. Neither the cost nor the fair value of these forward
foreign exchange contracts was material at March 31, 2005. The notional principal of forward foreign exchange contracts to purchase U.S.
dollars with Euros was $231.0 and $258.5 million at December 31, 2004 and March 31, 2005. There were no other forward foreign exchange
contracts outstanding at December 31, 2004 or March 31, 2005.

Effect of a Recent Accounting Pronouncement

In December 2004, the Financial Accounting Standards Board issued SFAS No. 123 (revised 2004) (�SFAS 123R�), Share-Based Payment, that
addresses the accounting for share-based payment transactions in which an enterprise receives employee services in exchange for equity
instruments of the enterprise or 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. SFAS 123R eliminates the ability to account for share-based compensation transactions using the intrinsic
value method under Accounting Principles Board Opinion No. 25 (�APB 25�), Accounting for Stock Issued to Employees, and generally would
require instead that such transactions be accounted for using a fair-value-based method. SFAS 123R requires the use of an option pricing model
for estimating fair value, which is amortized to expense over the service periods. In April 2005, the Securities and Exchange Commission
amended the compliance dates for SFAS 123R. In accordance with this amendment, we will adopt the requirements of SFAS 123R beginning
January 1, 2006.

If we had adopted the provisions of SFAS 123 at the beginning of 2004, net income would have been reduced by approximately $900,000 and
$17.0 million in the three months ended March 31, 2004 and 2005 (as shown above). The additional stock-based compensation, net of income
taxes, that would have been recognized under SFAS 123 in the three months ended March 31, 2004 (and to a lesser extent, in the three months
ended March 31, 2005) is a function of the generally insignificant differences between the intrinsic values of stock options granted prior to the
initial public offering and the related fair values on the dates of grant determined using the Black-Scholes method. After the initial public
offering, we granted stock options with generally no intrinsic value and expect to continue to do so in the foreseeable future. As the fair values
of these options on the dates of grant are and will be significantly greater than the related intrinsic values, we will recognize significantly greater
stock-based compensation after the adoption of SFAS 123R than we would have recognized if we had continued to apply APB 25, and
significantly greater than the aforementioned additional stock-based compensation, net of income taxes we would have recognized under SFAS
123 in the three months ended March 31, 2004 and 2005. The stock-based compensation we will recognize after the adoption of SFAS 123R will
also be affected by the number and type of stock-based awards granted in the future and the pricing model and related assumptions used for
estimating the fair values of options.

The provision for income taxes includes a reduction for disqualifying dispositions on incentive stock options using the portfolio rather than the
individual award method. The portfolio method was used because it was more practicable to do so. SFAS 123R requires the use of the individual
award method. If we had used the individual award method, our net income in the three months ended March 31, 2005 may have been reduced
further than the aforementioned $17.0 million reduction in the three months ended March 31, 2005 had we adopted the provisions of SFAS 123.
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SFAS 123R allows for either prospective recognition of compensation expense or retrospective recognition, which may be back to the original
issuance of SFAS 123 or only to interim periods in the year of adoption. We are currently evaluating these transition methods.

Finally, SFAS 123R requires that cash inflows from financing activities on our statement of cash flows include the cash retained as a result of
the tax deductibility of increases in the value of equity instruments issued under share-based payment arrangements in excess of any related
stock-based compensation recognizable for financial reporting purposes.
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These tax benefits shall be determined based on the individual award method. In addition, cash outflows from operating activities must include
the cash that would have been paid for income taxes if increases in the value of equity instruments issued under share-based arrangements had
not been deductible in determining taxable income in excess of any related stock-based compensation recognizable for financial reporting
purposes. The above amounts are the same. This cash benefit has been included in the determination of cash provided by operating activities on
our statement of cash flows in the three months ended March 31, 2005 (there was no such benefit in the three months ended March 31, 2004).
The change in methods will likely have a significant negative effect on our cash provided by operating activities in periods after adoption of
SFAS 123R.

Note 2. Cash, Cash Equivalents and Marketable Securities

Cash, cash equivalents and marketable securities consist of the following (in thousands):

As of
December 31,

2004

As of
March 31,
2005

(unaudited)
Cash and cash equivalents $ 426,873 $ 482,572

Marketable securities:
Municipal securities 1,616,684 1,975,767
U.S. corporate securities 83,577 28,572
U.S. government notes 5,163 20,387

Total marketable securities 1,705,424 2,024,726

Total cash, cash equivalents and marketable securities $ 2,132,297 $ 2,507,298

We have not experienced any significant realized gains or losses on our investments in the periods presented. Gross unrealized gains and losses
at December 31, 2004 and March 31, 2005 were not material.

Note 3. Contingencies

Legal Matters

Magazine Article

Information about us was published in an article appearing in the September 2004 issue of Playboy Magazine and entitled �Playboy Interview:
Google Guys.� This article included quotations from Larry Page and Sergey Brin, and has been reprinted by a number of news media outlets. We
do not believe that our involvement in the Playboy Magazine article constitutes a violation of Section 5 of the Securities Act of 1933. However,
if our involvement were held by a court to be in violation of the Securities Act, we could be required to repurchase the shares sold to purchasers
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in our 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. We would contest vigorously any claim that a violation of the Securities Act occurred. We believe there is only a
remote possibility that the ultimate outcome with respect to any such claim that might be made would materially adversely affect our operating
results, financial position or liquidity.

In January 2005, the Securities and Exchange Commission confirmed that it would not proceed with any enforcement action against us with
respect to any possible violation of Section 5 of the Securities Act of 1933 in relation to our involvement in this article.

12

Edgar Filing: Google Inc. - Form 10-Q

22



Other Legal Matters

Certain companies have filed trademark infringement and related claims against us over the display of ads in response to user queries that
include trademark terms. The outcomes of these lawsuits have differed from jurisdiction to jurisdiction. Courts in France have held us liable for
allowing advertisers to select certain trademarked terms as keywords. We are appealing those decisions. We are also subject to two lawsuits in
Germany on similar matters where the courts held that we are not liable for the actions of our advertisers prior to notification of trademark
rights. We are litigating or recently have litigated similar issues in other cases in the U.S., France, Germany, Italy and Austria. Adverse results in
these lawsuits may result in, or even compel, a change in this practice which could result in a loss of revenues, which could harm our business.

From time to time, we may also become a party to other litigation and subject to claims incident to the ordinary course of business, including
intellectual property claims (in addition to the trademark matters noted above), labor and employment claims, breach of contract claims, and
other matters.

Although the results of litigation and claims cannot be predicted with certainty, we believe that the final outcome of the matters discussed above
will not have a material adverse effect on our business, results of operations or financial condition. Regardless of the outcome, litigation can
have an adverse impact on us because of defense costs, diversion of management resources and other factors.

Note 4. Information about Geographic Areas

Our 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, we consider ourselves to be in a single reporting segment and operating unit
structure.

Revenues by geography are based on the billing addresses of the advertisers. No single foreign country, other than the United Kingdom
accounted for more than ten percent of total revenues in either the three months ended March 31, 2004 or 2005. The following table sets forth
revenues and long-lived assets by geographic area (in thousands):

Three Months Ended
March 31,

2004 2005

(unaudited)
Revenues:
United States $ 446,413 $ 771,812
United Kingdom 76,221 186,215
Rest of the world 128,989 298,489

Total revenues $ 651,623 $ 1,256,516
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As of December 31,
2004

As of March 31,
2005

(unaudited)
Long-lived assets:
United States $ 552,857 $ 638,575
International 67,029 68,150

Total long-lived assets $ 619,886 $ 706,725
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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:

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

� that seasonal fluctuations in Internet usage and traditional retail seasonality are likely to affect our business

� that growth in advertising revenues from our web sites may exceed that from our Google Network members� web sites

� regarding our future stock-based compensation charges

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

� that our cost of revenues will increase in 2005 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 2005 and in the future

� regarding our expansion into international markets and the growth of revenues from our international operations

� regarding our spending on property and 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, marketable securities 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 �Factors That Could Affect Future Results� in other documents we
file with the Securities and Exchange Commission. The following discussion should be read in conjunction with our Annual Report on Form
10-K filed March 30, 2005, 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

Google is 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.
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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.

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 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. 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. To date, 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 traffic acquisition costs under cost of revenues. 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 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 non-standard 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:
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� The relevance, objectivity and quality of our search results.

� The number and type of searches initiated at our web sites.
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� The number and type of searches initiated at, as well as the number of visits to and the content of, our Google Network members� web
sites.

� The advertisers� return on investment (ad cost per sale or cost per conversion) from advertising campaigns on our web sites or our
Google Network members� web sites compared to other forms of advertising.

� The number of advertisers and the diversity of items advertised.

� The total and per click advertising spending budgets of each advertiser.

� The monetization of (or generation of revenues) 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 ads displayed with each search results page on our web sites and our Google Network members� web
sites, as well as with each content page on our Google Network members� web sites.

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

� The rate at which our users and users of our Google Network members� web sites click on advertisements.

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

Advertising revenues made up 98% and 99% of our revenues in the three months ended March 31, 2004 and 2005. 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.

Trends in Our Business

Our business has grown rapidly since inception, resulting in substantially increased revenues, and we expect that our business will continue to
grow. However, our revenue growth rate has generally declined over time, 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 sequential
quarterly revenue growth rate in the first quarter of 2005 will not be sustainable 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.

Both seasonal fluctuations in Internet usage and traditional retail seasonality have affected, and are likely to continue to affect, our business.
Internet usage generally slows during the spring and summer months, and commercial queries typically increase significantly in the fourth
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calendar quarter of each year. These seasonal trends have caused and will likely continue to cause, fluctuations in our quarterly results, including
fluctuations in sequential revenue growth rates. Prior to the second quarter of 2004, these seasonal trends may have been masked by the
substantial quarter over quarter growth of Internet traffic focused on commercial transactions and ultimately by the substantial quarter over
quarter growth in our revenues.

Our operating margin was significantly higher in the three months ended March 31, 2005 (35.2%) compared to the three months ended
December 31, 2004 (29.3%) primarily due to a decrease in stock-based compensation and research and development expenses as a percentage of
revenues (the latter due primarily to a $10.4 million in-process research and development charge in the fourth quarter of 2004 associated with an
acquisition we made during that period), and because a greater portion of our revenues came from our web sites compared to our Google
Network members� web sites. From the inception of the Google Network in 2002 through the first quarter of 2004, the growth in advertising
revenues from our Google Network members� web sites exceeded that from our web sites. This resulted in an
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increase in the portion of our revenues from our Google Network members� web sites compared to our own web sites, which had a negative
impact on operating margins. The operating margin we realize on revenues generated from ads placed on our Google Network Members�
websites through our AdSense program is significantly lower than revenue generated from ads placed 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. However, beginning in the second quarter of 2004, growth in advertising revenues from our web sites has exceeded
that from our Google Network members� web sites. We expect that this will continue in the foreseeable future, although 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.

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. We expect that the growth rate of our costs and expenses may exceed the growth rate of our revenues during
2005 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 member bases and continue to expand our presence in international markets. This growth has required us to
continually hire new personnel and make substantial investments in property and equipment. Our full-time employee headcount has grown from
3,021 at December 31, 2004 to 3,482 at March 31, 2005. Also, 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 $86.0 million in the three months ended March
31, 2004 to $142.3 million in the three months ended March 31, 2005. We expect to spend over $600 million on property and equipment,
including information technology infrastructure, to manage our operations during 2005, however, we may spend less depending on the
availability of suitable property and equipment. As a result, our spending between periods may fluctuate significantly. Management of this
growth will continue to require the devotion of significant employee and other resources. We may not be able to manage this growth effectively.

We are increasingly generating a larger portion of our revenues from our international operations. Our international revenues have grown as a
percentage of our total revenues to 39% in the three months ended March 31, 2005 from 31% in the three months ended March 31, 2004, and
from 35% in the three months ended December 31, 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.

We currently anticipate that our effective tax rate will decrease to approximately 30% in 2005 from 39% in 2004, primarily because we expect
that our Irish subsidiary will recognize proportionately more of our earnings in 2005 as compared to 2004, and such earnings are taxed at a lower
statutory tax rate than in the U.S. However, if future earnings recognized by our Irish subsidiary are not as proportionately great as we expect,
our effective tax rate will be higher than we currently expect.
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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:

Three Months Ended

March 31,
2004

December 31,
2004

Mar 31,
2005

(unaudited)
Consolidated Statements of Income Data:
Revenues 100.0% 100.0% 100.0%
Costs and expenses:
Cost of revenues 48.4 44.0 43.4
Research and development 5.4 8.5 6.3
Sales and marketing 7.4 7.4 6.6
General and administrative 3.3 5.0 4.6
Stock-based compensation 11.7 5.8 3.9

Total costs and expenses 76.2 70.7 64.8

Income from operations 23.8 29.3 35.2
Interest income and other, net 0.1 0.7 1.1

Income before income taxes 23.9 30.0 36.3
Provision for income taxes 14.1 10.2 6.9

Net income 9.8% 19.8% 29.4%

Revenues

The following table presents our revenues, by revenue source, for the periods presented:

Three Months Ended

March 31,
2004

December 31,
2004

March 31,
2005

(unaudited)
(in thousands)

Advertising revenues:
Google web sites $ 303,532 $ 530,387 $ 656,997
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Google Network web sites 333,752 489,993 584,115

Total advertising revenues 637,284 1,020,380 1,241,112
Licensing and other revenues 14,339 11,121 15,404

Revenues $ 651,623 $ 1,031,501 $ 1,256,516
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The following table presents our revenues, by revenue source, as a percentage of total revenues for the periods presented:

Three Months Ended

March 31,
2004

December 31,
2004

March 31,
2005

(unaudited)
Advertising revenues:
Google web sites 47% 51% 52%
Google Network web sites 51 48 47

Total advertising revenues 98 99 99
Google web sites as % of advertising revenues 48 52 53
Google Network web sites as % of advertising revenues 52 48 47
Licensing and other revenues 2% 1% 1%

Growth in our revenues from the three months ended March 31, 2004 to the three months ended March 31, 2005 and from the three months
ended December 31, 2004 to the three months ended March 31, 2005 resulted primarily from growth in advertising revenues from ads on our
web sites and growth from ads on our Google Network members� web sites. This increase was the result of increases in the number of paid clicks
rather than from changes in the average fees realized. The increase in the number of paid clicks was due to an increase in aggregate traffic both
on our web sites and those of our Google Network members and improvements in our ability to monetize increased traffic on our web sites.

