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Washington D.C. 20549

FORM 10-Q

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

FOR THE QUARTERLY PERIOD ENDED MARCH 31, 2007

OR

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

For the transition period from         to         

Commission File Number: 000-51280
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Illinois 36-3297908
(State or Other Jurisdiction of (I.R.S. Employer
Incorporation or Organization) Identification Number)

225 West Wacker Drive
Chicago, Illinois

60606-6303

(Address of Principal Executive Offices)

(312) 696-6000

(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 ý No o

Indicate by check mark whether the Registrant is a large accelerated filer, accelerated filer, or a non-accelerated filer.  See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act.

Large accelerated filer   o Accelerated filer   ý Non-accelerated filer   o

Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes o No ý

As of May 2, 2007, there were 42,708,413 shares of the Company�s common stock, no par value, outstanding.
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Statements of Income

Three Months Ended March 31
(in thousands except per share amounts) 2007 2006

Revenue $ 95,447 $ 70,060

Operating expense (1):
Cost of goods sold 25,855 18,673
Development 8,055 6,091
Sales and marketing 16,729 11,660
General and administrative 16,086 12,032
Depreciation and amortization 4,695 2,406
Total operating expense 71,420 50,862

Operating income 24,027 19,198

Non-operating income:
Interest income, net 1,749 1,059
Other expense, net (236) (126)
Non-operating income, net 1,513 933

Income before income taxes, equity in net income of unconsolidated entities, and
cumulative effect of accounting change 25,540 20,131

Income tax expense 10,291 7,598

Equity in net income of unconsolidated entities 537 647

Income before cumulative effect of accounting change 15,786 13,180

Cumulative effect of accounting change, net of income tax expense of $171 � 259

Net income $ 15,786 $ 13,439

Basic income per share:
Basic income per share before cumulative effect of accounting change $ 0.37 $ 0.33
Cumulative per share effect of accounting change � �
Basic net income per share $ 0.37 $ 0.33
Diluted income per share:
Diluted income per share before cumulative effect of accounting change $ 0.33 $ 0.28
Cumulative per share effect of accounting change � 0.01
Diluted net income per share $ 0.33 $ 0.29

Weighted average shares outstanding:
Basic 42,401 40,355
Diluted 47,381 46,424

Three Months Ended March 31
2007 2006
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(1) Includes stock-based compensation expense of:
Cost of goods sold $ 338 $ 272
Development 253 114
Sales and marketing 299 126
General and administrative 1,444 1,422
Total stock-based compensation expense $ 2,334 $ 1,934

See notes to unaudited condensed consolidated financial statements.
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Balance Sheets

(in thousands except share amounts)
March 31

2007
December 31

2006

Assets
Current assets:
Cash and cash equivalents $ 60,218 $ 96,140
Investments 61,585 67,611
Accounts receivable, less allowance of $207 and $225, respectively 81,343 65,176
Other 10,275 8,557
Total current assets 213,421 237,484

Property, equipment, and capitalized software, net of accumulated depreciation of
$49,820 and $48,256, respectively 15,692 15,869
Investments in unconsolidated entities 18,850 18,659
Goodwill 120,756 86,680
Intangible assets, net 106,634 72,841
Deferred tax asset, net 15,478 13,789
Other assets 725 2,516
Total assets $ 491,556 $ 447,838

Liabilities and shareholders� equity
Current liabilities:
Accounts payable and accrued liabilities $ 26,373 $ 21,014
Accrued compensation 25,045 40,856
Income tax payable 8,170 1,620
Deferred revenue 129,099 100,525
Deferred tax liability, net 644 1,266
Other 5,777 2,182
Total current liabilities 195,108 167,463

Accrued compensation 4,678 7,591
Other long-term liabilities 3,149 3,361
Total liabilities 202,935 178,415

Shareholders� equity:
Common stock, no par value, 200,000,000 shares authorized, of which 42,545,554 and
42,228,418 shares were outstanding as of March 31, 2007 and December 31, 2006,
respectively 4 4
Treasury stock at cost, 233,332 shares as of March 31, 2007 and December 31, 2006 (3,280) (3,280)
Additional paid-in capital 274,765 268,721
Retained earnings 13,621 1,154
Accumulated other comprehensive income:
Currency translation adjustment 3,536 2,871
Unrealized losses on available-for-sale securities (25) (47)
Total accumulated other comprehensive income 3,511 2,824
Total shareholders� equity 288,621 269,423
Total liabilities and shareholders� equity $ 491,556 $ 447,838

See notes to unaudited condensed consolidated financial statements.
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Statement of Shareholders� Equity and Comprehensive Income

For the Three Months Ended March 31, 2007

Accumulated
Common Stock Additional Retained Other Total
Shares Par Treasury Paid-in EarningsComprehensive Shareholders�

(in thousands, except share amounts) Outstanding Value Stock Capital (Deficit) Income Equity
Balance as of December 31, 2006 42,228,418 $ 4 $ (3,280) $ 268,721 $ 1,154 $ 2,824 $ 269,423
Cumulative effect of accounting
change � � � � (3,319) � (3,319)
Balance as of January 1, 2007 42,228,418 4 (3,280) 268,721 (2,165) 2,824 266,104
Comprehensive income:
Net income � � � 15,786 � 15,786
Unrealized gain on investments, net of
income tax $15 � � � � 25 25
Foreign currency translation
adjustment � � � � 662 662
Total comprehensive income � � � 15,786 687 16,473
Issuance of common stock related to
stock option exercises, net 317,136 � � 1,578 � � 1,578
Stock-based compensation � � 2,334 � � 2,334
Tax benefit derived from stock option
exercises � � 2,132 � � 2,132
Balance as of March 31, 2007 42,545,554 $ 4 $ (3,280) $ 274,765 $ 13,621 $ 3,511 $ 288,621

See notes to unaudited condensed consolidated financial statements.
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Statements of Cash Flows

