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Equity Research
Consumer Frtermet

Google, Inc.

(GOOG-119.36)
In Fast Lane of Information Superhighway

N INITIATING COVERAGE OF THE NO. 1 SEARCH ENGINE. We initiated
coverage of Google on September 14, at the previous day's clesing
price of $107.50, with a Peer Perform rating and a $112 year-end 2005
price target. A global technology and Internet search engine leader,
Google derives its gross revenues (an estimated §3 billion in 2004)
primarily from advertising pluced next to seareh results,

B STRONG TECHNOLOGY, IMPRESSIVE BRAND AWARENESS. Google
leads the online search business due to its rich technological base and
strong brand name, positioning it well for the online ad shift trend,
wherein the advertising market is gaining momenium after a lengthy
recession, and direct forms of marketing (including  interactive
marketing, particularly search) are capturing more ad dollars, New
innovations and products, expanded loeal and personalized search, and
continved geographic penetration should augment revenge growth,

B ROBUST FINANCIALS. Google has grown gross revenues from $86
million in 2001 to an estimated $3 billion in 2004, 3 227% CAGR. It
has also grown its EBITDA from $21 million in 2001 to an estimated
$883 million in 2004, generating margins of 36% {ex stock-based
compensation). The balance sheet, with about $2 billion in cash plus
$4%0 million of free cash flow in 2004, provides flexibility,

B PEER PERFORM. Our valustion work shows a year-end 2005 price
target of $112 for Google, derived from our DCF and relative multiples.
Thus, we consider a Peer Perform rating appropriate at this time. Our
DCF model employs a WACC of 12.5% and an 8% terminal growth
rite.

Eear Steams does and seeks to do business with companies covered In its research reports. As a result, investors should
be aware that the Firm may have a conflict of interest thal could afiect the objectivity of this reped. Customers of Bear
Steams in the United States can recaive independent, third-party research on the company o companies covared in this
report, at no cost to them, where such research is available. Customers can access this independent research at
www. bearsteams. comindependeniressarch of can call (800 517-2327 to request a copy of this research. Investors
shauld consider this raport as only a single factor in making their investment decision,

PLEASE READ THE IMPORTANT DESCLOSURE AND ANALYST CERTIFICATION INFORMATION B THE ADDENDUM SECTION OF THES REPORT.
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Financial Discussion

KEY THEMES THAT
Drive Ok
FINANCIAL ESTIMATES

REVERUE SHOULD
CONTINUE TO BE
DRIVER BY ONLINE

Exhib® 19, Global Online Search Estimates

We have identified four key themes that characterize the search industry st large and
are specific o Google. They have become the underpinning of our cstimates for the
COMmpany:

* Google's most significant growth engine should continee to be trpeted paid
placement advertising, with revenues from AdSense nccelerating and comprising
a growing majority of the advertising revenues ever time.

*  Advertising revenues should contimue o grow robustly (a 19% CAGR is
projected for the 2004-13 period), and to represent the overwhelming majority of
total revemses (Google's build-out of new services should increass advertising
revenues).  Growth rates may be higher than those of a competitor such as
Yahoo!, which already gains revenues from other portal services.

* EBITDA margins should decline in the near term as the compary invests for the
future (more employees, R&D, technology) and as lower-margin AdSense
revenues bocome a larger part of total revenues. However, longer term, we think
the margins should improve and stabilize,

* Positive free cash flow and a debt-free balance sheet should provide the company
with funding peeded to support operations. We expect funds raised from the
equity offering to provide the fonding necessary to support any
acquizitionmvestment in the near term.

Mearly all of Google's reveaue is derived from adventising in the form of spensored
search — 98% in second-quartcr 2004. Hence, Google's fortunes should be driven
by the future of online advertising, or more particulardy the potential of online search.
In July 2004, ebdarketer projected that online search revenues for the U5, should
grow from §3.6 billion in 2044 to $5.7 billion in 2006. We have extrapolated thess
projections out to 2013 (adjusting for slower growth) 1o estimate online search in the
U.5. growing to almost 315 billion in 2013, for a CAGR of 17%. In addition, given
that 31% of Google's second-quarter 2004 revenues came from abroad, we estimate
that infernational (nop-10.5.) online search was about 51,8 billion in 2004 and should
grow to ~E18 billion by 2013, for o CAGR of 30%. This would indicate growth of
international online search to ~56% of global online search by 2013 from the low-
3% area today, Summing the domestic and international online search projections,
wo cstimate that global search could grow from £5.4 billion in 2004 to ~$33 billion in
2013, for a CAGR of 229,
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In 2003, Google's total advertising revenues grew by more than 240%, aided largely
hy:ﬂﬂywnfﬁdﬂmmmnﬁ&:ﬁm:‘smhnﬂm. We still expect
that robust advertising revenue growth for 2004 (although more modest than 2003) of
10%% will generate slmost §3 billion of adverlising revenues for Google. OF the
advertising revenues for second-quarter 2004, approximately 50% was pencrated
from Google's own Web sites (AdWords), while the other half was derived from
Google Network affiliate Web sites (AdSense), such as ADL, Ask Jeeves, cic. The
advertising revenues comprised 98% of tolal revenves. The remaining 2% of total
revenues was generated from the licensing of Google's algorithm and sales and
licenses to enterprises,

Exhibit 20 Second-Ouarter 2004 Groes Revenues
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Sourme: Company calar Bear, Sleams & Co_ Inc. estimoes.