Our sequential quarterly growth rate decreased from 28.0% for the three months ended September 30, 2004 to the three months ended December
31, 2004 to 21.8% for the three months ended December 31, 2004 to the three months ended March 31, 2005.

Growth in advertising revenues from our web sites from the three months ended December 31, 2004 to the three months ended March 31, 2005
was $126.6 million or 23.9% compared to $118.7 million or 28.8% from the three months ended September 30, 2004 to the three months ended
December 31, 2004. The decrease in the rate of sequential quarter growth is the result of our higher revenue levels and seasonal slowdowns in
Internet usage and commercial queries.

Growth in advertising revenues from our Google Network members web sites from the three months ended December 31, 2004 to the three
months ended March 31, 2005 was $94.1 million or 19.2% compared to $105.7 million or 27.5% from the three months ended September 30,
2004 to the three months ended December 31, 2004. The increase in AdSense revenue is primarily attributable to more aggregate ads displayed
on the content and search result pages of our Google Network members� web sites, primarily as a result of more active AdSense for content
agreements over the three months ended March 31, 2005 compared to the three months ended December 31, 2004, as well as a full quarter of
revenues from our partnership with AOL Europe, which commenced in October 2004. The decrease in the rate of sequential quarterly growth is
the result of our higher revenue levels and seasonal slowdowns in Internet usage and commercial queries.
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Licensing and other revenues increased by $4.3 million or 38.5 % from the three months ended December 31, 2004 to the three months ended
March 31, 2005 primarily as a result of higher search queries served by us.

We believe that the increase in the number of paid clicks is the result of the relevance and quality of both the search results and advertisements
displayed, which results in more searches, advertisers and Google Network members, and ultimately, more paid clicks. We expect that 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. In addition, we expect that our revenue growth rate will decrease in the three months ended June 30, 2005
compared to the three months ended March 31, 2005 as a result of seasonal slowdowns in Internet usage and commercial queries.

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.

Three Months Ended

March 31,
2004

December 31,
2004

March 31,
2005

(unaudited)
United States 69% 65% 61%
International 31% 35% 39%

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 during 2005 and in future
periods. While international revenues accounted for approximately 39% of our total revenues in the three months ended March 31, 2005 and
31% in the three months ended March 31, 2004, more than half of our user traffic came from outside the U.S.

Costs and Expenses

Cost of Revenues. Cost of revenues consists primarily of traffic acquisition costs. Traffic acquisition costs consist of amounts ultimately paid to
Google Network members, as well as to partners who direct search queries to our web site. These amounts are primarily based on revenue share
arrangements under which we pay these Google Network members and partners a portion of the fees we receive from our advertisers. 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 a 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 a
small number of AdSense and other agreements, we have purchased certain items from, or provided other consideration to, our Google Network
members and partners. These amounts are amortized on a straight-line basis over the related term of the agreement.

The following table presents our traffic acquisition costs (dollars in millions) and traffic acquisition costs as a percentage of advertising
revenues, for the periods presented.
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Three Months Ended

March 31,
2004

December 31,
2004

March 31,
2005

(unaudited)
Traffic acquisition costs $ 271.0 $ 377.7 $ 461.8
Traffic acquisition costs as a percentage of advertising
revenues 42.5% 37.0% 37.2%

20

Edgar Filing: Google Inc. - Form 10-Q

36



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
amortization of expenses related to purchased and licensed technologies.

Cost of revenues increased by $91.4 million to $545.2 million (or 43.4% of revenues) in the three months ended March 31, 2005, from $453.8
million (or 44.0% of revenues) in the three months ended December 31, 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 $84.1 million primarily resulting from more advertiser fees generated through our AdSense program and
an increase in data center costs of $3.5 million primarily resulting from the depreciation of additional information technology assets purchased in
the current and prior periods.

Traffic acquisition costs as a percentage of advertising revenues increased slightly from 37.0% in the three months ended December 31, 2004 to
37.2% in the three months ended March 31, 2005. The reason for this increase was primarily due to revenue share arrangements that we recently
entered into with certain partners under which we share a portion of the advertising fees that we earn from paid clicks derived from search
queries these partners direct to our web sites. This increase was substantially offset by an increase in the proportion of advertising revenues
coming from our web sites rather than from our Google Network members� web sites, and by an increase in the proportion of our AdSense
revenue coming from agreements with more favorable revenue share arrangements.

Cost of revenues increased by $229.8 million to $545.2 million (or 43.4% of revenues) in the three months ended March 31, 2005, from $315.4
million (or 48.4% of revenues) in the three months ended March 31, 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 $190.8 million primarily resulting from more advertiser fees generated through our AdSense program and an increase in data
center costs of $22.0 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 $7.7 million resulting from more
advertiser fees generated through AdWords and an increase in the amortization of developed technology of $4.1 million resulting from
acquisitions in the prior year.

We expect cost of revenues to continue to increase in dollars in 2005 compared to 2004, 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.
However, traffic acquisition costs as a percentage of advertising revenues may fluctuate in the future based on a number of factors, including (i)
the relative growth rates of revenue from our web sites and from our Google Network members� web sites, (ii) whether we are able to enter into
more AdSense arrangements that provide for lower revenue share obligations or whether increased competition for arrangements with existing
and potential Google Network members results in less favorable revenue share arrangements, and (iii) whether we share with existing and new
partners proportionately more of the aggregate advertising fees that we earn from paid clicks derived from search queries these partners direct to
our web sites.

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 decreased by $8.0 million to $79.4 million (or 6.3% of revenues) in the three months ended March 31,
2005, from $87.4 million (or 8.5% of revenues) in the three months ended December 31, 2004. This decrease was primarily due to a $10.4
million in in-process research and development expenses we recognized in the three months ended December 31, 2004 associated with an
acquisition we made during that period. The decrease was partially offset by an increase in labor related costs of $1.2 million as a result of a
21% increase in research and development headcount, however, this increase in labor related costs was substantially offset by a
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disproportionately large increase to our annual bonus accrual recorded in the three months ended December 31, 2004 as a result of our
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better than expected 2004 financial performance. In addition, depreciation and related expenses increased by $1.9 million primarily as a result of
additional information technology assets purchased over the six months ended March 31, 2005.

Research and development expenses increased by $44.4 million to $79.4 million (or 6.3% of revenues) in the three months ended March 31,
2005, from $35.0 million (or 5.4% of revenues) in the three months ended March 31, 2004. This increase was primarily due to an increase in
labor and facilities related costs of $31.7 million as a result of a 103% increase in research and development headcount. In addition, depreciation
and related expenses increased by $8.7 million primarily as a result of additional information technology assets purchased over the fifteen-month
period ended March 31, 2005.

We anticipate that research and development expenses will increase in dollar amount and may increase as a percentage of revenues in 2005 and
future periods 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.

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 promotional and advertising expenditures.

Sales and marketing expenses increased $6.9 million to $83.0 million (or 6.6% of revenues) in the three months ended March 31, 2005, from
$76.1 million (or 7.4% of revenues) in the three months ended December 31, 2004. This increase in dollars was primarily due to an increase of
$3.4 million in promotional and advertising expenses as 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. The remaining increase was primarily due to expenses associated with our
annual sales conference held in the first quarter of 2005, partially offset by a disproportionately large increase to our annual bonus accrual
recorded in the three months ended December 31, 2004 as a result of our better than expected 2004 financial performance.

Sales and marketing expenses increased $35.1 to $83.0 million (or 6.6% of revenues) in the three months ended March 31, 2005, from $47.9
million (or 7.4% of revenues) in the three months ended March 31, 2004. This increase in dollars was primarily due to an increase in labor and
facilities related costs of $20.8 million mostly as a result of a 70% increase in sales and marketing headcount. In addition, promotional and
advertising expenses increased $7.3 million and travel-related expenses increased $1.4 million. The increase in sales and marketing personnel,
promotional and advertising, and travel-related 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. The increase was also a result of increased expenses associated
with our annual sales conference in 2005 compared to 2004.

We anticipate sales and marketing expenses will increase in dollar amount and may increase as a percentage of revenues in 2005 and future
periods 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. We also plan to add a significant number
of international sales personnel and increase promotional and advertising expenditures, such as toolbar distributions, to support our worldwide
expansion.

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.
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General and administrative expenses increased $5.5 million to $57.3 million (or 4.6% of revenues) in the three months ended March 31, 2005,
from $51.8 million (or 5.0% of revenues) in the three months ended December 31, 2004. This increase was primarily due to an increase in labor
and facilities related costs of $4.1 million, primarily as a result of a 17% increase in headcount. In addition, equipment related expenses
increased by $1.3 million as a result of the increase of headcount.

General and administrative expenses increased $35.8 million to $57.3 million (or 4.6% of revenues) in the three months ended March 31, 2005,
from $21.5 million (or 3.3% of revenues) in the three months ended March 31, 2004. This increase in dollars was primarily due to an increase in
labor and facilities related costs of $19.4 million, primarily as a result of a 83% increase in headcount, an increase in professional services fees
of $9.2 million and an increase in the amortization of intangibles of $2.8 million The additional personnel, professional services fees and
depreciation and related expenses are the result of the growth of our business.
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As we expand our business and incur additional expenses associated with being a public company, we believe general and administrative
expenses will increase in dollar amount and may increase as a percentage of revenues in 2005 and in future periods. In addition, contributions
made by us to charitable and other organizations are expected to increase in dollar amount and as a percentage of revenues in 2005 compared to
2004.

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 applied hindsight within each year or quarter prior to our initial public offering 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 generally granted at exercise prices equal to the fair market value of the underlying stock on
the date of option grant and, accordingly, little or no related stock-based compensation will be recognized under the current accounting rules.
Also, in the fourth quarter of 2004, we granted restricted stock units to certain employees. In addition, in the past 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 decreased $10.6 million to $48.9 million (or 3.9% of revenues) in the three months ended March 31, 2005 from $59.5
million (or 5.8% of revenues) in the three months ended December 31, 2004. The decrease was due to less amortization of deferred stock-based
compensation amounts from prior periods. This decrease in dollars was partially offset by an additional $1.0 million of stock-based
compensation that we recognized in the three months ended March 31, 2005 compared to the three months ended December 31, 2004 related to
$12.0 million of restricted stock units granted in the three months ended December 31, 2004. These restricted stock units are recognized as
stock-based compensation on an accelerated basis over the related vesting period of four years.

Stock-based compensation in the three months ended March 31, 2005 decreased $27.6 million to $48.9 million (or 3.9% of revenues) from $76.5
million (or 11.7% of revenues) in the three months ended March 31, 2004. The decrease was primarily driven by a decrease in the level of stock
option grants during the first quarter of 2005 and the immediate preceding quarters, as well as a substantial decrease in the intrinsic value of
these options on the dates of grant, compared to the first quarter of 2004 and the immediate preceding quarters. After the initial public offering,
options were generally granted at exercise prices equal to the fair market value of the underlying stock on the date of grant. As a result, these
options were granted at no intrinsic value and, accordingly, no related stock-based compensation will be recognized under the current accounting
rules.

Based on our balance sheet at March 31, 2005, we expect to amortize stock-based compensation of $97.8 million over the nine months ended
December 31, 2005, $70.0 million in 2006, $25.7 million in 2007, $5.7 million in 2008, $1.3 million in 2009 and $0.4 million thereafter. These
amounts assume the continued employment throughout the referenced periods of the recipient of the options that gave rise to the deferred
stock-based compensation. These amounts do not include stock-based compensation related to:

� restricted stock or restricted stock units that have been and may be granted to employees subsequent to March 31, 2005 (we expect
restricted stock units of significantly greater dollar value on the date of grant to be issued to our employees in 2005 and future
periods compared to the $12.0 million of restricted stock units issued in 2004).

� the effect of changes to the stock-based accounting rules as set forth under Statement of Financial Accounting Standards No. 123
(revised 2004), Share-Based Payment, which we will adopt beginning January 1, 2006 (for additional discussion regarding the
expected effect of this pronouncement, see Effect of a Recent Accounting Pronouncement included elsewhere in this report).
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� options that have been or may be granted to non-employees.

� options that may be granted to employees and directors subsequent to March 31, 2005 at exercise prices less than the fair market
value on the date of grant.

At December 31, 2004, there were 302,950 unvested options held by non-employees with a weighted-average exercise price of $0.52 and a
weighted-average 36 months remaining vesting period. These options generally vest on a monthly and ratable basis. Depending on the fair
market value of these options on their vesting dates, the related charge could be significant during 2005 and subsequent periods. We recognized
$2.8 million, $4.6 million and $5.0 million of stock-based compensation related to these options that vest over time in the three months ended
March 31, 2004, December 31, 2004 and March 31, 2005. No options that vest over time were granted to non-employees in the three months
ended March 31, 2005.

See Note 1 of Notes to Condensed Consolidated Financial Statements, as well as Critical Accounting Policies and Estimates and Effect of a
Recent Accounting Pronouncement, included at the beginning of this report for additional information about stock-based compensation.

Interest Income and Other, Net

Interest income and other of $13.7 million in the three months ended March 31, 2005 was primarily the result of $11.7 million of interest income
earned on cash, cash equivalents and marketable security balances. In addition, we recognized $2.4 million of net foreign exchange gains that
resulted from (i) the forward contracts that we entered into to purchase U.S. dollars with Euros to offset the foreign exchange risk on certain
intercompany assets and (ii) the net monetary assets denominated in currencies other than the local currencies. These income sources were also
offset by approximately $300,000 of realized losses on sales of marketable securities and approximately $100,000 of interest expense incurred
on equipment leases, including the amortization of the fair value of warrants issued to lenders in prior years.