Three Months Ended March 31
(in thousands) 2007 2006

Operating activities
Net income $ 15,786 $ 13,439
Adjustments to reconcile net income to net cash flows from operating activities:
Cumulative effect of accounting change, net of tax � (259)
Depreciation and amortization 4,695 2,406
Deferred income tax benefit (704) (565)
Stock-based compensation expense 2,334 1,934
Provision for bad debt (19) 18
Equity in net income of unconsolidated entities (537) (647)
Foreign exchange loss 75 185
Excess tax benefits from stock option exercises (2,132) (2,689) 
Other, net (19) (106)
Changes in operating assets and liabilities, net of effects of acquisitions:
Accounts receivable (7,582) (886)
Other assets 1,243 1,150
Accounts payable and accrued liabilities 2,262 (2,419)
Accrued compensation (26,293) (14,190)
Income taxes payable 8,457 6,267
Deferred revenue 11,021 5,825
Other liabilities (203) 454
Cash provided by operating activities 8,384 9,917

Investing activities
Purchases of investments (23,461) (26,050)
Proceeds from sale of investments 29,545 52,377
Capital expenditures (1,990) (859)
Acquisitions, net of cash acquired (52,130) (86,274)
Other, net (3) (300)
Cash used for investing activities (48,039) (61,106)

Financing activities
Proceeds from stock options exercises 1,574 4,594
Excess tax benefits from stock option exercises 2,132 2,689
Cash provided by financing activities 3,706 7,283

Effect of exchange rate changes on cash 27 (71)
Net decrease in cash and cash equivalents (35,922) (43,977)
Cash and cash equivalents � beginning of period 96,140 92,367
Cash and cash equivalents � end of period $ 60,218 $ 48,390

Supplemental disclosure of cash flow information:
Cash paid for taxes $ 2,143 $ 1,888
Supplemental information of non-cash investing and financing activities:
Unrealized gain on available-for-sale investments $ 37 $ 19

See notes to unaudited condensed consolidated financial statements.
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MORNINGSTAR, INC. AND SUBSIDIARIES

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

1. Basis of Presentation of Interim Financial Information

The accompanying unaudited condensed consolidated financial statements of Morningstar, Inc. and subsidiaries (Morningstar, we, our,
the Company) included herein have been prepared to conform to the rules and regulations of the Securities and Exchange Commission
(SEC). The preparation of financial statements in conformity with accounting principles generally accepted in the United States
requires management to make estimates and assumptions that affect the reported amount of assets, liabilities, revenue, and expenses.
Actual results could differ from those estimates. In the opinion of management, the statements reflect all adjustments, which are of a
normal recurring nature, necessary to present fairly our financial position, results of operations, stockholders� equity, and cash flows.
These financial statements and notes should be read in conjunction with our Consolidated Financial Statements and Notes thereto as of
December 31, 2006 included in our Annual Report on Form 10-K filed with the SEC on March 16, 2007.
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2. Summary of Significant Accounting Policies

Edgar Filing: Morningstar, Inc. - Form 10-Q

12



Edgar Filing: Morningstar, Inc. - Form 10-Q

13



Our significant accounting policies are discussed in Note 2 of our Consolidated Financial Statements included in our Annual Report on
Form 10-K filed with the SEC for the year ended December 31, 2006.
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Adoption of Financial Accounting Standard Board Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an interpretation of
FASB Statement No. 109

On January 1, 2007, we adopted Financial Accounting Standard Board (FASB) Interpretation No. 48, Accounting for Uncertainty in Income
Taxes, an interpretation of FASB Statement No. 109 (FIN 48), which prescribes the minimum recognition threshold a tax position is required to
meet before being recognized in the financial statements.  FIN 48 also provides guidance on derecognition, measurement, classification, interest
and penalties, accounting in interim periods, and disclosure for uncertain tax positions.  

The adoption of FIN 48 did not result in a material adjustment in the liability for unrecognized income tax benefits, and correspondingly, we did
not record a cumulative effect adjustment to beginning retained earnings. As of January 1, 2007, we had approximately $2,700,000 of gross
unrecognized tax benefits, of which $2,300,000, if recognized, would result in a reduction of our effective income tax expense rate. We
recognize interest and penalties related to unrecognized tax benefits as a component of income tax expense in our Consolidated Statements of
Income.  Interest and penalties were not material as of the date of adoption. Adjustments recorded to these balances in the 2007 first quarter were
not material. 

We conduct business globally and, as a result our subsidiaries file income tax returns in U.S. Federal, state, and foreign jurisdictions. In the
normal course of business we are subject to examination by tax authorities throughout the world.  For U.S. Federal and state tax returns, open tax
years subject to examination generally include the years 2003 to present.  In non-U.S. jurisdictions the statute of limitations generally extends to
years prior to 2003.  We are currently under audit by the U.S. Internal Revenue Service, for the 2004 tax year, and by various state tax
authorities.  We are also under audit by the tax authorities in a non-U.S. jurisdiction for the period January 2003 through December 2004.  It is
likely that the examination phase of these audits will conclude in 2007.  However, it is not possible to estimate the impact of the amount of
changes, if any, to previously recorded uncertain tax positions.  There have been no significant changes to the status of these examinations
during the quarter ended March 31, 2007.

Adoption of Emerging Issues Task Force No. 06-2, Accounting for Sabbatical Leave and Other Similar Benefits Pursuant to FASB Statement
No. 43, �Accounting for Compensated Absences�

In certain of our operations, we offer employees a sabbatical leave. Although the sabbatical policy varies by region, in general, Morningstar�s
regular full-time employees are eligible for six weeks of paid time off after four years of continuous service. On January 1, 2007, we adopted
Emerging Issues Task Force (EITF) No. 06-2, Accounting for Sabbatical Leave and Other Similar Benefits Pursuant to FASB Statement No. 43,
�Accounting for Compensated Absences,� which requires that a liability for employees� sabbatical benefits be accrued over the period required
for employees to earn the right to sabbatical leave. Accordingly, we recorded a cumulative-effect adjustment to beginning retained earnings of
$3,319,000, net of tax, to record the portion of employee sabbatical leave that has been earned. Besides recording this cumulative effect of an
accounting change, the adoption of EITF No. 06-2 did not have a significant impact on our financial position, results of operations, or cash
flows.

3. Acquisitions, Goodwill, and Other Intangible Assets

Standard & Poor�s mutual fund data business
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On March 16, 2007, we acquired Standard & Poor�s mutual fund data business for $55,000,000 in cash plus an additional $5,671,000 of
estimated post-closing adjustments and estimated transaction costs directly related to the acquisition. The acquisition complements one of our
key growth strategies, which is to expand our brand, presence, and products for investors, advisors, and institutions around

6
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the globe. Approximately 80% of Standard & Poor�s mutual fund data business is outside the United States. The acquisition gives us a much
stronger presence outside the United States, particularly in Europe. In addition, the acquisition significantly expands our client base and media
partnerships in Europe and Asia. The cash paid for this acquisition in the 2007 first quarter was $52,092,000 (net of cash acquired).  We
anticipate that the remaining purchase price and transaction costs will be paid by the end of the third quarter of 2007.