We expect Google Metwork revenves (AdSenss) to gradually rise as a percent of total
advertising revenues aver time as Google, Yahoo!, and other search engines compele
for brosder exposure across the Internet throogh affiliate relationships, Afhliate
relationships play a vital role in helping search engines gain critical mass as well as
vizihility — the greater the number of alfilistes that a search engine has relationships
with, the larger an audicnce the search engine can offer to advertizers, who should be
attracted to the larger potential of click-throughs (much as traditional media such os
TV, radio, and newspapers compete for ad dollars by emphasizing their effectiveness
at reaching more consumers).  Ullimately, we expect revenves from AdWords fo
grenw from $1.5 billion in 2004 to 36.5 billion in 2013, a CAGE of 18%. We think
AdSense has the potential to grow al a slightly higher CAGR of 20%, om $1.3
billion in 2004 to $7.7 billion, by 2013

BEAR, STEARNS & CO. INC, Page 31
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Exhiit 1. Google Advertising Ravenue Spiit
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19% so that by 2013, Google should generste approximately $14 illion in
advertising revenues (sharter term, investors should be aware of the seasanality of
revenues, as the first and fourth quarters arc typically stronger due to winter's higher
Tutemet traffic levels and holiday shopping).

Exhibit 22 Googl's Gross Advertising Revenu Grawth (3 in milions)
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Our projected 19% CAGR for advertising revenues for Goagle is below our 22%
extrapolated estimated CAGE based on eMarketer's nearterm online search
projections.  Since we project Google should grow slightly Jess than the overall
global cnline search market, cur projections indicate that Goople’s markst share of
the global online search market should drop from ahowt 55% of gross revenues {(14%
of net revenues) to 45% of pross revenues (24% of net révenues) over this Line
frame. We think this is reasonable as Microsoft plans to enter the market in the next
year ar 5o and should prove to be a strong competitor. We point out that we don’t
think that Yahoo! (which cumrently supplies MSN's paid placement advertising
through Overture) or Google would lose a farge number of advertisers to MSN, but
that some of the dollars from these advertisers could shift from Yahoo! and Google ta
MSN (a5 advertisers will remain attracted to MSN's ranking as the No. 3 property on
the Internet). In addition, we think this declining market share allows for room from
other competition (¢ our comments on competition)), especially abroad.
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Exhibit 23. Google's Search Market Share
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Search Revenues Comparison

In comparing our gross advertising projections for Google to our ooline search
revenue projections for Yahoo!, we notice that Google's revemue appears much larger
grven its larger market share. Yahoo!'s total revenue is in fact higher than Gioogle's
due 1o the company's strong brand advertising (which represents nearly 40% of
Yahoo!'s total net advertising reveoues and other portal services). Google does not
bave branded advertising at the moment. In 2003, Yahoo! had approwimately 5353
million of gross enline search revemaes versus Google's 1.4 billion. Below we plot
Google's advertising revenues versus our projections for Yahoo's gross online
scarch.

Exhlbil 24, wmm_mmmuhm

.00
i Wam
=

|lmum_i?un:;wmg

NEW OFFERING
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Soupoe: Comparey Jele; Baar, Sisams & Co. Inc atimal,

We believe that Google®s introduction of new offerings, incloding Froogle, Gmail,
and Oricut, will be instrumental in driving further revenues growith for the company.
However, we think that Google will only monetize these new services through
concurrent advertising with these products (eg., sponsored ads on the side of email
messages). We do nol expect to see fee-based revenues from these services (at least
in the near term). Therefore, we would expect these new services to contribute to the
growth of AdWords and AdSense revenues over the coming years As a

BEAR, STEARMS & CO. INC. Page 33



Case 5:05-cv-00598-JW  Document 63-13  Filed 11/21/2005 Page 7 of 9

OREUT — SOCTAL AND

MNETWORKING VIA THE

1 )

million, and PriceGrabber generated more than $30 million by most estimates, all in
2003. We think that over time, Froogle should become one of the dominant players
in the comparison search space given its backing by Google, Google has given
Froogle prominent placement on its front page, 3 move we expect to drive increased
usage of the site,

ﬂlhﬂisﬂnugh’ﬂmchlﬂmmlﬁngmﬁu,“iﬂtiunlmmmndﬁﬂmaﬁwghin-
bouse engincer of Turkish origin pamed Orkut Buyukkokten, The service is an
mvitation-based social site where users meet other wsers within their network for
dating, socializing, or professional purposes. MNew members fill out forms that
describe their interests and can also upload photographs of themselves. Users can
also join various communitics or create special communities of their own. Within a
uhﬁﬁﬁwm&hﬂhﬁmﬂymnﬁwhmdudﬁﬂm
members.