Interest income and other of $300,000 in the three months ended March 31, 2004 was primarily the result of $1.2 million of interest income
earned on cash, cash equivalents and marketable security balances and approximately $100,000 of realized gains on sales of marketable
securities. These income sources were offset by approximately $700,000 of net foreign exchange losses that resulted from the net monetary
assets denominated in currencies other than the local currencies and by approximately $300,000 of interest expense incurred on equipment
leases, including the amortization of the fair value of warrants issued to lenders in prior years.

Provision for Income Taxes

Our provision for income taxes decreased to $87.3 million, or an effective tax rate of 19% in the three months ended March 31, 2005, from
$106.1 million, or an effective tax rate of 34% in the three months ended December 31, 2004. These decreases were primarily because
proportionately more of our earnings in 2005 compared to 2004 are expected to be recognized by our Irish subsidiary and such earnings are
taxed at a lower statutory tax rate than in the U.S. We expect our effective tax rate to be approximately 30% for 2005. However, if future
earnings recognized by our Irish subsidiary are not at the levels we expect, our effective tax rate will be higher than our expectations.

In addition, we realized a $48.5 million reduction to our provision for income taxes in the three months ended March 31, 2005, as a result of
disqualifying dispositions related to cumulative stock-based compensation recognized for all of our incentive stock options compared to a $42.2
million reduction in the three months ended December 31, 2004. We do not expect further significant reductions to our provision for income
taxes as a result of disqualifying dispositions that may occur after the first quarter of 2005 related to incentive stock options currently
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outstanding. Furthermore, we do not expect to grant a significant number of incentive stock options in the foreseeable future. For additional
discussion regarding the accounting for disqualifying dispositions on incentive stock options, see Critical Accounting Policies and Estimates
included elsewhere in this report.
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Our provision for income taxes decreased to $87.3 million, or an effective tax rate of 19% in the three months ended March 31, 2005 from $91.7
million, or an effective tax rate of 59% in the three months ended March 31, 2004, primarily due to the reasons noted above and as a result of
lower stock-based compensation charges in relation to income before income taxes. Prior to our initial public offering in August 2004, no
reductions were made to our provision for income taxes related to stock-based compensation.

Liquidity and Capital Resources

In summary, our cash flows were:

Three Months Ended March 31,

2004 2005

(in thousands)
Net cash provided by operating activities $ 208,045 $ 529,622
Net cash used in investing activities (106,843) (472,328)
Net cash provided by financing activities 3,710 3,505

As a result of the completion of our initial public offering in August 2004, we raised $1,161.1 million of net proceeds. At March 31, 2005, we
had $2,507.3 million of cash, cash equivalents and marketable securities. Cash equivalents and marketable securities are comprised of highly
liquid debt instruments of U.S. corporations, municipalities in the U.S. and the U.S. government and its agencies. Note 2 of Notes to Condensed
Consolidated Financial Statements included as part of this report describes further the composition of our marketable securities.

Our principal sources of liquidity are our cash, cash equivalents and marketable securities, as well as the cash flow that we generate from our
operations. At March 31, 2005 and December 31, 2004, we had unused letters of credit for approximately $14.4 million. We believe that our
existing cash, cash equivalents, marketable securities and cash generated from operations will be sufficient to satisfy our currently anticipated
cash requirements through at least the next 12 months. Our liquidity could be negatively affected by a decrease in demand for our products and
services. In addition, we may make acquisitions or license products and technologies complementary to our business and may need to raise
additional capital through future debt or equity financing to the extent necessary to fund any such acquisitions and licensing activities.
Additional financing may not be available at all or on terms favorable to us.

Cash provided by operating activities consisted of net income adjusted for certain non-cash items including depreciation, amortization,
stock-based compensation, tax benefits from stock-based award activity and other and the effect of changes in working capital and other
activities. Cash provided by operating activities in the three months ended March 31, 2005 was $529.6 million and consisted of net income of
$369.2 million, adjustments for non-cash items of $182.4 million and offset by $22.0 million used in working capital and other activities.
Adjustments for non-cash items primarily included $46.5 million of depreciation and amortization expense on property and equipment and $48.9
million of stock-based compensation. In addition, adjustments for non-cash items included $77.4 million of tax benefits from stock-based award
activity and other, which represents a portion of the $151.8 million of income taxes receivable that we recorded over the first quarter of 2005
related to the exercise, sale or vesting of these awards. Working capital activities primarily consisted of an increase of $60.1 million in accounts
receivable due to the growth in fees billed to our advertisers. This was partially offset by an increase of $42.7 million in accounts payable due to
the increase in purchases of property and equipment.

Cash provided by operating activities in the three months ended March 31, 2004 was $208.0 million and consisted of net income of $64.0
million, adjustments for non-cash items of $100.1 million and $43.9 million used by working capital and other activities. Working capital and
other activities primarily consisted of a net increase in income taxes payable and deferred income taxes of $73.1 million. This was partially
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offset by an increase of $24.8 million in accounts receivable due to the growth in fees billed our advertisers.

As we expand our business internationally, we may offer payment terms to certain advertisers that are standard in their locales, but longer than
terms we would generally offer to our domestic advertisers. This may increase our working capital requirements and may have a negative effect
on cash flow provided by our operating activities. In addition, now
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that we have become a public company, our cash-based compensation per employee has increased and will likely continue to increase (in the
form of variable bonus awards and other incentive arrangements) in order to retain and attract employees.

In addition, new accounting rules will require that cash benefits resulting from the tax deductibility of increases in the value of equity
instruments issued under share-based payment arrangements be included as part of cash flows from financing activities rather than from
operating activities. This change in methods will likely have a significant negative effect on our cash provided by operating activities in periods
after adoption of these new rules. See Effect of a Recent Accounting Pronouncement included elsewhere in this report.

Cash used in investing activities in the three months ended March 31, 2005 of $472.3 million was attributable to net purchases of marketable
securities of $324.9 million, capital expenditures of $142.4 million and cash consideration used in other investments of $5.0 million. Cash used
in investing activities in the three months ended March 31, 2004 of $106.8 million was attributable to capital expenditures of $86.0 million, net
purchases of marketable securities of $17.8 million and net cash consideration used in other asset purchase of $3.0 million.

Capital expenditures are mainly for the purchase of information technology assets. In order to manage expected increases in Internet traffic,
advertising transactions and new products and services, and to support our overall global business expansion, we will continue to invest heavily
in data center operations, technology, corporate facilities and information technology infrastructure. We expect to spend over $600 million on
property and equipment, including information technology infrastructure comprised primarily of production servers and network equipment, to
manage and grow our operations during 2005.

In addition, we expect to spend a significant amount of cash on acquisitions and other investments in 2005. Through these acquisitions and
investments, we acquire engineering teams and technologies that we believe will help us expand and grow our business.

Cash provided by financing activities in the three months ended March 31, 2005 of $3.5 million was due primarily to net proceeds from the
issuance of common stock pursuant to stock option exercises of $4.1 million, net of repurchases, offset by repayment of equipment loan and
lease obligations of $600,000. Cash provided by financing activities in the three months ended March 31, 2004 of $3.7 million was due to
proceeds from the issuance of common stock pursuant to stock option exercises of $4.9 million, net of repurchases, offset by repayment of
equipment loan and lease obligations of $1.2 million.

Contractual Obligations

We are obligated under certain agreements to make guaranteed minimum revenue share payments to Google Network members and certain
partners based on their achieving defined performance terms, such as number of search queries or advertisements displayed. At March 31, 2005,
our aggregate outstanding non-cancellable minimum guarantee commitments totaled $431.3 million through 2008 compared to $462.9 million at
December 31, 2004.

Critical Accounting Policies and Estimates

We prepare our condensed consolidated financial statements in accordance with accounting principles generally accepted in the U.S. In doing so,
we have to make estimates and assumptions that affect our reported amounts of assets, liabilities, revenues and expenses, as well as related
disclosure of contingent assets and liabilities. In many cases, we could reasonably have used different accounting policies and estimates. In some
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cases changes in the accounting estimates are reasonably likely to occur from period to period. Accordingly, actual results could differ materially
from our estimates. To the extent that there are material differences between these estimates and actual results, our financial condition or results
of operations will be affected. We base our estimates on past experience and other assumptions that we believe are reasonable under the
circumstances, and we evaluate these estimates on an ongoing basis. We refer to accounting estimates of this type as critical accounting policies
and estimates, which we discuss further below. We have reviewed our critical accounting policies and estimates with our board of directors.
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Stock-Based Compensation

Accounting for Stock-Based Awards to Employees

Prior to the 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 within each
year or quarter prior to our initial public offering to arrive at reassessed values for the shares underlying these options. After the initial public
offering, we have granted options at exercise prices equal to the fair market value of the underlying stock on the date of option grant. There are
two measures of value of our common stock that were relevant to our accounting for equity compensation relating to our compensatory equity
grants prior to our initial public offering:

� The �board-determined value� is the per share value of our common stock determined by our board of directors at the time the board
made an equity grant, taking into account a variety of factors, including our historical and projected financial results, comparisons of
comparable companies, risks facing us, as well as the liquidity of the common stock.

� The �reassessed value� is the per share value of our common stock determined by us in hindsight solely for the purpose of financial
accounting for employee stock-based compensation.

We recorded deferred stock-based compensation to the extent that the reassessed value of the stock at the date of grant exceeded the exercise
price of the option. The reassessed values for accounting purposes were determined based on a number of factors and methodologies. One of the
significant methods we used to determine the reassessed values for the shares underlying options is through a comparison of price multiples of
our historical and forecasted earnings to certain public companies involved in the same or similar lines of business. The market capitalizations of
these companies increased significantly from January 2003 through July 2004 which contributed significantly to the increase in the reassessed
values of our shares. We also considered our financial performance and growth, primarily since January 2003. Our revenue and earnings growth
rates contributed significantly to the increase in the reassessed values of our shares. The reassessed values of our shares increased more
significantly in dollar and percentage terms in earlier periods compared to later ones which are reflective of the related revenue and earnings
growth rates. We also retained third party advisors to provide two contemporaneous valuation analyses since January 2003 and used this
information to support our own valuation analyses. Please note that these reassessed values are inherently uncertain and highly subjective. If we
had made different assumptions, our deferred stock-based compensation amount, stock-based compensation expense, in-process research and
development expense, net income, net income per share and recorded goodwill amounts could have been significantly different.

We have accounted for stock options issued to our employees and directors using the intrinsic value method under Accounting Principles Board
Opinion No. 25, Accounting for Stock Issued to Employees. The alternative is the fair value method as prescribed by Statement of Financial
Accounting Standards No. 123, Accounting for Stock-based Compensation. If we had used the fair value method, our net income would have
been reduced by approximately $900,000 and $17.0 million in the three months ended March 31, 2004 and 2005. These amounts are
substantially less than the differences the separate application of these two methods would have on net income in future periods. This is
primarily because the differences between the fair values of options granted prior to our initial public offering determined using the Black
Scholes method and the related reassessed intrinsic values on the dates of grant were generally insignificant; whereas these differences were, and
are expected to continue to be, significant for options granted after the initial public offering. Also, the assumptions we make under the Black
Scholes method, such as stock-price volatility, will have a significant effect on the determination of the fair value of options granted after the
initial public offering. For instance, prior to the fourth quarter of 2004, our assumptions about stock price volatility were generally based on the
volatility rates of comparable public companies. However, beginning in the fourth quarter of 2004, we based our assumptions about stock-price
volatility not only on the stock-price volatility of comparable companies, but also on the historical trading data for our stock and the implied
volatility of publicly traded options to buy our stock with a term of at least one year. The volatility rates used in the fourth quarter of 2004 and
the first quarter of 2005 were substantially less than that used in prior periods, which resulted in the determination of a lower fair value for
options granted in those quarters than would have otherwise been determined. These rates may or may not reflect our stock-price volatility after
we have been a publicly held company for a meaningful period of time. See Note 1 of Notes to
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Condensed Consolidated Financial Statements for additional information about stock-based compensation, as well as the anticipated effects on
our financial results after our adoption of Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment (�SFAS
123R�) beginning January 1, 2006.

Accounting for Stock-Based Awards to Non-employees

We measure the fair value of options to purchase our common stock granted to non-employees throughout the vesting period as they are earned,
at which time we recognize a charge to stock-based compensation. The fair value is determined using the Black-Scholes option-pricing model,
which considers the exercise price relative to the reassessed value (for periods before the initial public offering) or the fair market value (for
periods after the initial public offering) of the underlying stock, the expected stock price volatility, the expected life of the option, the risk-free
interest rate and the dividend yield. As discussed above, the reassessed value of the underlying stock were based on assumptions of matters that
are inherently highly uncertain and subjective. Our assumptions about stock-price volatility are generally based on the volatility rates of
comparable publicly held companies for all periods prior to the fourth quarter of 2004. However, beginning in the fourth quarter of 2004, our
assumptions also consider the historical trading data for our stock and the implied volatility of publicly traded options to buy our stock with a
term of at least one year. These rates may or may not reflect our stock-price volatility after we have been a publicly held company for a
meaningful period of time. If we had made different assumptions about the reassessed value of our stock or stock-price volatility rates, the
related stock-based compensation expense and our net income and net income per share amounts could have been significantly different.