The following table summarizes our preliminary allocation of the purchase price to the estimated fair values of the assets acquired and liabilities
assumed at the date of acquisition:

($000)
Cash $ 2,974
Accounts receivable 8,426
Income tax benefits, net 395
Other current assets 509
Fixed assets 244
Intangible assets 36,071
Goodwill 33,591
Deferred revenue (17,265)
Accrued liabilities (3,173)
Deferred tax liability, net (971)
Other non-current liabilities (130)
Total purchase price $ 60,671

The preliminary allocation includes acquired intangible assets of $36,071,000 that consist primarily of trade names, technology-based assets
(primarily a database covering more than 135,000 managed investment vehicles, including mutual funds, exchange-traded
funds (ETFs), hedge funds, and offshore funds), and customer-related assets.  The preliminary weighted average
useful life of these assets is estimated as 10 years.  Based on the preliminary purchase price allocation, we recorded
$33,591,000 of goodwill.

Based on plans in place at the time of acquisition, we recorded a liability of $1,383,000 for severance and lease termination costs. We expect that
substantially all of these liabilities will be paid within the next year.

We have included the financial results of this acquisition in our Condensed Consolidated Financial Statements beginning on March 16, 2007.  If
the acquisition of Standard & Poor�s mutual fund data business had occurred as of January 1 of each period presented, our results of operations
would not have been significantly different from the amounts reported for the three months ended March 31, 2007 or 2006, respectively.

Institutional Hedge Fund and Separate Accounts Database Division of InvestorForce, Inc.

In August 2006, we acquired the institutional hedge fund and separate account database division of InvestorForce, Inc. (InvestorForce), a
financial software and data integration company based in Wayne, Pennsylvania, for $10,051,000 in cash, including expenses directly related to
the acquisition. We have included the financial results of this acquisition in our Condensed Consolidated Financial Statements beginning on
August 1, 2006. This acquisition included the Altvest database, one of the largest databases covering hedge funds, managers, and data, as well as
InvestorForce�s extensive institutional separate account database. It also included several online software applications for manager search,
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research, and reporting.  This acquisition allowed us to strengthen and expand our proprietary investment data.

The following table summarizes our preliminary allocation of the purchase price to the estimated fair values of the assets acquired and liabilities
assumed at the date of the acquisition:

($000)
Accounts receivable $ 354
Intangible assets 5,290
Goodwill 6,021
Deferred revenue (1,614)
Total purchase price $ 10,051

The purchase price allocation includes $5,290,000 of acquired intangible assets. These assets include technology-based assets of $2,500,000 that
will be amortized over a weighted average period of five years; customer-based assets of $2,350,000 that will be amortized over a weighted
average period of five years; trade names of $390,000 that will be amortized over a weighted average period of four years; and a non-compete
agreement of $50,000 that will be amortized over three years.

7
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The value assigned to goodwill and intangibles of $11,311,000 is deductible for U.S. income tax purposes over a period of 15 years.

If the acquisition of the database division of InvestorForce had occurred as of January 1, 2006, our results of operations would not have been
significantly different from the amounts reported for the three months ended March 31, 2006.

Aspect Huntley Pty Limited

In July 2006, we acquired Aspect Huntley Pty Limited (Aspect Huntley), a leading provider of equity information, research, and financial trade
publishing in Australia.  This acquisition fit our growth strategy to expand our products and services outside the United States and allows us to
combine Morningstar�s expertise in fund research and information with Aspect Huntley�s equity research, information, and financial media
expertise in Australia.

The preliminary purchase price of $23,407,000 represents Australian $30,000,000 in cash (of which Australian $2,000,000 will be paid in the
third quarter of 2007), and includes transaction costs directly related to the acquisition and post-closing adjustments.  In 2006, the cash paid for
Aspect Huntley, including transaction costs and post-closing adjustments, was $20,914,000 (net of cash acquired).

The following table summarizes our preliminary allocation of the purchase price to the estimated fair values of the assets acquired and liabilities
assumed at the date of the acquisition:

($000)
Cash $ 922
Accounts receivable 671
Other current assets 324
Fixed assets 273
Intangible assets 11,019
Goodwill 17,297
Deferred revenue (5,141)
Other current liabilities (1,850)
Income taxes payable (108)
Total purchase price $ 23,407

The preliminary purchase price allocation includes $11,019,000 of acquired intangible assets. These assets include trade names of $6,622,000
that will be amortized over a weighted average period of 10 years; technology-based assets (primarily including a database) of $2,593,000 that
will be amortized over a weighted average period of 18 years; and customer-related assets of $1,804,000 that will be amortized over 10 years.

The goodwill we recorded of $17,297,000 is not deductible for U.S. or Australian income tax purposes.
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We have included the results of Aspect Huntley�s operations in our Condensed Consolidated Financial Statements beginning on July 25, 2006. If
the acquisition of Aspect Huntley had occurred as of January 1, 2006, our results of operations would not have been significantly different from
the amounts reported for the three months ended March 31, 2006.

8
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Ibbotson Associates, Inc.

In March 2006, we acquired Ibbotson Associates, Inc. (Ibbotson), a firm specializing in asset allocation research and services, for $83,000,000 in
cash, plus an additional $3,470,000 in cash for working capital and other items. We have included the results of Ibbotson�s operations in our
Condensed Consolidated Financial Statements beginning on March 1, 2006. This acquisition complemented our growth strategies in several key
areas, including investment consulting, managed retirement accounts, and institutional and advisor software.