Exhibit 82 Orhout
m

Souina; Chisal Cam,

The idea behind social networking is to provide a platform where users can connect
with ather users with similar interests and backgrounds. Members uss the sites for
business connections, social connections, and even dating. Membership 0 most
social networking sites is by invitation only from current members.

Cmline social networking sites Friendster and Tickle were the first to popularize the
online social networking craze. Soon other sites lke Orkut, ZeroDegrees (owned by
IACUnterActiveCorp), and Linkedln joined the space to compete for users.
Recently, Microsoft indicated that it intends to join the space with its own site called
Waltop. Sites like Linkedn have a more business or professional focus, while Tickle
and Fricndster emphasize dating, entertainment, and socializing. Users of these
services are not necessarily loyal to one service, as several users we spoke with
indicated that they belong to several social networking sites in order to have s many
contacts a8 possible. Other social nerworking sites include Mestup, Ryze, Tribe, and
MySpace. A few of the sites have developed a sizable following, with Friendster
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j )

dahningmhﬂemllnnmmiﬂimmgimﬂms.unkﬂnmhﬁngmm
mare than 70,000 users, and Ryze claiming to bave more than 120,000 registered
iEsers.

The next exhibit shows o one-year daily traffic rank for the social networking sites
from Alexa.com, a company owned by Amazon. Crkot rose to the second-highest-
runked site within a moath of its release, illustrating the power of the Google name,
According o Alexacom, traffic rank is based on three momths of agpregated
historical traffic data from millions of Abexa Toolbar users and is a combined
measure of page views and reach.

Social networking sites have raised 8 significant number of venture capital dollars
from a few of the top veoture capilal firms m the US. (Piemre Omidyar, founder of
eBay, reportedly invested millions of dollars in social networking site Meetup).
However, most people in the investment community remain uncopvinced of O
revenue-generating poleniial of the social networking sites and question their long-
term visbility. Several ideas for monetizing those sites bave been considered by the
sites, including charging & membership fee of $5-$10 per month for enhanced
functionality or premium add-on services to advertising on the sites, Ryze currently
charges $9.95 for advanced search capabilities, and the CEO claims thal the company
started to tum a profit in 2003 and is cash flow positive. The company does not
release datn on paying members.  Sites such as Mestup have considered charging
DfgAniZations or groups wishing to partmer ap with the Web site,

In our view, social networking sites will have a difficult time monetizing the service
longer term other tham through advertising. Advertising may be the best choice if the
ads can be targeted based on the detsils in the user's profile. A potential problem
with that model is that users may find the ads intrusive or feel that the site unfairy

BEAR, STEARNS & CO. INC, Page 108
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capitalizes on their pessonal information, leading to issues of privacy. As for the
membership fees, we find it difficult to imagine that wsers will continue paying for
the privilege to contact someon: else within their network even for enhanced
fealures,

As with most early models on the Internet, finding the right avenue to generate
revenues and ultimately profits is challenging initially. We think that the operators of
those sites will eventually find & model that works for them and, over time, social
networking can become more than just a fad. Tumning those sites into online personal
sites, such as Tickle, is one way to guarantes a revenue stream and possibly longer-

In our opinicn, for Google, delivering targeted advertising to members of Orkut may
be the most viable method to menetize that membership base (though charging a fee
can’t be roled ouf). However, we think that Orkut may deliver an intangible that is
far more beneficial than delivering ads. What we mean is that Google doss not have
an established user base like AOL, Yahoo!, and MSN. Since Orkut collects a myriad
of wmformation abowt o wser during the registration process, Google has the
opporanity to mtegrale this information within search resulis o deliver a better,
more personalized search based on the user's preferences, tastes, and location. This
oppartanity is invaluable, in our judgment.

In a separate development, Google has been sued by a company named Affinity
Engines, which claims that the source code for Okt belongs to Affinity Engines.
Affinity Engines was co-founded by Orkut Buyukkokten, the aforementioned Google
in-house engineer, and had developed software for a social networking service called
inCircle, The suit claims that Mr. Buyukkokicn used the software that he had
developed while at Affinity Engines for Orkul. As part of its evidence, Afinity plans
to show that Orkut has the same software bugs as inCircle. Google has denied
inCircle’s claim. The company also stated that it has offered to provide an
independent source that would compare the two source codes for similarity, bud
Affinity bas denied that request.
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