Incentive Stock Option �Disqualifying Dispositions�

The recipient of an incentive stock option must hold the resultant shares for at least two years from the date of grant and one year from the date
of exercise in order to receive favorable �capital gains� tax treatment on any profit realized from the sale of those shares. If this holding period is
not met, then all or a portion of the profit realized by the individual is taxed at ordinary income tax rates. If we include this profit in an
individual�s taxable compensation, then we can deduct it as compensation expense on our corporate tax return. These benefits have been recorded
as an increase to our income taxes receivable, which will ultimately improve our net cash provided by operating activities. In addition, we have
applied the portfolio method to determine the portion of this benefit that is recorded as a reduction to our provision for income taxes as it is more
practicable than the alternative individual award method discussed below. Under the portfolio method, to the extent the cumulative stock-based
compensation recognized related to all incentive stock options multiplied by the statutory tax rate is greater than the cumulative disqualifying
disposition benefit, the reduction to our provision for income taxes will equal the related increase to our income taxes receivable. In the fourth
quarter of 2004, the increase to our income taxes receivable for disqualifying dispositions equaled the reduction to our provision for income
taxes of $42.2 million. In the first quarter of 2005, the increase to our income taxes receivable for disqualifying dispositions of $121.1 million
exceeded the reduction to our provision for income taxes of $48.5 million. This difference of $72.6 million was recorded as an increase to
additional paid-in capital on our balance sheet. We do not expect for the foreseeable future further significant reductions to our provision for
income taxes as a result of disqualifying dispositions that may occur after the first quarter of 2005 related to incentive stock options currently
outstanding.

As mentioned above, an alternative to the portfolio method is the individual award method. Under the individual award method, to the extent the
cumulative stock-based compensation recognized under any particular incentive stock option grant multiplied by the statutory tax rate is greater
than the related cumulative disqualifying disposition benefit, the reduction to our provision for income taxes will equal the related increase to
our income taxes receivable for that particular grant. However, once and to the extent the cumulative disqualifying disposition benefit
recognized under any particular incentive stock option grant exceeds the related cumulative stock-based compensation multiplied by the
statutory tax rate, the disqualifying disposition benefit will be recorded as additional paid-in capital on our balance sheet rather than as a
reduction to our provision for income taxes. If we had used the individual award method rather than the portfolio method, the reduction to our
provision for income taxes related to disqualifying dispositions may have been less than the $48.5 million realized in the first quarter of 2005.

In December 2004, the Financial Accounting Standards Board (FASB) issued SFAS No. 123 (revised 2004) (SFAS 123R), Share-Based
Payment. Under SFAS 123R, we will be required to use the individual award method to account for any disqualifying dispositions related to any

Edgar Filing: Google Inc. - Form 10-Q

50



incentive stock options granted after December 31, 2005 (See
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also Effect of a Recent Accounting Pronouncement, below). We do not expect that the application of this method to our accounting for
disqualifying dispositions related to incentive stock options currently outstanding will materially affect our provision for income taxes or our
effective tax rate for the foreseeable future after adoption.

Effect of a Recent Accounting Pronouncement

In December 2004, the Financial Accounting Standards Board issued SFAS No. 123 (revised 2004) (�SFAS 123R�), Share-Based Payment, that
addresses the accounting for share-based payment transactions in which an enterprise receives employee services in exchange for equity
instruments of the enterprise or 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. SFAS 123R eliminates the ability to account for share-based compensation transactions using the intrinsic
value method under Accounting Principles Board Opinion No. 25 (�APB 25�), Accounting for Stock Issued to Employees, and generally would
require instead that such transactions be accounted for using a fair-value-based method. SFAS 123R requires the use of an option pricing model
for estimating fair value, which is amortized to expense over the service periods. In April 2005, the Securities and Exchange Commission
amended the compliance dates for SFAS 123R. In accordance with this amendment, we will adopt the requirements of SFAS 123R beginning
January 1, 2006.

If we had adopted the provisions of SFAS 123 at the beginning of 2004, net income would have been reduced by approximately $900,000 and
$17.0 million in the three months ended March 31, 2004 and 2005. This additional stock-based compensation, net of income taxes that would
have been recognized under SFAS 123 in the three months ended March 31, 2004 (and to a lesser extent, in the three months ended March 31,
2005) is a function of the generally insignificant differences between the intrinsic values of stock options granted prior to the initial public
offering and the related fair values on the dates of grant determined using the Black-Scholes method. After the initial public offering, we granted
stock options with generally no intrinsic value and expect to continue to do so in the foreseeable future. As the fair values of these options on the
dates of grant are and will be significantly greater than the related intrinsic values, we will recognize significantly greater stock-based
compensation after the adoption of SFAS 123R than we would have recognized if we had continued to apply APB 25, and significantly greater
than the aforementioned additional stock-based compensation, net of income taxes we would have recognized under SFAS 123 in the three
months ended March 31, 2004 and 2005. The stock-based compensation we will recognize after the adoption of SFAS 123R will also be affected
by the number and type of stock-based awards granted in the future and the pricing model and related assumptions used for estimating the fair
values of options.

The provision for income taxes includes a reduction for disqualifying dispositions on incentive stock options using the portfolio rather than the
individual award method. The portfolio method was used because it was more practicable to do so. SFAS 123R requires the use of the individual
award method. If we had used the individual award method, our net income may have been reduced further than the approximate $17.0 million
reduction in the three months ended March 31, 2005 noted above if we had adopted the provisions of SFAS 123.

SFAS 123R allows for either prospective recognition of compensation expense or retrospective recognition, which may be back to the original
issuance of SFAS 123 or only to interim periods in the year of adoption. We are currently evaluating these transition methods.

Finally, SFAS 123R requires that cash inflows from financing activities on our statement of cash flows include the cash retained as a result of
the tax deductibility of increases in the value of equity instruments issued under share-based payment arrangements in excess of any related
stock-based compensation recognizable for financial reporting purposes. These tax benefits shall be determined based on the individual award
method. In addition, cash outflows from operating activities must include the cash that would have been paid for income taxes if increases in the
value of equity instruments issued under share-based arrangements had not been deductible in determining taxable income in excess of any
related stock-based compensation recognizable for financial reporting purposes. The above amounts are the same. This cash benefit has been
included in the determination of cash provided by operating activities on our statement of cash flows in the three months ended March 31, 2005
(there was no such benefit in the three months ended March 31, 2004). The change in methods will likely have a significant negative effect on
our cash provided by operating activities in periods after adoption of SFAS 123R.
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Factors That Could Affect Future Results

Because of the following factors, as wells as other variables affecting our operating results and financial condition, past financial performance
may not be a reliable indicator of future performance, and historical trends should not be used to anticipate results or trends in future periods.

Risks Related to Our Business and Industry

We face significant competition from Microsoft and Yahoo.

We face formidable competition in every aspect of our business, and particularly from other companies that seek to connect people with
information on the web and provide them with relevant advertising. Currently, we consider our primary competitors to be Microsoft Corporation
and Yahoo! Inc. Microsoft recently introduced a new search engine and has announced plans to develop features that make web search a more
integrated part of its Windows operating system. We expect that Microsoft will increasingly use its financial and engineering resources to
compete with us. Both Microsoft and Yahoo have more employees than we do (in Microsoft�s case, currently nearly 20 times as many).
Microsoft also has significantly more cash resources than we do. Both of these companies also have longer operating histories and more
established relationships with customers. They can use their experience and resources against us in a variety of competitive ways, including by
making acquisitions, investing more aggressively in research and development and competing more aggressively for advertisers and web sites.
Microsoft and Yahoo also may have a greater ability to attract and retain users than we do because they operate Internet portals with a broad
range of content products and services. If Microsoft or Yahoo are successful in providing similar or better web search results compared to ours
or leverage their platforms to make their web search services easier to access than ours, we could experience a significant decline in user traffic.
Any such decline in traffic could negatively affect our revenues.

We face competition from other Internet companies, including web search providers, Internet advertising companies and destination web
sites that may also bundle their services with Internet access.

In addition to Microsoft and Yahoo, we face competition from other web search providers, including companies that are not yet known to us. We
compete with Internet advertising companies, particularly in the areas of pay-for-performance and keyword-targeted Internet advertising. Also,
we may compete with companies that sell products and services online because these companies, like us, are trying to attract users to their web
sites to search for information about products and services.

We also compete with destination web sites that seek to increase their search-related traffic. These destination web sites may include those
operated by Internet access providers, such as cable and DSL service providers. Because our users need to access our services through Internet
access providers, they have direct relationships with these providers. If an access provider or a computer or computing device manufacturer
offers online services that compete with ours, the user may find it more convenient to use the services of the access provider or manufacturer. In
addition, the access provider or manufacturer may make it hard to access our services by not listing them in the access provider�s or
manufacturer�s own menu of offerings. Also, because the access provider gathers information from the user in connection with the establishment
of a billing relationship, the access provider may be more effective than we are in tailoring services and advertisements to the specific tastes of
the user.

There has been a trend toward industry consolidation among our competitors, and so smaller competitors today may become larger competitors
in the future. If our competitors are more successful than we are at generating traffic, our revenues may decline.
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We face competition from traditional media companies, and we may not be included in the advertising budgets of large advertisers, which could
harm our operating results.

In addition to Internet companies, we face competition from companies that offer traditional media advertising opportunities. Most large
advertisers have set advertising budgets, a very small portion of which is allocated to Internet advertising. We expect that large advertisers will
continue to focus most of their advertising efforts on traditional media. If we fail to convince these companies to spend a portion of their
advertising budgets with us, or if our existing advertisers reduce the amount they spend on our programs, our operating results would be harmed.
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We expect our growth rates to decline and anticipate downward pressure on our operating margin in the future.

We expect that our revenue growth rate will decline over time and anticipate that there will be downward pressure on our operating margin. We
believe our revenue growth rate will generally decline as a result of increasing competition and the inevitable decline in growth rates as our
revenues increase to higher levels. We believe our operating margin will experience downward pressure as a result of increasing competition and
increased expenditures for many aspects of our business as a percentage of our revenues. Our operating margin will also experience downward
pressure to the extent the proportion of our revenues generated from our Google Network members increases. The margin on revenue we
generate from our Google Network members is generally significantly less than the margin on revenue we generate from advertising on our web
sites. Additionally, the margin we earn on revenue generated from our Google Network could decrease in the future if our Google Network
members demand a greater portion of the advertising fees, which could be the result of increased competition for these members.

Our operating results may fluctuate, which makes our results difficult to predict and could cause our results to fall short of expectations.

Our operating results may fluctuate as a result of a number of factors, many of which are outside of our control. For these reasons, comparing
our operating results on a period-to-period basis may not be meaningful, and you should not rely on our past results as an indication of our future
performance. Our quarterly and annual expenses as a percentage of our revenues may be significantly different from our historical or projected
rates. Our operating results in future quarters may fall below expectations. Any of these events could cause our stock price to fall. Each of the
risk factors listed in this �Factors That Could Affect Future Results� section, and the following factors, may affect our operating results:

� Our ability to continue to attract users to our web sites.

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

� Our ability to attract advertisers to our AdWords program.

� Our ability to attract web sites to our AdSense program.

� The mix in our revenues between those generated on our web sites and those generated through our Google Network.

� The amount and timing of operating costs and capital expenditures related to the maintenance and expansion of our businesses,
operations and infrastructure.

� Our focus on long term goals over short term results.

� The results of our investments in risky projects.

� Payments made in connection with the resolution of litigation matters.

� General economic conditions and those economic conditions specific to the Internet and Internet advertising.
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� Our ability to keep our web sites operational at a reasonable cost and without service interruptions.

� Our ability to forecast revenue from agreements under which we guarantee minimum payments.

� Geopolitical events such as war, threat of war or terrorist actions.

Because our business is changing and evolving, our historical operating results may not be useful to you in predicting our future operating
results. In addition, advertising spending has historically been cyclical in nature, reflecting overall economic conditions as well as budgeting and
buying patterns. For example, in 1999, advertisers spent heavily on Internet advertising. This was followed by a lengthy downturn in ad
spending on the web. Also, user traffic tends to be seasonal. Our rapid growth has masked the cyclicality and seasonality of our business. As our
growth slows,
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we expect that the cyclicality and seasonality in our business may become more pronounced and may in the future cause our operating results to
fluctuate.

If we do not continue to innovate and provide products and services that are useful to users, we may not remain competitive, and our
revenues and operating results could suffer.

Our success depends on providing products and services that people use for a high quality Internet experience. Our competitors are constantly
developing innovations in web search, online advertising and providing information to people. As a result, we must continue to invest significant
resources in research and development in order to enhance our web search technology and our existing products and services and introduce new
high-quality products and services that people can easily and effectively use. If we are unable to ensure that our users and customers have a high
quality experience with our products and services, then these customers may become dissatisfied and move to competitors� products. In addition,
if we are unable to predict user preferences or industry changes, or if we are unable to modify our products and services on a timely basis, we
may lose users, advertisers and Google Network members. Our operating results would also suffer if our innovations are not responsive to the
needs of our users, advertisers and Google Network members, are not appropriately timed with market opportunity or are not effectively brought
to market. As search technology continues to develop, our competitors may be able to offer search results that are, or that are perceived to be,
substantially similar or better than those generated by our search services. This may force us to compete on bases in addition to quality of search
results and to expend significant resources in order to remain competitive.

We generate our revenue almost entirely from advertising, and the reduction in spending by or loss of advertisers could seriously harm our
business.

We generated approximately 99% of our revenues in 2004, and in the three months ended March 31, 2005, from our advertisers. Our advertisers
can generally terminate their contracts with us at any time. Advertisers will not continue to do business with us if their investment in advertising
with us does not generate sales leads, and ultimately customers, or if we do not deliver their advertisements in an appropriate and effective
manner. If we are unable to remain competitive and provide value to our advertisers, they may stop placing ads with us, which would negatively
affect our revenues and business.

We rely on our Google Network members for a significant portion of our revenues, and we benefit from our association with them. The loss
of these members could prevent us from receiving the benefits we receive from our association with these Google Network members, which
could adversely affect our business.

We provide advertising, web search and other services to members of our Google Network. The revenues generated from the fees advertisers
pay us when users click on ads that we have delivered to our Google Network members� web sites represented 49% of our revenues in 2004 and
47% of our revenues in the three months ended March 31, 2005. We consider this network to be critical to the future growth of our revenues.
However, some of the participants in this network may compete with us in one or more areas. Therefore, they may decide in the future to
terminate their agreements with us. If our Google Network members decide to use a competitor�s or their own web search or advertising services,
our revenues would decline.