The following table summarizes our allocation of the purchase price to the estimated fair values of the assets acquired and liabilities assumed at
the date of the acquisition:

($000)
Cash $ 103
Accounts receivable 6,770
Income tax benefits, net 13,047
Other current assets 1,398
Fixed assets 1,407
Other assets 156
Intangible assets 55,280
Goodwill 46,221
Deferred revenue (10,772)
Accrued liabilities (4,882)
Deferred tax liability, net (21,497)
Other non-current liabilities (761)
Total purchase price $ 86,470

As part of the purchase price allocation, we recorded an asset of $13,047,000, primarily for the income tax benefit related to payment for the
cancellation of Ibbotson�s stock options. This cash income tax benefit reduced the amount of cash we paid for income taxes in 2006. This cash
income tax benefit did not impact our income tax expense or net income in 2006.

The purchase price allocation also includes $55,280,000 of acquired intangible assets. These assets include customer-related assets of
$34,200,000 that will be amortized over a weighted average period of nine years; intellectual property (including patents and trade names) of
$17,710,000 that will be amortized over a weighted average period of 10 years; technology-based assets of $3,070,000 that will be amortized
over a weighted average period of five years; and a non-compete agreement of $300,000 that will be amortized over five years. The deferred tax
liability of $21,497,000 results primarily because the amortization expense for these intangible assets is not deductible for U.S. income tax
purposes.

Based on the purchase price allocation, we recorded $46,221,000 of goodwill. The goodwill we recorded is not deductible for U.S. income tax
purposes. Statement of Financial Accounting Standards (SFAS) No. 109, Accounting for Income Taxes, prohibits recognition of a deferred tax
asset or liability for goodwill temporary differences if goodwill is not amortizable and deductible for tax purposes.

Based on plans in place at the time of acquisition, we recorded a liability of $596,000 for severance and $761,000 for lease termination costs, net
of estimated sub-lease income. As of March 31, 2007, we have made substantially all of the related severance payments. We expect to pay the
lease termination costs beginning in 2008, which is when we plan to vacate Ibbotson�s office space.
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The following unaudited pro forma information presents a summary of our Condensed Consolidated Statement of Income for the three months
ended March 31, 2006 as if we had acquired Ibbotson as of January 1, 2006.  In calculating the pro forma information below, we made an
adjustment to eliminate stock-based compensation expense previously recorded by Ibbotson based on the recognition and measurement
principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, and related interpretations.

(in thousands, except per share amounts)
Three Months Ended

March 31, 2006
Revenue $ 77,451
Operating income 19,599
Income before cumulative effect of accounting change 13,192
Net income 13,451

Basic income per share:
Basic income per share before cumulative effect of accounting change $ 0.33
Basic net income per share $ 0.33

Diluted income per share:
Diluted income per share before cumulative effect of accounting change $ 0.28
Diluted net income per share $ 0.29

Goodwill

The following table shows the changes in our goodwill balances from January 1, 2006 to March 31, 2007:

($000)
Balance as of January 1, 2006 $ 17,500
Goodwill acquired related to Ibbotson 46,221
Goodwill acquired related to Aspect Huntley 17,274
Goodwill acquired related to the database division of InvestorForce 6,020
Reversal of valuation allowances related to non-U.S. deferred tax assets, primarily related to net operating losses (1,200)
Other, primarily currency translation 865
Balance as of December 31, 2006 86,680
Goodwill acquired related to the mutual fund data business of  Standard & Poor�s 33,591
Other, primarily currency translation 485
Balance as of March 31, 2007 $ 120,756

At the date of acquisition of certain of our non-U.S. operations, we recorded a valuation allowance against the deferred tax assets related to the
acquired entities� deductible temporary differences and net operating losses.  In 2006, we reversed these valuation allowances because we
considered that it is more likely than not that these tax benefits will be realized.  In accordance with SFAS No. 109, Accounting for Income
Taxes, the tax benefits for those items that are first recognized in financial statements after the acquisition date (by eliminating the valuation
allowance) are applied first to reduce any goodwill related to the acquisition.  We therefore recorded in 2006 a reduction to goodwill in the
amount of $1,200,000 related to the reduction of these valuation allowances.

We did not record any impairment losses in the first quarter of 2007 or 2006, respectively.
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We amortize intangible assets using the straight-line method over their expected economic useful lives. The following table summarizes our
intangible assets:

As of March 31, 2007 As of December 31, 2006

($000) Gross
Accumulated
Amortization Net

Weighted
Average

Useful Life
(years) Gross

Accumulated
Amortization Net

Weighted
Average

Useful Life
(years)

Intellectual property $ 26,350 $ (3,205) $ 23,145 10 $ 26,185 $ (2,455) $ 23,730 10
Customer-related assets 45,060 (5,625) 39,435 10 45,015 (4,410) 40,605 10
Supplier relationships 240 (27) 213 20 240 (24) 216 20
Technology-based assets 9,242 (1,596) 7,646 9 9,177 (1,180) 7,997 9
Non-competition
agreement 350 (76) 274 5 350 (57) 293 5
Intangible assets related to
the mutual fund data
business acquired from
Standard & Poor�s 36,071 (150) 35,921 10 � � � �
Total intangible assets $ 117,313 $ (10,679) $ 106,634 10 $ 80,967 $ (8,126) $ 72,841 10

Amortization expense was $2,540,000 and $662,000 for the three months ended March 31, 2007 and March 31, 2006, respectively.

As of March 31, 2007, we estimate that aggregate amortization expense for intangible assets will be $12,416,000 in 2007; $13,096,000 in 2008;
$12,747,000 in 2009; $11,817,000 in 2010;  $10,813,000 in 2011; and $10,228,000 in 2012. Our estimates of future amortization expense for
intangible assets may be affected by changes to the preliminary purchase price allocations, primarily the allocation associated with our
acquisition of Standard & Poor�s mutual fund data business.

4. Income Per Share

The numerator for both basic and diluted income per share is net income.  The denominator for basic income per share is the weighted average
number of common shares outstanding during the period. For diluted income per share, the dilutive effect of outstanding employee stock options
and restricted stock units is reflected in the denominator using the treasury stock method. The following table shows how we reconcile our net
income and the number of shares used in computing basic and diluted income per share:

Three Months Ended
March 31

(in thousands, except per share amounts) 2007 2006

Basic income per share:
Income before cumulative effect of accounting change $ 15,786 $ 13,180
Cumulative effect of accounting change, net of tax � 259
Net income $ 15,786 $ 13,439
Weighted average common shares outstanding 42,401 40,355

Basic income per share before cumulative effect of accounting change $ 0.37 $ 0.33
Cumulative per share effect of accounting change, net of tax � �
Basic net income per share $ 0.37 $ 0.33
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Diluted income per share:
Income before cumulative effect of accounting change $ 15,786 $ 13,180
Cumulative effect of accounting change, net of tax � 259
Net income $ 15,786 $ 13,439

Weighted average common shares outstanding 42,401 40,355
Net effect of dilutive stock options based on the treasury stock method 4,980 6,069
Weighted average common shares outstanding for computing diluted income per
share 47,381 46,424

Diluted income per share before cumulative effect of accounting change $ 0.33 $ 0.28
Cumulative per share effect of accounting change, net of tax � 0.01
Diluted net income per share $ 0.33 $ 0.29
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5. Segment and Geographical Area Information

We organize our operations based on products and services sold in three primary business segments: Individual, Advisor, and Institutional.

�  Individual segment. Our Individual segment focuses on products and services for individual investors. The largest
product in this segment based on revenue is our U.S.-based Web site, Morningstar.com, which includes both paid
Premium Membership service and sales of Internet advertising space. Our Individual segment also includes
Morningstar Equity Research, which we distribute through several channels. Investors can access our equity research
through our Premium Membership offering on Morningstar.com. In addition, our equity research is distributed
through six major investment banks to meet the requirements for independent research under the Global Analyst
Research Settlement, as well as to several other companies who provide our research to their affiliated financial
advisors or to individual investors. We also offer a variety of print publications on stocks and mutual funds, including
our monthly newsletters, Morningstar FundInvestor and Morningstar StockInvestor, and our twice-monthly
publication, Morningstar Mutual Funds. We sell several annual reference guides, including the Morningstar Funds
500, the Morningstar Stocks 500, the Morningstar ETFs 150, and the Stocks, Bonds, Bills, and Inflation Yearbook
(acquired with Ibbotson). Revenue in the Individual segment typically benefits from sales of these annual reference
guides, which are published once a year in the first quarter. With the addition of Aspect Huntley in July 2006, this
segment also includes several newsletters and other publications for Australian investors, and as a result our
Individual segment now includes revenue from both U.S. and non-U.S. operations.

�  Advisor segment. Our Advisor segment focuses on products and services for financial advisors. Key products in
this segment based on revenue are Morningstar Advisor Workstation and Morningstar Principia. Advisor Workstation
is a Web-based investment planning system that provides financial advisors with a comprehensive set of tools for
conducting their core business, including investment research, planning, and presentations. Advisor Workstation is
available in two editions: the Office Edition for independent financial advisors and the Enterprise Edition for financial
advisors affiliated with larger firms. Principia is our CD-ROM-based investment research and planning software for
financial planners. In addition, we offer Morningstar Managed Portfolios, a fee-based discretionary asset management
service that includes a series of mutual fund and exchange-traded fund portfolios tailored to different investment time
horizons and risk levels that financial advisors can use for their clients� taxable and tax-deferred accounts. Following
our acquisition of Ibbotson in March 2006, we offer a series of NASD-reviewed Financial Communications materials
that advisors can use to educate clients about asset allocation and demonstrate other key investment concepts, as well
as data and graphs that financial advisors can license to use in published materials. As a result of our acquisition of
Aspect Huntley in July 2006, this segment also includes software for financial planners and other market participants
in Australia. The segment also includes certain software products for financial advisors acquired from Standard &
Poor�s in March 2007.

�  Institutional segment. Our Institutional segment focuses on products and services for institutions, including banks,
insurance companies, mutual fund companies, brokerage firms, media firms, and retirement plan providers and
sponsors. Key products and services in this segment based on revenue are Investment Consulting, which focuses on
investment monitoring and asset allocation for funds of funds, including mutual funds and variable annuities;
Licensed Data, a set of investment data spanning 10 core databases, available through electronic data feeds;
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Retirement Advice, including the Morningstar Retirement Manager and Advice by Ibbotson platforms; Morningstar
Direct, a Web-based institutional research platform that provides advanced research and tools on the complete range
of securities in Morningstar�s global database; Licensed Tools and Content, a set of online tools and editorial content
designed for institutions to use in their Web sites and software; Investment Profiles and Guides, which are designed
for institutions to use in communicating investment information to individual investors; the Morningstar Annuity
Research Center (formerly VARDS Online); and Morningstar EnCorr, an asset allocation software package (acquired
with Ibbotson). With the addition of Aspect Huntley, this segment now includes financial information as well as other
data feeds on Australian stocks which we sell to stock brokers, information providers, and financial Web sites.  The
Institutional segment also includes the hedge fund and separate account database division we acquired from
InvestorForce in August 2006 and institutional software and tools we acquired from Standard & Poor�s in March 2007.
Key products acquired from Standard & Poor�s include the Workstation fund performance and analysis system and
data feeds covering more than 135,000 funds in 30 countries.

We measure the operating results of these segments based on operating income (loss), including an allocation of corporate costs. We include
intersegment revenue and expenses in segment information. We sell services and products between segments at predetermined rates primarily
based on cost. The recovery of intersegment cost is shown as �Intersegment revenue.�

Our segment accounting policies are the same as those described in Note 2 to our Consolidated Financial Statements included in our Annual
Report on Form 10-K as of December 31, 2006, except for the capitalization and amortization of internal product development costs and
amortization of intangible assets. We exclude these items from our operating segment results to provide our chief operating decision maker with
a better indication of each segment�s ability to generate cash flow. This information is one of the criteria used by our chief operating decision
maker in determining how to allocate resources to each segment. We include the capitalization and amortization of internal product development
costs, the amortization of intangible assets, and the elimination of intersegment revenue and expense, in the Corporate Items and Eliminations
category to arrive at the consolidated financial information. Our segment
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disclosures include the business segment information provided to our chief operating decision maker on a recurring basis, and, therefore, we do
not present balance sheet information, including goodwill or other intangibles, by segment.