Our agreements with a few of the largest Google Network members account for a significant portion of revenues derived from our AdSense
program. In addition, advertising and other fees generated from one Google Network member, America Online, Inc., primarily through our
AdSense program, accounted for approximately 12% and 11% of our revenues in 2004 and in the three months ended March 31, 2005,
respectively. Also, certain of our key network members operate high-profile web sites, and we derive tangible and intangible benefits from this
affiliation. If one or more of these key relationships is terminated or not renewed, and is not replaced with a comparable relationship, our
business would be adversely affected.
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Our business and operations are experiencing rapid growth. If we fail to effectively manage our growth, our business and operating results
could be harmed and we may have to incur significant expenditures to address the additional operational and control requirements of this
growth.

We have experienced, and continue to experience, rapid growth in our headcount and operations, which has placed, and will continue to place,
significant demands on our management, operational and financial infrastructure. If
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we do not effectively manage our growth, the quality of our products and services could suffer, which could negatively affect our brand and
operating results. To effectively manage this growth, we will need to continue to improve our operational, financial and management controls
and our reporting systems and procedures. These systems enhancements and improvements will require significant capital expenditures and
allocation of valuable management resources. If the improvements are not implemented successfully, our ability to manage our growth will be
impaired and we may have to make significant additional expenditures to address these issues, which could harm our financial position. The
required improvements include:

� Enhancing our information and communication systems to ensure that our offices around the world are well coordinated and that we
can effectively communicate with our growing base of users, advertisers and Google Network members.

� Enhancing systems of internal controls to ensure timely and accurate reporting of all of our operations.

� Ensuring enhancements to our systems of internal controls are scalable to our anticipated growth in headcount and operations.

� Standardizing systems of internal controls and ensuring they are consistently applied at each of our operations around the world.

� Documenting all of our information technology systems and our business processes for our ad, billing and other systems.

� Improving our information technology infrastructure to maintain the effectiveness of our search and ad systems.

We are required to evaluate our internal control over financial reporting under Section 404 of the Sarbanes Oxley Act of 2002, and any
adverse results from such evaluation could result in a loss of investor confidence in our financial reports and have an adverse effect on our
stock price.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002, beginning with our Annual Report on Form 10-K for the fiscal year ending
December 31, 2005, we will be required to furnish a report by our management on our internal control over financial reporting. Such a report
will contain, among other matters, an assessment of the effectiveness of our internal control over financial reporting as of the end of our fiscal
year, including a statement as to whether or not our internal control over financial reporting is effective. This assessment must include disclosure
of any material weaknesses in our internal control over financial reporting identified by management. Such report must also contain a statement
that our auditors have issued an attestation report on management�s assessment of such internal controls.

The Committee of Sponsoring Organizations of the Treadway Commission (COSO) provides a framework for companies to assess and improve
their internal control systems. The Public Company Accounting Oversight Board�s Auditing Standard No. 2 (�Standard No. 2�) provides the
professional standards and related performance guidance for auditors to attest to, and report on, management�s assessment of the effectiveness of
internal control over financial reporting under Section 404. Management�s assessment of internal controls over financial reporting requires
management to make subjective judgments and, particularly because Standard No. 2 is newly effective, some of the judgments will be in areas
that may be open to interpretation and therefore the report may be uniquely difficult to prepare, and our auditors may not agree with
management�s assessments. We are still performing the system and process documentation and evaluation needed to comply with Section 404,
which is both costly and challenging.

During this process, if our management identifies one or more material weaknesses in our internal control over financial reporting, we will be
unable to assert such internal control is effective. If we are unable to assert that our internal control over financial reporting is effective as of
December 31, 2005 (or if our auditors are unable to attest that our management�s report is fairly stated or they are unable to express an opinion on
the effectiveness of our internal controls), we could lose investor confidence in the accuracy and completeness of our financial reports, which
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would have an adverse effect on our stock price.

We have in the past discovered, and may in the future discover, areas of our internal controls that need improvement. For example, during our
2002 audit, our external auditors brought to our attention a need to increase
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restrictions on employee access to our advertising system and automate more of our financial processes. The auditors identified these issues
together as a �reportable condition,� which means that these were matters that in the auditors� judgment could adversely affect our ability to record,
process, summarize and report financial data consistent with the assertions of management in the financial statements. In 2003, we devoted
significant resources to remediate and improve our internal controls. Although we believe that these efforts have strengthened our internal
controls and addressed the concerns that gave rise to the �reportable condition� in 2002, we are continuing to work to improve our internal
controls. Areas of improvement include streamlining and standardizing our domestic and international billing and other processes, further
limiting internal access to certain data systems and continuing to improve coordination and communication across business functions.

We cannot be certain as to the timing of completion of our evaluation, testing and any required remediation due in large part to the fact that there
is very little precedent available by which to measure compliance with the new Auditing Standard No. 2. If we are not able to complete our
assessment under Section 404 in a timely manner, we and our auditors would be unable to conclude that our internal control over financial
reporting is effective as of December 31, 2005.

We intend to migrate critical financial functions to a third-party provider. If this potential transition is not successful, our business and
operations could be disrupted and our operating results would be harmed.

We have entered into an arrangement to transfer our worldwide billing, collection and credit evaluation functions to a third-party service
provider, Bertelsmann AG, and are currently in the process of implementing this arrangement; however, we cannot be sure that the arrangement
will be completed and implemented. The third-party provider will also track, on an automated basis, a majority of our growing number of
AdSense revenue share agreements. These functions are critical to our operations and involve sensitive interactions between us and our
advertisers and members of our Google Network. If we do not successfully implement this project, our business, reputation and operating results
could be harmed. We have no experience managing and implementing this type of large-scale, cross-functional, international infrastructure
project. We also may not be able to integrate our systems and processes with those of the third-party service provider on a timely basis, or at all.
Even if this integration is completed on time, the service provider may not perform to agreed upon service levels. Failure of the service provider
to perform satisfactorily could result in customer dissatisfaction, disrupt our operations and adversely affect operating results. We will have
significantly less control over the systems and processes than if we maintained and operated them ourselves, which increases our risk. If we need
to find an alternative source for performing these functions, we may have to expend significant resources in doing so, and we cannot guarantee
this would be accomplished in a timely manner or without significant additional disruption to our business.

Our business depends on a strong brand, and if we are not able to maintain and enhance our brand, our ability to expand our base of users,
advertisers and Google Network members will be impaired and our business and operating results will be harmed.

We believe that the brand identity that we have developed has significantly contributed to the success of our business. We also believe that
maintaining and enhancing the �Google� brand is critical to expanding our base of users, advertisers and Google Network members. Maintaining
and enhancing our brand may require us to make substantial investments and these investments may not be successful. If we fail to promote and
maintain the �Google� brand, or if we incur excessive expenses in this effort, our business, operating results and financial condition will be
materially and adversely affected. We anticipate that, as our market becomes increasingly competitive, maintaining and enhancing our brand
may become increasingly difficult and expensive. Maintaining and enhancing our brand will depend largely on our ability to be a technology
leader and to continue to provide high quality products and services, which we may not do successfully.

People have in the past expressed, and may in the future express, objections to aspects of our products. For example, people have raised privacy
concerns relating to the ability of our Gmail email service to match relevant ads to the content of email messages. Some people have also reacted
negatively to the fact that our search technology can be used to help people find hateful or derogatory information on the web. Aspects of our
future products may raise similar public concerns. Publicity regarding such concerns could harm our brand. In addition, members of the Google
Network and other third parties may take actions that could impair the value of our brand. We are aware that third parties, from time to time, use
�Google� and similar variations in their domain names without our approval, and our brand may be harmed if users and advertisers associate these
domains with us.
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Proprietary document formats may limit the effectiveness of our search technology by preventing our technology from accessing the content
of documents in such formats which could limit the effectiveness of our products and services.

A large amount of information on the Internet is provided in proprietary document formats such as Microsoft Word. The providers of the
software application used to create these documents could engineer the document format to prevent or interfere with our ability to access the
document contents with our search technology. This would mean that the document contents would not be included in our search results even if
the contents were directly relevant to a search. These types of activities could assist our competitors or diminish the value of our search results.
The software providers may also seek to require us to pay them royalties in exchange for giving us the ability to search documents in their
format. If the software provider also competes with us in the search business, they may give their search technology a preferential ability to
search documents in their proprietary format. Any of these results could harm our brand and our operating results.

New technologies could block our ads, which would harm our business.

Technologies may be developed that can block the display of our ads. Most of our revenues are derived from fees paid to us by advertisers in
connection with the display of ads on web pages. As a result, ad-blocking technology could, in the future, adversely affect our operating results.

Our corporate culture has contributed to our success, and if we cannot maintain this culture as we grow, we could lose the innovation,
creativity and teamwork fostered by our culture, and our business may be harmed.

We believe that a critical contributor to our success has been our corporate culture, which we believe fosters innovation, creativity and
teamwork. As our organization grows, and we are required to implement more complex organizational management structures, we may find it
increasingly difficult to maintain the beneficial aspects of our corporate culture. This could negatively impact our future success. In addition, our
initial public offering has created disparities in wealth among Google employees, which may adversely impact relations among employees and
our corporate culture in general.

Our intellectual property rights are valuable, and any inability to protect them could reduce the value of our products, services and brand.

Our patents, trademarks, trade secrets, copyrights and all of our other intellectual property rights are important assets for us. There are events
that are outside of our control that pose a threat to our intellectual property rights. For example, effective intellectual property protection may not
be available in every country in which our products and services are distributed or made available through the Internet. Also, the efforts we have
taken to protect our proprietary rights may not be sufficient or effective. Any significant impairment of our intellectual property rights could
harm our business or our ability to compete. Also, protecting our intellectual property rights is costly and time consuming. Any increase in the
unauthorized use of our intellectual property could make it more expensive to do business and harm our operating results.

Although we seek to obtain patent protection for our innovations, it is possible we may not be able to protect some of these innovations. In
addition, given the costs of obtaining patent protection, we may choose not to protect certain innovations that later turn out to be important.
Furthermore, there is always the possibility, despite our efforts, that the scope of the protection gained will be insufficient or that an issued
patent may be deemed invalid or unenforceable.
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We also face risks associated with our trademarks. For example, there is a risk that the word �Google� could become so commonly used that it
becomes synonymous with the word �search.� If this happens, we could lose protection for this trademark, which could result in other people using
the word �Google� to refer to their own products, thus diminishing our brand.

We also seek to maintain certain intellectual property as trade secrets. The secrecy could be compromised by third parties, or intentionally or
accidentally by our employees, which would cause us to lose the competitive advantage resulting from these trade secrets.

35

Edgar Filing: Google Inc. - Form 10-Q

65



We are, and may in the future be, subject to intellectual property rights claims, which are costly to defend, could require us to pay damages
and could limit our ability to use certain technologies in the future.

Companies in the Internet, technology and media industries own large numbers of patents, copyrights, trademarks and trade secrets and
frequently enter into litigation based on allegations of infringement or other violations of intellectual property rights. As we face increasing
competition, the possibility of intellectual property rights claims against us grows. Our technologies may not be able to withstand any third-party
claims or rights against their use. Any intellectual property claims, with or without merit, could be time-consuming, expensive to litigate or settle
and could divert management resources and attention. In addition, many of our agreements with members of our Google Network require us to
indemnify these members for certain third-party intellectual property infringement claims, which would increase our costs as a result of
defending such claims and may require that we pay damages if there were an adverse ruling in any such claims. An adverse determination also
could prevent us from offering our products and services to others and may require that we procure substitute products or services for these
members.

With respect to any intellectual property rights claim, we may have to pay damages or stop using technology found to be in violation of a third
party�s rights. We may have to seek a license for the technology, which may not be available on reasonable terms and may significantly increase
our operating expenses. The technology also may not be available for license to us at all. As a result, we may also be required to develop
alternative non-infringing technology, which could require significant effort and expense. If we cannot license or develop technology for the
infringing aspects of our business, we may be forced to limit our product and service offerings and may be unable to compete effectively. Any of
these results could harm our brand and operating results.

From time to time, we receive notice letters from patent holders alleging that certain of our products and services infringe their patent rights.
Some of these have resulted in litigation against us. Companies have also filed trademark infringement and related claims against us over the
display of ads in response to user queries that include trademark terms. The outcomes of these lawsuits have differed from jurisdiction to
jurisdiction. Courts in France have held us liable for allowing advertisers to select certain trademarked terms as keywords. We are appealing
those decisions. We were also subject to two lawsuits in Germany on similar matters where the courts held that we are not liable for the actions
of our advertisers prior to notification of trademark rights. We are litigating or have recently litigated similar issues in other cases in the U.S.,
France, Germany, Italy and Austria.

In order to provide users with more useful ads, last year we revised our trademark policy in the U.S. and Canada. Under our revised policy, we
no longer disable ads due to selection by our advertisers of trademarks as keyword triggers for the ads. We are currently defending this policy in
several trademark infringement lawsuits in the United States. Defending these lawsuits is consuming time and resources. Adverse results in these
lawsuits may result in, or even compel, a change in this practice which could result in a loss of revenue for us, which could harm our business.

We have also been notified by third parties that they believe features of certain of our products, including Google WebSearch, Google News and
Google Image Search, violate their copyrights. Generally speaking, any time that we have a product or service that links to or hosts material in
which others allege to own copyrights, we face the risk of being sued for copyright infringement or related claims. Because these products and
services comprise the majority of our products and services, the risk of potential harm from such lawsuits is substantial.

Expansion into international markets is important to our long-term success, and our inexperience in the operation of our business outside
the U.S. increases the risk that our international expansion efforts will not be successful.

We opened our first office outside the U.S. in 2001 and have only limited experience with operations outside the U.S. Expansion into
international markets requires management attention and resources. In addition, we face the following additional risks associated with our
expansion outside the U.S.:
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� Challenges caused by distance, language and cultural differences and in doing business with foreign agencies and governments.

� Difficulties in developing products and services in different languages and for different cultures.

� Longer payment cycles in some countries.

� Credit risk and higher levels of payment fraud.
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� Legal and regulatory restrictions.

� Currency exchange rate fluctuations.