The following tables show selected segment data for the three months ended March 31, 2007 and 2006:

Three months ended March 31, 2007

($000) Individual Advisor Institutional
Corporate Items

& Eliminations Total
Revenue:
External customers $ 23,070 $ 25,921 $ 46,456 $ � $ 95,447
Intersegment 991 56 896 (1,943) �
Total revenue 24,061 25,977 47,352 (1,943) 95,447
Operating expense, excluding
stock-based compensation
expense, depreciation, and
amortization 17,870 17,937 30,537 (1,953) 64,391
Stock-based compensation
expense 476 714 1,144 � 2,334
Depreciation and amortization 387 460 748 3,100 4,695
Operating income (loss) $ 5,328 $ 6,866 $ 14,923 $ (3,090) $ 24,027

Capital expenditures $ 80 $ 219 $ 541 $ 1,150 $ 1,990

U.S. revenue $ 79,861
Non-U.S. revenue $ 15,586

March 31, 2007
U.S. long-lived assets $ 11,086
Non-U.S. long-lived assets $ 4,606

Three months ended March 31, 2006

($000) Individual Advisor Institutional
Corporate Items

& Eliminations Total
Revenue:
External customers $ 18,338 $ 21,748 $ 29,974 $ � $ 70,060
Intersegment 790 2 598 (1,390) �
Total revenue 19,128 21,750 30,572 (1,390) 70,060
Operating expense, excluding
stock-based compensation
expense, depreciation, and
amortization 12,785 14,656 20,659 (1,578) 46,522
Stock-based compensation
expense 575 571 788 � 1,934
Depreciation and amortization 206 441 430 1,329 2,406
Operating income (loss) $ 5,562 $ 6,082 $ 8,695 $ (1,141) $ 19,198

Capital expenditures $ 41 $ 82 $ 308 428 $ 859

U.S. revenue $ 61,638
Non-U.S. revenue $ 8,422
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March 31, 2006
U.S. long-lived assets $ 13,830
Non-U.S. long-lived assets $ 3,653
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6. Investments

We monitor the concentration, diversification, maturity, and liquidity of our investment portfolio, which is primarily invested in fixed-income
securities. We classify our investment portfolio as follows:

($000)
March 31,

2007
December 31,

2006
Available-for-sale $ 54,913 $ 63,122
Held-to-maturity 2,762 2,339
Trading securities 3,910 2,150
Total $ 61,585 $ 67,611

7. Investments In Unconsolidated Entities
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Morningstar Japan K.K.  In April 1998, we entered into an agreement with Softbank Corporation to form a joint venture,
Morningstar Japan K.K. (MJKK), which develops and markets products and services customized for the Japanese
market. In June 2000, MJKK became a public company, and its shares are traded on the Osaka Stock Exchange,
�Hercules Market,� using the ticker number 4765. Subsequent to MJKK�s initial public offering, the joint venture
agreement between us and Softbank Corporation was terminated, but we continued to hold shares of MJKK stock. As
of March 31, 2007 and December 31, 2006, we owned approximately 35% of MJKK. We account for our investment
in MJKK using the equity method. The book value of our investment in MJKK totaled $16,720,000 and $16,693,000
as of March 31, 2007 and December 31, 2006, respectively. The market value of our investment in MJKK was
approximately Japanese Yen 9.0 billion (approximately U.S. $76,615,000) as of March 31, 2007 and Japanese Yen
10.2 billion (approximately U.S. $85,482,000) as of December 31, 2006.

Morningstar Korea, Ltd. In June 2000, we entered into a joint venture agreement with Shinheung Securities Co., Ltd. and
SOFTBANK Finance Corporation to establish a Korean limited liability company named Morningstar Korea Ltd.
(Morningstar Korea). Morningstar Korea develops, markets, and sells products and services to assist in the analysis of
financial portfolios and provides financial information and services for investors in South Korea. Our ownership
interest and profit and loss sharing interest in Morningstar Korea was 40% as of March 31, 2007 and December 31,
2006. We account for this investment using the equity method. Our investment totaled $1,457,000 and $1,415,000 as
of March 31, 2007 and December 31, 2006, respectively.

Other Investments in Unconsolidated Entities. As of March 31, 2007 and December 31, 2006, the book value of our other
investments in unconsolidated entities totaled $673,000 and $551,000, respectively, and consist primarily of our
investments in Morningstar Danmark A/S (Morningstar Denmark) and Morningstar Sweden AB (Morningstar
Sweden). In August 2001, we entered into a joint venture agreement with Phosphorus A/S to establish Morningstar
Denmark, which develops and markets products and services customized for the Danish market. In April 2001, we
entered into a joint venture agreement with Stadsporten Citygate AB to establish Morningstar Sweden, which
develops and markets products and services customized for the Swedish market. Our ownership interest in both
Morningstar Denmark and Morningstar Sweden was approximately 25% as of March 31, 2007 and December 31,
2006. We account for our investments in Morningstar Denmark and Morningstar Sweden using the equity method.
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The following table shows condensed combined unaudited financial information for our investments in unconsolidated entities:

Three months ended March 31
($000) 2007 2006
Revenue $ 8,279 $ 4,844
Operating income $ 2,158 $ 1,412
Net income $ 1,174 $ 1,538

8. Stock-Based Compensation

Stock-Based Compensation Plans

In November 2004, we adopted the 2004 Stock Incentive Plan. The 2004 Stock Incentive Plan provides for grants of options, stock appreciation
rights, restricted stock, restricted stock units, and performance shares. All of our employees are eligible for awards under the 2004 Stock
Incentive Plan. Our non-employee directors are also eligible for awards under the 2004 Stock Incentive Plan. Joe Mansueto, our chairman and
chief executive officer, does not participate in the 2004 Stock Incentive Plan or the Prior Plans.

Since the adoption of the 2004 Stock Incentive Plan, we have granted stock options and, beginning in 2006, restricted stock units. Stock options
granted under the 2004 Stock Incentive Plan generally vest ratably over a four-year period and expire 10 years after the date of grant. Almost all
of the options granted under the 2004 Stock Incentive Plan have a premium feature in which the exercise price increases over the term of the
option at a rate equal to the 10-year Treasury bond yield as of the date of grant. Restricted stock units represent the right to receive a share of
Morningstar common stock when that unit vests. Restricted stock units granted under the
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2004 Stock Incentive Plan generally vest ratably over a four-year period. The number of shares available for future grants under our 2004 Stock
Incentive Plan as of March 31, 2007 and December 31, 2006 was 2,826,783 and 2,827,006, respectively.

Prior to November 2004, we granted stock options under various plans, including the 1993 Stock Option Plan (the 1993 Plan), the 2000
Morningstar Stock Option Plan (the 2000 Plan), and the 2001 Morningstar Stock Option Plan (the 2001 Plan). Options granted under the 1993
Plan, the 2000 Plan and the 2001 Plan generally vested over a four-year period and as a result are substantially all vested at March 31, 2007;
however, as the options under all three plans expire 10 years after the date of grant, some options granted under these plans remain outstanding
at March 31, 2007.  The 2004 Stock Incentive Plan amends and restates the 1993 Plan, the 2000 Plan, and the 2001 Plan (collectively, the Prior
Plans). Under the 2004 Stock Incentive Plan, we will not grant any additional options under any of the Prior Plans, and any shares subject to an
award under any of the Prior Plans that are forfeited, canceled, settled, or otherwise terminated without a distribution of shares, or withheld by us
in connection with the exercise of options or in payment of any required income tax withholding, will not be available for awards under the 2004
Stock Incentive Plan.

In February 1999, we entered into an Incentive Stock Option Agreement and a Nonqualified Stock Option Agreement under the 1999 Incentive
Stock Option Plan (the 1999 Plan) with Don Phillips, an officer of Morningstar. Under these agreements, we granted Don options to purchase
1,500,000 shares of common stock at an exercise price of $2.77 per share, equal to the fair value at the grant date. These options are fully vested
and expire in February 2009. On the date of grant, 1,138,560 options were fully exercisable and an additional 36,144 were scheduled to become
exercisable each year from 1999 through 2008. As of March 31, 2007 and December 31, 2006, there were 625,174 and 710,174 options
remaining to be exercised, respectively.

Accounting for Stock-Based Compensation Awards

Effective January 1, 2006, we adopted SFAS No. 123 (Revised 2004), Share-Based Payment (SFAS No. 123(R)), using the modified
prospective transition method. We estimate forfeitures of all employee stock-based awards and recognize compensation cost only for those
awards expected to vest.  We determine forfeiture rates based on historical experience.  Estimated forfeitures are adjusted to actual forfeiture
experience as needed.

The following table summarizes stock-based compensation expense recorded in our Condensed Consolidated Statements of Income:

Three months ended March 31
($000) 2007 2006
Stock-based compensation expense $ 2,334 $ 1,934

The tax benefit recorded related to the stock-based compensation expense above was $839,000 and $747,000 for the three months ended March
31, 2007 and 2006, respectively.

Restricted Stock Units
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We measure the fair value of our restricted stock units on the date of grant based on the market price of the underlying common stock as of the
close of trading on the day prior to grant. We amortize that value to stock-based compensation expense, net of estimated forfeitures, ratably over
the vesting period. We granted restricted stock units for the first time in May 2006. The total grant date fair value of restricted stock units
granted through March 31, 2007 was approximately $12,679,000. As of March 31, 2007, the total amount of unrecognized stock-based
compensation expense related to restricted stock units was approximately $8,015,000 which is expected to be recognized over an average period
of approximately 39 months.
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The following table summarizes restricted stock unit activity in the first three months of 2007:

Restricted Stock Units Shares

Weighted
Average

Grant Date
Fair Value

Nonvested shares�January 1, 2007 260,462 $ 44.01
Granted 7,603 $ 49.58
Vested � �
Forfeited (1,561) $ 43.97
Nonvested shares� March 31, 2007 266,504 $ 44.17

Stock Option Activity

The following tables summarize stock option activity in the first three months of 2007 for our various stock option grants. The first table
includes activity for options granted at an exercise price below the fair value per share of our common stock on the grant date; the second table
includes activity for all other option grants.

Options Granted At an Exercise Price Below the Fair Value Per Share on the Grant Date

Underlying
Shares

Weighted
Average
Exercise

Price
Options outstanding�January 1, 2007 2,871,310 $ 11.11
Canceled (1,276) $ 16.18
Exercised (103,778) $ 5.17
Options outstanding�March 31, 2007 2,766,256 $ 11.41

Options exercisable�March 31, 2007 2,062,983 $ 7.47

All Other Option Grants, Excluding Activity Shown Above

Underlying
Shares

Weighted
Average
Exercise

Price
Options outstanding�January 1, 2007 6,098,594 $ 12.55
Canceled (6,016) $ 21.33
Exercised (149,755) $ 9.98
Options outstanding�March 31, 2007 5,942,823 $ 12.64

Options exercisable�March 31, 2007 5,003,782 $ 9.63

The total intrinsic value (difference between the market value of our stock on the date of exercise and the exercise price of the option) of options
exercised during the three months ended March 31, 2007 and 2006 was $10,767,000 and $12,550,000, respectively.
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Stock Options Outstanding and Exercisable

The table below shows additional information for options outstanding and options exercisable as of March 31, 2007.

Options Outstanding Options Exercisable

Range of Exercise Prices
Outstanding

Shares

Weighted
Average

Remaining
Contractual

Life

Weighted
Average
Exercise

Price

Aggregate
Intrinsic

Value
($000)

Exercisable
Shares

Weighted
Average

Remaining
Contractual

Life

Weighted
Average
Exercise

Price

Aggregate
Intrinsic

Value
($000)

$2.00 - $2.77 1,622,184 1.43 $ 2.53 $ 79,664 1,578,467 1.42 $ 2.53 $ 77,522
$8.57 - $14.70 4,880,575 3.74 12.63 190,374 4,707,596 3.65 12.78 182,926
$16.21 - $36.55 2,206,320 7.87 18.54 73,034 780,702 7.79 17.56 26,603
$2.00 - $36.55 8,709,079 4.36 $ 12.25 $ 343,072 7,066,765 3.61 $ 11.02 $ 287,051
Vested or Expected to
Vest:
$2.00 - $36.55 8,631,591 4.32 $ 12.18 $ 340,563

The aggregate intrinsic value in the table above represents the total pretax intrinsic value, based on our closing stock price of $51.64 on
March 30, 2007, which would have been received by the option holders had all option holders exercised their options as of that date.
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As of March 31, 2007, the total amount of unrecognized stock-based compensation expense related to non-vested stock options was
approximately $9,600,000, which is expected to be recognized over a weighted average period of approximately 18 months.