� Foreign exchange controls that might prevent us from repatriating cash earned in countries outside the U.S.

� Political and economic instability and export restrictions.

� Potentially adverse tax consequences.

� Higher costs associated with doing business internationally.

These risks could harm our international expansion efforts, which would in turn harm our business and operating results.

We compete internationally with local information providers and with U.S. competitors who are currently more successful than we are in
various markets, and if we fail to compete effectively in international markets, our business will be harmed.

We face different market characteristics and competition outside the U.S. In certain markets, other web search, advertising services and Internet
companies have greater brand recognition, more users and more search traffic than we have. Even in countries where we have a significant user
following, we may not be as successful in generating advertising revenue due to slower market development, our inability to provide attractive
local advertising services or other factors. In order to compete, we need to improve our brand recognition and our selling efforts internationally
and build stronger relationships with advertisers. We also need to better understand our international users and their preferences. If we fail to do
so, our global expansion efforts may be more costly and less profitable than we expect.

Our business may be adversely affected by malicious third-party applications that interfere with, or exploit security flaws in, our products
and services.

Our business may be adversely affected by malicious applications that make changes to our users� computers and interfere with the Google
experience. These applications have in the past attempted, and may in the future attempt, to change our users� Internet experience, including
hijacking queries to Google.com, altering or replacing Google search results, or otherwise interfering with our ability to connect with our users.
The interference often occurs without disclosure to or consent from users, resulting in a negative experience that users may associate with
Google. These applications may be difficult or impossible to uninstall or disable, may reinstall themselves and may circumvent other
applications� efforts to block or remove them. In addition, we offer a number of products and services that our users download to their computers
or that they rely on to store information and transmit information to others over the Internet. These products and services are subject to attack by
viruses, worms and other malicious software programs, which could jeopardize the security of information stored in a user�s computer or in our
computer systems and networks. The ability to reach users and provide them with a superior experience is critical to our success. If our efforts to
combat these malicious applications are unsuccessful, or if our products and services have actual or perceived vulnerabilities, our reputation may
be harmed and our user traffic could decline, which would damage our business.

If we fail to detect click-through fraud, we could lose the confidence of our advertisers, thereby causing our business to suffer.
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We are exposed to the risk of fraudulent clicks on our ads by persons seeking to increase the advertising fees paid to our Google Network
members. We have regularly refunded revenue that our advertisers have paid to us and that was later attributed to click-through fraud, and we
expect to do so in the future. Click-through fraud occurs when a person clicks on a Google AdWords ad displayed on a web site in order to
generate the revenue share payment to the Google Network member rather than to view the underlying content. If we are unable to stop this
fraudulent activity, these refunds may increase. If we find new evidence of past fraudulent clicks we may have to issue refunds retroactively of
amounts previously paid to our Google Network members. This would negatively affect our profitability, and these types of fraudulent activities
could hurt our brand. If fraudulent clicks are not detected, the affected advertisers may experience
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a reduced return on their investment in our advertising programs because the fraudulent clicks will not lead to potential revenue for the
advertisers. This could lead the advertisers to become dissatisfied with our advertising programs, which could lead to loss of advertisers and
revenue.

Index spammers could harm the integrity of our web search results, which could damage our reputation and cause our users to be
dissatisfied with our products and services.

There is an ongoing and increasing effort by �index spammers� to develop ways to manipulate our web search results. For example, because our
web search technology ranks a web page�s relevance based in part on the importance of the web sites that link to it, people have attempted to link
a group of web sites together to manipulate web search results. We take this problem very seriously because providing relevant information to
users is critical to our success. If our efforts to combat these and other types of index spamming are unsuccessful, our reputation for delivering
relevant information could be diminished. This could result in a decline in user traffic, which would damage our business.

Privacy concerns relating to elements of our technology could damage our reputation and deter current and potential users from using our
products and services.

From time to time, concerns may be expressed about whether our products and services compromise the privacy of users and others. Concerns
about our collection, use or sharing of personal information or other privacy-related matters, even if unfounded, could damage our reputation
and operating results. For example, several groups raised privacy concerns in connection with our Gmail free email service which we announced
in April 2004, and these concerns attracted a significant amount of public commentary and attention. The concerns relate principally to the fact
that Gmail uses computers to match advertisements to the content of a user�s email message when email messages are viewed using the Gmail
service. Privacy concerns have also arisen with products that enable the storage of search histories, facilitate the accelerated delivery of web
pages, and provide improved access to personal information that is already publicly available, but that we have made more readily accessible by
the public.

Our business is subject to a variety of U.S. and foreign laws that could subject us to claims or other remedies based on the nature and
content of the information searched or displayed by our products and services, and could limit our ability to provide information regarding
regulated industries and products.

The laws relating to the liability of providers of online services for activities of their users are currently unsettled both within the U.S. and
abroad. Claims have been threatened and filed under both U.S. and foreign law for defamation, libel, invasion of privacy and other data
protection claims, tort, unlawful activity, copyright or trademark infringement, or other theories based on the nature and content of the materials
searched and the ads posted or the content generated by our users. From time to time we have received notices from individuals who do not want
their names or web sites to appear in our web search results when certain keywords are searched. It is also possible that we could be held liable
for misinformation provided over the web when that information appears in our web search results. If one of these complaints results in liability
to us, it could be potentially costly, encourage similar lawsuits, distract management and harm our reputation and possibly our business. In
addition, increased attention focused on these issues and legislative proposals could harm our reputation or otherwise affect the growth of our
business.

The application to us of existing laws regulating or requiring licenses for certain businesses of our advertisers, including, for example,
distribution of pharmaceuticals, adult content, financial services, alcohol or firearms, can be unclear. Existing or new legislation could expose us
to substantial liability, restrict our ability to deliver services to our users, limit our ability to grow and cause us to incur significant expenses in
order to comply with such laws and regulations.
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Several other federal laws could have an impact on our business. Compliance with these laws and regulations is complex and may impose
significant additional costs on us. For example, the Digital Millennium Copyright Act has provisions that limit, but do not eliminate, our liability
for listing or linking to third-party web sites that include materials that infringe copyrights or other rights, so long as we comply with the
statutory requirements of this act. The Children�s Online Protection Act and the Children�s Online Privacy Protection Act restrict the distribution
of materials considered harmful to children and impose additional restrictions on the ability of online services to collect information from
minors. In addition, the Protection of Children from Sexual Predators Act of 1998 requires online service providers to report evidence of
violations of federal child pornography laws under certain circumstances. Any failure on our part to comply with these regulations may subject
us to additional liabilities.
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We also face risks associated with international data protection. The interpretation and application of data protection laws in Europe and
elsewhere are still uncertain and in flux. It is possible that these laws may be interpreted and applied in a manner that is inconsistent with our
data practices. If so, in addition to the possibility of fines, this could result in an order requiring that we change our data practices, which in turn
could have a material effect on our business.

We also face risks from legislation that could be passed in the future. For example, there is a risk that state legislatures will attempt to regulate
the automated scanning of email messages in ways that interfere with our Gmail free advertising-supported web mail service. Any such
legislation could make it more difficult for us to operate or could prohibit the aspects of our Gmail service that uses computers to match
advertisements to the content of a user�s email message when email messages are viewed using the service. This could prevent us from
implementing the Gmail service in any affected states and impair our ability to compete in the email services market.

If we were to lose the services of Eric, Larry, Sergey or our senior management team, we may not be able to execute our business strategy.

Our future success depends in a large part upon the continued service of key members of our senior management team. In particular, our CEO
Eric Schmidt and our founders Larry Page and Sergey Brin are critical to the overall management of Google as well as the development of our
technology, our culture and our strategic direction. All of our executive officers and key employees are at-will employees, and we do not
maintain any key-person life insurance policies. The loss of any of our management or key personnel could seriously harm our business.

The initial option grants to many of our senior management and key employees are fully vested. Therefore, these employees may not have
sufficient financial incentive to stay with us, we may have to incur costs to replace key employees who leave, and our ability to execute our
business model could be impaired if we cannot replace departing employees in a timely manner.

Many of our senior management personnel and other key employees have become, or will soon become, substantially vested in their initial stock
option grants. While we often grant additional stock options to management personnel and other key employees after their hire dates to provide
additional incentives to remain employed by us, their initial grants are usually much larger than follow-on grants. Employees may be more likely
to leave us after their initial option grant fully vests, especially if the shares underlying the options have significantly appreciated in value
relative to the option exercise price. We have not given any additional stock grants to Eric, Larry or Sergey, and Eric, Larry and Sergey are fully
vested in their existing grants. If any members of our senior management team leave the company, our ability to successfully operate our
business could be impaired. We also may have to incur significant costs in identifying, hiring, training and retaining replacements for departing
employees.

We rely on highly skilled personnel and, if we are unable to retain or motivate key personnel or hire qualified personnel, we may not be able
to grow effectively.

Our performance is largely dependent on the talents and efforts of highly skilled individuals. Our future success depends on our continuing
ability to identify, hire, develop, motivate and retain highly skilled personnel for all areas of our organization. Competition in our industry for
qualified employees is intense, and we are aware that certain of our competitors have directly targeted our employees. Our continued ability to
compete effectively depends on our ability to attract new employees and to retain and motivate our existing employees.

We have in the past maintained a rigorous, highly selective and time-consuming hiring process. We believe that our approach to hiring has
significantly contributed to our success to date. As we grow, our hiring process may prevent us from hiring the personnel we need in a timely
manner. In addition, as we become a more mature company, we may find our recruiting efforts more challenging. The incentives to attract,
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retain and motivate employees provided by our option grants may not be as effective as in the past and our current and future compensation
arrangements, which include cash bonuses, may not be successful in attracting new employees and retaining and motivating our existing
employees. In addition, we have recently introduced new stock award programs, and under these new programs new employees will be issued a
portion of their stock awards in the form of restricted stock units. These restricted stock units will vest based on individual performance, as well
as the exercise price of their stock options as compared to that of other employees who started at about the same time. These new stock awards
programs may not provide adequate incentives to attract, retain and motivate outstanding performers. If we do not succeed in attracting excellent
personnel or retaining or motivating existing personnel, we may be unable to grow effectively.
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Our CEO and our two founders run the business and affairs of the company collectively, which may harm their ability to manage effectively.

Eric, our CEO, and Larry and Sergey, our founders and presidents, currently provide leadership to the company as a team. Our bylaws provide
that our CEO and our presidents will together have general supervision, direction and control of the company, subject to the control of our board
of directors. As a result, Eric, Larry and Sergey tend to operate the company collectively and to consult extensively with each other before
significant decisions are made. This may slow the decision-making process, and a disagreement among these individuals could prevent key
strategic decisions from being made in a timely manner. In the event our CEO and our two founders are unable to continue to work well together
in providing cohesive leadership, our business could be harmed.

We have a short operating history and a relatively new business model in an emerging and rapidly evolving market. This makes it difficult to
evaluate our future prospects and may increase the risk that we will not continue to be successful.

We first derived revenue from our online search business in 1999 and from our advertising services in 2000, and we have only a short operating
history with our cost-per-click advertising model, which we launched in 2002. As a result, we have very little operating history for you to
evaluate in assessing our future prospects. Also, we derive nearly all of our revenues from online advertising, which is an immature industry that
has undergone rapid and dramatic changes in its short history. You must consider our business and prospects in light of the risks and difficulties
we will encounter as an early-stage company in a new and rapidly evolving market. We may not be able to successfully address these risks and
difficulties, which could materially harm our business and operating results.

We may have difficulty scaling and adapting our existing architecture to accommodate increased traffic and technology advances or
changing business requirements, which could lead to the loss of users, advertisers and Google Network members, and cause us to incur
expenses to make architectural changes.

To be successful, our network infrastructure has to perform well and be reliable. The greater the user traffic and the greater the complexity of our
products and services, the more computing power we will need. In 2005, we expect to spend substantial amounts to purchase or lease data
centers and equipment and to upgrade our technology and network infrastructure to handle increased traffic on our web sites and to roll out new
products and services. This expansion is going to be expensive and complex and could result in inefficiencies or operational failures. If we do
not implement this expansion successfully, or if we experience inefficiencies and operational failures during the implementation, the quality of
our products and services and our users� experience could decline. This could damage our reputation and lead us to lose current and potential
users, advertisers and Google Network members. The costs associated with these adjustments to our architecture could harm our operating
results. Cost increases, loss of traffic or failure to accommodate new technologies or changing business requirements could harm our operating
results and financial condition.

We rely on bandwidth providers, data centers or other third parties for key aspects of the process of providing products and services to our
users, and any failure or interruption in the services and products provided by these third parties could harm our ability to operate our
business and damage our reputation.

We rely on third-party vendors, including data center and bandwidth providers. Any disruption in the network access or co-location services
provided by these third-party providers or any failure of these third-party providers to handle current or higher volumes of use could
significantly harm our business. Any financial or other difficulties our providers face may have negative effects on our business, the nature and
extent of which we cannot predict. We exercise little control over these third party vendors, which increases our vulnerability to problems with
the services they provide. We license technology and related databases from third parties to facilitate aspects of our data center and connectivity
operations including, among others, Internet traffic management services. We have experienced and expect to continue to experience
interruptions and delays in service and availability for such elements. Any errors, failures, interruptions or delays experienced in connection with
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these third-party technologies and information services could negatively impact our relationship with users and adversely affect our brand and
our business and could expose us to liabilities to third parties.
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Our systems are also heavily reliant on the availability of electricity, which also comes from third-party providers. If we were to experience a
major power outage, we would have to rely on back-up generators. These back-up generators may not operate properly through a major power
outage and their fuel supply could also be inadequate during a major power outage. This could result in a disruption of our business.

Interruption or failure of our information technology and communications systems could impair our ability to effectively provide our
products and services, which could damage our reputation and harm our operating results.

Our provision of our products and services depends on the continuing operation of our information technology and communications systems.
Any damage to or failure of our systems could result in interruptions in our service. Interruptions in our service could reduce our revenues and
profits, and our brand could be damaged if people believe our system is unreliable. Our systems are vulnerable to damage or interruption from
earthquakes, terrorist attacks, floods, fires, power loss, telecommunications failures, computer viruses, computer denial of service attacks or
other attempts to harm our systems, and similar events. Some of our data centers are located in areas with a high risk of major earthquakes. Our
data centers are also subject to break-ins, sabotage and intentional acts of vandalism, and to potential disruptions if the operators of these
facilities have financial difficulties. Some of our systems are not fully redundant, and our disaster recovery planning cannot account for all
eventualities. The occurrence of a natural disaster, a decision to close a facility we are using without adequate notice for financial reasons or
other unanticipated problems at our data centers could result in lengthy interruptions in our service.

We have experienced system failures in the past and may in the future. For example, in November 2003 we failed to provide web search results
for approximately 20% of our traffic for a period of about 30 minutes. Any unscheduled interruption in our service puts a burden on our entire
organization and would result in an immediate loss of revenue. If we experience frequent or persistent system failures on our web sites, our
reputation and brand could be permanently harmed. The steps we have taken to increase the reliability and redundancy of our systems are
expensive, reduce our operating margin and may not be successful in reducing the frequency or duration of unscheduled downtime.

More individuals are using non-PC devices to access the Internet, and versions of our web search technology developed for these devices
may not be widely adopted by users of these devices.

The number of people who access the Internet through devices other than personal computers, including mobile telephones, hand-held
calendaring and email assistants, and television set-top devices, has increased dramatically in the past few years. The lower resolution,
functionality and memory associated with alternative devices make the use of our products and services through such devices difficult. If we are
unable to attract and retain a substantial number of alternative device users to our web search services or if we are slow to develop products and
technologies that are more compatible with non-PC communications devices, we will fail to capture a significant share of an increasingly
important portion of the market for online services.

Payments to certain of our Google Network members have exceeded the related fees we receive from our advertisers.

We have entered into, and may continue to enter into, minimum fee guarantee agreements with a small number of Google Network members. In
these agreements, we promise to make minimum payments to the Google Network member for a pre-negotiated period of time, typically from
three months to a year or more. It is difficult to forecast with certainty the fees that we will earn under our agreements, and sometimes the fees
we earn fall short of the minimum guarantee payment amounts. Also, increasing competition for arrangements with web sites that are potential
Google Network members could result in our entering into more of these minimum fee guarantee agreements under which guaranteed payments
exceed the fees we receive from advertisers whose ads we place on those Google Network member sites. In each period to date, the aggregate
fees we have earned under these agreements have exceeded the aggregate amounts we have been obligated to pay these Google Network
members. However, individual agreements have resulted in guaranteed minimum and other payments to certain Google Network members in
excess of the related fees we receive from advertisers. We expect that some individual agreements will continue to result in guaranteed minimum
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and other payments to certain Google Network members in excess of the related fees we receive from advertisers, which will adversely affect
our profitability. However, we expect that the aggregate fees we will earn under agreements with guaranteed minimum and other payments will
exceed the aggregate amounts we will be obligated to pay these Google Network members.

41

Edgar Filing: Google Inc. - Form 10-Q

77



To the extent our revenues are paid in foreign currencies, and currency exchange rates become unfavorable, we may lose some of the
economic value of the revenues in U.S. dollar terms.

As we expand our international operations, more of our customers may pay us in foreign currencies. Conducting business in currencies other
than U.S. dollars subjects us to fluctuations in currency exchange rates. If the currency exchange rates were to change unfavorably, the value of
net receivables we receive in foreign currencies and later convert to U.S. dollars after the unfavorable change would be diminished. This could
have a negative impact on our reported operating results. Hedging strategies, such as forward contracts, options and foreign exchange swaps
related to transaction exposures, that we have implemented or may implement to mitigate this risk may not eliminate our exposure to foreign
exchange fluctuations. Additionally, hedging programs expose us to risks that could adversely affect our operating results, including the
following:

� We have limited experience in implementing or operating hedging programs. Hedging programs are inherently risky and we could
lose money as a result of poor trades.

� We may be unable to hedge currency risk for some transactions because of a high level of uncertainty or the inability to reasonably
estimate our foreign exchange exposures.

� We may be unable to acquire foreign exchange hedging instruments in some of the geographic areas where we do business, or, where
these derivatives are available, we may not be able to acquire enough of them to fully offset our exposure.

We may have exposure to greater than anticipated tax liabilities.

We are subject to income taxes and non-income taxes in a variety of jurisdictions and our tax structure is subject to review by both domestic and
foreign taxation authorities. The determination of our worldwide provision for income taxes and other tax liabilities requires significant
judgment and in the ordinary course of our business, there are many transactions and calculations where the ultimate tax determination is
uncertain. Although we believe our estimates are reasonable, the ultimate tax outcome may differ from the amounts recorded in our financial
statements and may materially affect our financial results in the period or periods for which such determination is made.

We rely on insurance to mitigate some risks and, to the extent the cost of insurance increases or we are unable or choose not to maintain
sufficient insurance to mitigate the risks facing our business, our operating results may be diminished.

We contract for insurance to cover certain potential risks and liabilities. In the current environment, insurance companies are increasingly
specific about what they will and will not insure. It is possible that we may not be able to get enough insurance to meet our needs, may have to
pay very high prices for the coverage we do get or may not be able to acquire any insurance for certain types of business risk. In addition, we
have in the past and may in the future choose not to obtain insurance for certain risks facing our business. This could leave us exposed to
potential claims. If we were found liable for a significant claim in the future, our operating results could be negatively impacted. Also, to the
extent the cost of maintaining insurance increases, our operating results will be negatively affected.

Acquisitions could result in operating difficulties, dilution and other harmful consequences.
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We do not have a great deal of experience acquiring companies and the companies we have acquired have been small. We have evaluated, and
expect to continue to evaluate, a wide array of potential strategic transactions. From time to time, we may engage in discussions regarding
potential acquisitions. Any of these transactions could be material to our financial condition and results of operations. In addition, the process of
integrating an acquired company, business or technology may create unforeseen operating difficulties and expenditures and is risky. The areas
where we may face risks include:

� The need to implement or remediate controls, procedures and policies appropriate for a larger public company at companies
that prior to the acquisition lacked these controls, procedures and policies.

� Diversion of management time and focus from operating our business to acquisition integration challenges.
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� Cultural challenges associated with integrating employees from the acquired company into our organization.

� Retaining employees from the businesses we acquire.

� The need to integrate each company�s accounting, management information, human resource and other administrative systems to
permit effective management.

Foreign acquisitions involve unique risks in addition to those mentioned above, including those related to integration of operations across
different cultures and languages, currency risks and the particular economic, political and regulatory risks associated with specific countries.
Also, the anticipated benefit of many of our acquisitions may not materialize. Future acquisitions or dispositions could result in potentially
dilutive issuances of our equity securities, the incurrence of debt, contingent liabilities or amortization expenses, or write-offs of goodwill, any
of which could harm our financial condition. Future acquisitions may require us to obtain additional equity or debt financing, which may not be
available on favorable terms or at all.

We occasionally become subject to commercial disputes that could harm our business by distracting our management from the operation of
our business, by increasing our expenses and, if we do not prevail, by subjecting us to potential monetary damages and other remedies.

From time to time we are engaged in disputes regarding our commercial transactions. These disputes could result in monetary damages or other
remedies that could adversely impact our financial position or operations. Even if we prevail in these disputes, they may distract our
management from operating our business and the cost of defending these disputes would reduce our operating results.

We have to keep up with rapid technological change to remain competitive in our rapidly evolving industry.

Our future success will depend on our ability to adapt to rapidly changing technologies, to adapt our services to evolving industry standards and
to improve the performance and reliability of our services. Our failure to adapt to such changes would harm our business. New technologies and
advertising media could adversely affect us. In addition, the widespread adoption of new Internet, networking or telecommunications
technologies or other technological changes could require substantial expenditures to modify or adapt our services or infrastructure.

Our business depends on increasing use of the Internet by users searching for information, advertisers marketing products and services and
web sites seeking to earn revenue to support their web content. If the Internet infrastructure does not grow and is not maintained to support
these activities, our business will be harmed.

Our success will depend on the continued growth and maintenance of the Internet infrastructure. This includes maintenance of a reliable network
backbone with the necessary speed, data capacity and security for providing reliable Internet services. Internet infrastructure may be unable to
support the demands placed on it if the number of Internet users continues to increase, or if existing or future Internet users access the Internet
more often or increase their bandwidth requirements. In addition, viruses, worms and similar programs may harm the performance of the
Internet. The Internet has experienced a variety of outages and other delays as a result of damage to portions of its infrastructure, and it could
face outages and delays in the future. These outages and delays could reduce the level of Internet usage as well as our ability to provide our
solutions.

We will incur increased costs as a result of being a public company.
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As a public company, we have incurred and will continue to incur significant legal, accounting and other expenses that we did not incur as a
private company. We will incur costs associated with our public company reporting requirements. We will also incur costs associated with
corporate governance requirements, including requirements under the Sarbanes-Oxley Act of 2002, as well as rules implemented by the
Securities and Exchange Commission and the The Nasdaq National Market. We expect these rules and regulations to increase our legal and
financial compliance costs and to make some activities more time-consuming and costly. We also expect these rules and regulations may make it
more difficult and more expensive for us to maintain director and officer liability insurance and we may be required to accept reduced policy
limits and coverage or incur substantially higher costs to obtain the same or similar coverage. As a result, it may be more difficult for us to
attract and retain qualified individuals to serve on our board of directors or as executive officers. We are currently evaluating and monitoring
developments with respect to these new rules, and we cannot predict or estimate the amount of additional costs we may incur or the timing of
such costs.
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Changes in accounting rules for stock-based compensation may adversely affect our operating results, our stock price and our
competitiveness in the employee marketplace.

We have a history of using employee stock options and other stock-based compensation to hire, motivate and retain our employees. In December
2004, the Financial Accounting Standards Board issued Statement of Financial Accounting Standards No. 123R, �Share-Based Payment,� which
will require us, starting January 1, 2006, to measure compensation costs for all stock-based compensation (including stock options) at fair value
and to recognize these costs as expenses in our statements of income. The recognition of these expenses in our statements of income will have a
negative effect on our earnings per share, which could negatively impact our future stock price. In addition, if we reduce or alter our use of
stock-based compensation to minimize the recognition of these expenses, our ability to recruit, motivate and retain employees may be impaired,
which could put us at a competitive disadvantage in the employee marketplace.

Risks Related to Ownership of our Common Stock

The trading price for our Class A common stock may be volatile.

The trading price of our Class A common stock has been volatile since our initial public offering and will likely continue to be volatile. The
trading price of our Class A common stock may fluctuate widely in response to various factors, some of which are beyond our control. These
factors include:

� Quarterly variations in our results of operations or those of our competitors.

� Announcements by us or our competitors of acquisitions, new products, significant contracts, commercial relationships or capital
commitments.

� Disruption to our operations or those of our Google Network members or our data centers.

� The emergence of new sales channels in which we are unable to compete effectively.

� Our ability to develop and market new and enhanced products on a timely basis.

� Commencement of, or our involvement in, litigation.
� Any major change in our board or management.

� Changes in governmental regulations or in the status of our regulatory approvals.

� Recommendations by securities analysts or changes in earnings estimates.

�
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Announcements about our earnings that are not in line with analyst expectations, the likelihood of which is enhanced because it is
our policy not to give guidance on earnings.

� Announcements by our competitors of their earnings that are not in line with analyst expectations.

� The volume of shares of Class A common stock available for public sale.

� Short sales, hedging and other derivative transactions on shares of our Class A common stock.

� General economic conditions and slow or negative growth of related markets.

In addition, the stock market in general, and the market for technology companies in particular, have experienced extreme price and volume
fluctuations that have often been unrelated or disproportionate to the operating performance of those companies. These broad market and
industry factors may seriously harm the market price of our Class A common stock, regardless of our actual operating performance. Fluctuations
in the trading price of our Class A common stock may be even more pronounced since we only recently completed our initial public offering. In
the past, following periods
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of volatility in the overall market and the market price of a company�s securities, securities class action litigation has often been instituted against
these companies. This litigation, if instituted against us, could result in substantial costs and a diversion of our management�s attention and
resources.

Future sales of shares by us or by our stockholders could cause our stock price to decline.

Our Class A common stock began trading on The Nasdaq National Market on August 19, 2004. We cannot predict the effect, if any, that market
sales of shares or the availability of shares for sale will have on the prevailing trading price of our common stock from time to time. There is
currently no contractual restriction on our ability to issue additional shares or on our stockholders� ability to sell their shares and our current
stockholders hold a substantial percentage of our outstanding common stock. Sales of a substantial number of shares of our common stock could
cause our stock price to fall.

If our involvement in a September 2004 magazine article about Google were held to be in violation of the Securities Act of 1933, we could be
required to repurchase securities sold in our initial public offering.

Information about Google was published in an article appearing in the September 2004 issue of Playboy Magazine and entitled �Playboy
Interview: Google Guys.� The text of the article contains information derived from an interview of Larry and Sergey conducted in April 2004,
prior to our initial public offering. The article included quotations from Larry and Sergey, and had been reprinted by a number of news media
outlets. The article presented certain statements about our company in isolation and did not disclose many of the related risks and uncertainties
described in the prospectus relating to our initial public offering.

We do not believe that our involvement in the Playboy Magazine article constitutes a violation of Section 5 of the Securities Act of 1933.
However, if our involvement were held by a court to be in violation of the Securities Act of 1933, we could be required to repurchase the shares
sold to purchasers in our 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. We would contest vigorously any claim that a violation of the Securities Act occurred. The Division of
Enforcement of the SEC has confirmed that it will not proceed with any enforcement action against us with respect to the Playboy Magazine
article.

We do not intend to pay dividends on our common stock.

We have never declared or paid any cash dividend on our capital stock. We currently intend to retain any future earnings and do not expect to
pay any dividends in the foreseeable future.

The concentration of our capital stock ownership with our founders, executive officers and our directors and their affiliates will limit your
ability to influence corporate matters.

Our Class B common stock has ten votes per share and our Class A common stock has one vote per share. At March 28, 2005 our founders,
executive officers and directors (and their affiliates) together owned shares of Class A common stock and Class B common stock representing
approximately 76.7% of the voting power of our outstanding capital stock. In particular, at March 28, 2005, our two founders and our CEO,
Larry, Sergey and Eric, controlled approximately 75.6% of our outstanding Class B common stock, representing approximately 66.2% of the
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voting power of our outstanding capital stock. Larry, Sergey and Eric therefore have significant influence over management and affairs and over
all matters requiring stockholder approval, including the election of directors and significant corporate transactions, such as a merger or other
sale of our company or its assets, for the foreseeable future. In addition, because of this dual class structure, our founders, directors, executives
and employees will continue to be able to control all matters submitted to our stockholders for approval even if they come to own less than 50%
of the outstanding shares of our common stock. This concentrated control limits your ability to influence corporate matters and, as a result, we
may take actions that our stockholders do not view as beneficial. As a result, the market price of our Class A common stock could be adversely
affected.
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Provisions in our charter documents and under Delaware law could discourage a takeover that stockholders may consider favorable.

Provisions in our certificate of incorporation and bylaws may have the effect of delaying or preventing a change of control or changes in our
management. These provisions include the following:

� Our certificate of incorporation provides for a dual class common stock structure. As a result of this structure our founders,
executives and employees have significant influence over all matters requiring stockholder approval, including the election of
directors and significant corporate transactions, such as a merger or other sale of our company or its assets. This concentrated control
could discourage others from initiating any potential merger, takeover or other change of control transaction that other stockholders
may view as beneficial.

� Our board of directors has the right to elect directors to fill a vacancy created by the expansion of the board of directors or the
resignation, death or removal of a director, which prevents stockholders from being able to fill vacancies on our board of directors.

� Our stockholders may not act by written consent. As a result, a holder, or holders, controlling a majority of our capital stock would
not be able to take certain actions without holding a stockholders� meeting.

� Our certificate of incorporation prohibits cumulative voting in the election of directors. This limits the ability of minority
stockholders to elect director candidates.

� Stockholders must provide advance notice to nominate individuals for election to the board of directors or to propose matters that can
be acted upon at a stockholders� meeting. These provisions may discourage or deter a potential acquiror from conducting a
solicitation of proxies to elect the acquiror�s own slate of directors or otherwise attempting to obtain control of our company.

� Our board of directors may issue, without stockholder approval, shares of undesignated preferred stock. The ability to issue
undesignated preferred stock makes it possible for our board of directors to issue preferred stock with voting or other rights or
preferences that could impede the success of any attempt to acquire us.

As a Delaware corporation, we are also subject to certain Delaware anti-takeover provisions. Under Delaware law, a corporation may not engage
in a business combination with any holder of 15% or more of its capital stock unless the holder has held the stock for three years or, among other
things, the board of directors has approved the transaction. Our board of directors could rely on Delaware law to prevent or delay an acquisition
of us.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to financial market risks, including changes in currency exchange rates and interest rates.

Foreign Exchange Risk

Our exposure to foreign currency transaction gains and losses is the result of certain net receivables due from our foreign subsidiaries and
customers being denominated in currencies other than the U.S. dollar, primarily the British Pound, the Euro and the Japanese Yen. Our foreign
subsidiaries conduct their businesses in local currency. Effective January 2004, our board of directors approved a foreign exchange hedging
program designed to minimize the future potential impact due to changes in foreign currency exchange rates. The program allows for the
hedging of transaction exposures. The types of derivatives that can be used under the policy are forward contracts, options and foreign exchange
swaps. The primary vehicle we expect to use will be forward contracts. We also generate revenue in certain countries in Asia where there are
limited forward currency exchange markets, thus making these exposures difficult to hedge. In the three months ended March 31, 2005, we
entered into forward foreign exchange contracts to offset the foreign exchange risk on certain intercompany assets. The notional principal of
forward exchange contracts to purchase U.S. dollars with Euros was $258.5 million at March 31, 2005. There were no other forward exchange
contracts outstanding at March 31, 2005.

Our exposure to foreign currency translation gains and losses arises from the translation of net assets of our subsidiaries to U.S. dollars during
consolidation. To date, translation gains and losses have not been material.

We considered the historical trends in currency exchange rates and determined that it was reasonably possible that adverse changes in exchange
rates of 10% for all currencies could be experienced in the near term. These changes would have resulted in an adverse impact on income before
taxes of approximately $17.6 million and $1.7 million at March 31, 2005 and December 31, 2004. The adverse impact at March 31, 2005 is after
consideration of the offsetting effect of approximately $31.0 million from forward exchange contracts in place for the month of March 2005.
These reasonably possible adverse changes in exchange rates of 10% were applied to total monetary assets denominated in currencies other than
the local currencies at the balance sheet dates to compute the adverse impact these changes would have had on our income before taxes in the
near term.

Interest Rate Risk

We invest in a variety of securities, consisting primarily of investments in interest-bearing demand deposit accounts with financial institutions,
tax-exempt money market funds and highly liquid debt securities of corporations and municipalities. By policy, we limit the amount of credit
exposure to any one issuer.

Investments in both fixed rate and floating rate interest earning products carry a degree of interest rate risk. Fixed rate securities may have their
fair market value adversely impacted due to a rise in interest rates, while floating rate securities may produce less income than predicted if
interest rates fall. Due in part to these factors, our income from investments may decrease in the future.

We considered the historical volatility of short term interest rates and determined that it was reasonably possible that an adverse change of 100
basis points could be experienced in the near term. A hypothetical 1.00% (100 basis-point) increase in interest rates would have resulted in a
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decrease in the fair values of our marketable securities of approximately $22.6 million and $19.0 million at March 31, 2005 and December 31,
2004.
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ITEM 4. CONTROLS AND PROCEDURES

(a) Evaluation of disclosure controls and procedures.

Our management, with the participation of our chief executive officer and chief financial officer, evaluated the effectiveness of our disclosure
controls and procedures pursuant to Rule 13a-15 under the Securities Exchange Act of 1934 as of the end of the period covered by this Quarterly
Report on Form 10-Q. The evaluation included certain internal control areas in which we have made and are continuing to make changes to
improve and enhance controls. In designing and evaluating the disclosure controls and procedures, management recognized that any controls and
procedures, no matter how well designed and operated, can provide only reasonable assurance of achieving the desired control objectives. In
addition, the design of disclosure controls and procedures must reflect the fact that there are resource constraints and that management is
required to apply its judgment in evaluating the benefits of possible controls and procedures relative to their costs.

Based on that evaluation, our chief executive officer and chief financial officer concluded that our disclosure controls and procedures are
effective to provide reasonable assurance that information we are required to disclose in reports that we file or submit under the Exchange Act is
recorded, processed, summarized and reported within the time periods specified in Securities and Exchange Commission rules and forms, and
that such information is accumulated and communicated to our management, including our chief executive officer and chief financial officer, as
appropriate, to allow timely decisions regarding required disclosure.

(b) Changes in internal control over financial reporting.

There were no changes in our internal control over financial reporting that occurred during the period covered by this Quarterly Report on Form
10-Q that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.

Since 2003 we have invested significant resources to comprehensively document and analyze our system of internal control over financial
reporting. We have identified areas requiring improvement, and we are in the process of designing enhanced processes and controls to address
issues identified through this review. Areas of improvement include streamlining and standardizing our domestic and international billing and
other processes, further limiting internal access to certain data systems and continuing to improve coordination and communication across
business functions. We plan to continue this initiative as well as prepare for our first management report on internal control over financial
reporting, as required by Section 404 of the Sarbanes-Oxley Act of 2002 for the annual period ending December 31, 2005, which may result in
changes to our internal control over financial reporting.
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PART II�OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

Certain companies have filed trademark infringement and related claims against us over the display of ads in response to user queries that
include trademark terms. The outcomes of these lawsuits have differed from jurisdiction to jurisdiction. Courts in France have held us liable for
allowing advertisers to select certain trademarked terms as keywords. We are appealing those decisions. We were also subject to two lawsuits in
Germany on similar matters where the courts held that we are not liable for the actions of our advertisers prior to notification of trademark
rights. We are litigating or recently have litigated similar issues in other cases in the U.S., France, Germany, Italy and Austria. Adverse results in
these lawsuits may result in, or even compel, a change in this practice which could result in a loss of revenue for us, which could harm our
business.

From time to time, we may also become a party to other litigation and subject to claims incident to the ordinary course of business, including
intellectual property claims (in addition to the trademark matters noted above), labor and employment claims, breach of contract claims, and
other matters.

Although the results of litigation and claims cannot be predicted with certainty, we believe that the final outcome of the matters discussed above
will not have a material adverse effect on our business. Regardless of the outcome, litigation can have an adverse impact on us because of
defense costs, diversion of management resources and other factors.

ITEM 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

Unregistered Sales of Securities

In January 2005, we issued 11,354 shares of common stock, with an aggregate value of $2,252,604.90 to the former shareholders of a
privately-held technology corporation in connection with our acquisition of such corporation.

The issuance of securities described above were deemed to be exempt from registration under the Securities Act of 1933 in reliance on Section
4(2) of the Securities Act of 1933 as transactions by an issuer not involving any public offering. The recipients of securities in each such
transaction represented their intention to acquire the securities for investment only and not with a view to or for sale in connection with any
distribution thereof and appropriate legends were affixed to the share certificates and other instruments issued in such transactions. The sales of
these securities were made without general solicitation or advertising.

Use of Proceeds

On August 18, 2004, a registration statement (Registration No. 333 114984) relating to our initial public offering of our Class A common stock
was declared effective by the Securities and Exchange Commission. Under this registration statement, we registered 19,605,052 shares of our
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Class A common stock, and another 2,929,626 shares subject to the underwriters� over-allotment option. All 22,534,678 shares of Class A
common stock registered under the registration statement, including the 2,929,626 shares covered by the over-allotment option, were sold at a
price to the public of $85.00 per share. 14,142,135 shares were sold by us and 8,392,543 shares, including the 2,929,626 shares covered by the
over-allotment option, were sold by the selling stockholders identified in the registration statement. The offering closed on August 24, 2004. The
managing underwriters were Morgan Stanley, Credit Suisse First Boston, Goldman, Sachs & Co., Citigroup, Lehman Brothers, Allen &
Company LLC, JPMorgan, UBS Investment Bank, WR Hambrecht+Co and Thomas Weisel Partners LLC.

The offering did not terminate until after the sale of all of the shares registered on the registration statement. The aggregate gross proceeds from
the shares of Class A common stock sold by us were $1,202.1 million. The aggregate net proceeds to us from the offering were approximately
$1,161.1 million, after deducting an aggregate of $33.7 million in underwriting discounts and commissions paid to the underwriters and an
estimated $7.3 million in other expenses incurred in connection with the offering. We invested the net proceeds in investment-grade, interest
bearing instruments, pending their use to fund working capital and capital expenditures.
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Purchases of Equity Securities by Google

Pursuant to the terms of our 1998 Stock Plan, 2000 Stock Plan, 2003 Stock Plan, 2003 Stock Plan (No. 2), 2003 Stock Plan (No. 3), 2004 Stock
Plan and equity incentive plans assumed through acquisitions (collectively referred to as our �Stock Plans�), options may typically be exercised
prior to vesting. We have the right to repurchase unvested shares from service providers upon their termination, and it is generally our policy to
do so. The following table provides information with respect to purchases made by us of shares of our common stock during the first three
months of 2005:

Period

Total Number of Shares
Purchased (1)

Average Price
Paid per Share

Total Number of Shares
Purchased as Part

of Publicly
Announced Plans
or Programs

Maximum
Number (or
Approximate

Dollar Value) of
Shares that May
Yet Be Purchased
Under the Plans or

Programs

January 1 � 31 4,601 $ 0.12 �  �  
February 1 � 28 124,640 $ 0.39 �  �  
March 1 � 31 70,760 $ 1.97 �  �  
Total 200,001 $ 0.94 �  �  

(1) All shares were originally purchased from us by employees pursuant to exercises of unvested stock options. During the months listed
above, we routinely repurchased the shares from our service providers upon their termination of employment pursuant to our right to
repurchase unvested shares at the original exercise price under the terms of our Stock Plans and the related stock option agreements.
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ITEM 6. EXHIBITS

Location of Exhibit
Incorporated by reference herein

Exhibit
Number Description Form Date

10.16 ♥ 2005 Senior Executive Bonus Plan Current Report on Form 8-K February 18, 2005
31.01 * Certification of Chief Executive Officer pursuant to Exchange Act Rules

13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2003

31.02 * Certification of Chief Financial Officer pursuant to Exchange Act Rules
13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2003

32.01 � Certifications of Chief Executive Officer and Chief Financial Officer pursuant
to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2003

♥ Indicates management compensatory plan, contract or arrangement.
* Filed herewith.
� Furnished herewith.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, as amended, the registrant has duly caused this report to be signed on its
behalf by the undersigned thereunto duly authorized.

GOOGLE INC.

Date: May 16, 2005 By: /S/    ERIC SCHMIDT        

Eric Schmidt

Chairman of the Executive Committee

and Chief Executive Officer
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EXHIBIT INDEX

Location of Exhibit
Incorporated by reference herein

Exhibit
Number Description Form Date

10.16 ♥ 2005 Senior Executive Bonus Plan Current Report on Form 8-K February 18, 2005
31.01 * Certification of Chief Executive Officer pursuant to Exchange Act Rules

13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2003

31.02 * Certification of Chief Financial Officer pursuant to Exchange Act Rules
13a-14(a) and 15d-14(a), as adopted pursuant to Section 302 of the
Sarbanes-Oxley Act of 2003

32.01 � Certifications of Chief Executive Officer and Chief Financial Officer
pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906
of the Sarbanes-Oxley Act of 2003

♥ Indicates management compensatory plan, contract or arrangement.
* Filed herewith.
� Furnished herewith.
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