9. Related Party Transactions
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In 1989, under our 1989 Nonqualified Stock Option Plan (the 1989 Plan), we granted options to purchase 1,500,000 shares of common stock at
an exercise price of $0.075 per share, equal to the fair value at date of issue, to Don Phillips, an officer of Morningstar. These options were not
exercised and expired in February 1999. In February 1999, in conjunction with the expiration of options granted under the 1989 Plan, we entered
into a Deferred Compensation Agreement (the Agreement) with Don. Under the terms of the Agreement, on any date that Don exercises the
right to purchase shares under the 1999 Plan, we shall pay to him $2.69 per share in the form of cash or, at our election, shares of common stock.
If on the date of purchase the fair value of Morningstar�s stock is below $2.77 per share, the amount paid per share will be reduced based on the
terms of the Agreement. Our obligation to pay deferred compensation will not be increased by any imputed interest or earnings amount.

In May 2006, Don Phillips entered into a Rule 10b5-1 sales plan contemplating the sale of up to 450,000 shares to be acquired through stock
option exercises during 2006 and 2007. Upon exercise of these stock options, we will make payments to him, as prescribed by the Agreement,
which, if all 450,000 stock options are exercised would total approximately $1,210,500. These payments would reduce the liability associated
with the Agreement.  In the first quarter of 2007, Don exercised 85,000 options, of which 60,000 were sold under his 10b5-1 plan.  As of March
31, 2007 and December 31, 2006, a liability of $1,777,000 and $1,963,000, respectively, for the Agreement is recorded in our Condensed
Consolidated Balance Sheets, primarily classified as �Other current liabilities�.  The reduction in the liability reflects amounts paid to Don in the
first quarter of 2007 in accordance with the Agreement.

10. Income Taxes
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On January 1, 2007, we adopted FIN 48.  See Note 2, Summary of Significant Accounting Policies, for additional information concerning the
adoption of FIN 48.

The following table shows our effective income tax expense rate for the quarter ended March 31, 2007 and 2006:

Three months ended March 31

($000) 2007 2006
Income before income taxes, equity in net income of unconsolidated entities, and
cumulative effect of accounting change $ 25,540 $ 20,131
Equity in net income of unconsolidated entities 537 647
Total $ 26,077 $ 20,778
Income tax expense $ 10,291 $ 7,598
Effective income tax expense rate 39.5% 36.6%

Our effective income tax expense rate rose by 2.9 percentage points in the first quarter of 2007.  Disqualifying dispositions of incentive stock
options had a favorable impact on our effective tax rate in the first quarter of 2006.  Because the dollar amount of disqualifying dispositions was
lower in the first quarter of 2007, our effective tax rate rose.  In addition, the 2007 first quarter effective tax rate
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reflects an increase in the effective rate of state income taxes (net of the U.S. Federal tax benefit) and the effect of an increase in income taxes
outside of the U.S. compared to the first quarter of 2006.

11. Contingencies
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Morningstar Australia

In 2001, Mr. Graham Rich, the then managing director and chief executive officer of Morningstar Research Pty Limited (Morningstar Australia),
and one of two companies controlled by Mr. Rich, filed a suit in the Supreme Court of New South Wales, Australia against Morningstar and
certain of its officers and nominee directors on the board of Morningstar Australia. Mr. Rich was also a beneficial owner of shares in
Morningstar Australia. Mr. Rich and his company originally sought an injunction, which, if granted, would have precluded Morningstar
Australia from terminating the services of Mr. Rich and from issuing additional shares to Morningstar in exchange for the provision of further
funding by Morningstar to Morningstar Australia. Further, Mr. Rich and his company sought an order that a provisional liquidator be appointed
for Morningstar Australia. The court rejected this injunction application, observing that Morningstar Australia would be insolvent without
financial backing from Morningstar. The application for the appointment of a provisional liquidator also failed. The services of Mr. Rich were
terminated in November 2001. Mr. Rich and his company were ordered to pay Morningstar�s costs of the injunction proceedings.

Mr. Rich and the two companies controlled by Mr. Rich have additional pending claims, alleging, among other things, breaches by Morningstar
of contracts and statutory and general law duties, misleading, deceptive, and unconscionable conduct by Morningstar, oppression by
Morningstar and its nominee directors, claims under the Industrial Relations Act of New South Wales, breaches of directors� duties by
Morningstar�s nominee directors, and conflict of interest. The claims seek various forms of relief, including monetary damages in the amount of
Australian $25,000,000, the setting aside of transactions which resulted in Morningstar obtaining control of Morningstar Australia, and an order
either setting aside Morningstar�s acquisition of the shares formerly beneficially owned by Mr. Rich and his companies or determining a different
price for this acquisition. In the alternative, Mr. Rich and his companies seek an order that they be entitled to purchase the shares in Morningstar
Australia at a price to be determined by the court or book value (as defined in the Morningstar Australia shareholders agreement). Morningstar
has denied the claims and filed counter-claims against Mr. Rich and certain of his companies, alleging breaches of statutory, general law, and
contractual duties.

In July 2004, the court decided Morningstar�s application for security for its potential additional costs in the litigation by ordering the two
companies controlled by Mr. Rich to provide approximately Australian $925,000 to the court as security for these potential costs. Morningstar
has been paid some of its costs and will be entitled to be paid its costs in the future only if the court makes a determination to that effect. The
court stayed the proceedings pending its receipt of the security and indicated that it would entertain an application by Morningstar for additional
security at a later time in the proceedings.

In May 2005, Mr. Rich obtained conditional leave of the court to begin a proceeding in the name of Morningstar Australia against Morningstar
and its nominee directors. The leave was, however, subject to the following conditions: (i) Mr. Rich must pay and bear, and indemnify
Morningstar Australia against, all costs, charges, and expenses of and incidental to the bringing and continuation of the proceeding (except as the
court may otherwise direct or allow) and may not seek contribution or indemnity from Morningstar Australia for any of these costs, charges, or
expenses; (ii) Morningstar Australia, or Mr. Rich on its behalf, together with the two companies controlled by Mr. Rich were required to provide
to the court, as security for Morningstar�s costs, approximately Australian $925,000 as described in the preceding paragraph; and
(iii) approximately Australian $100,000 in costs owed by Mr. Rich and one of his companies to Morningstar in respect of the 2001 injunction
proceedings were required to be paid to Morningstar. These conditions have been satisfied.

In September 2005, Mr. Rich and his companies filed a Second Further Amended Statement of Claim, consolidating the claims. Morningstar
filed a Defence to that pleading and an Amended Cross-Claim against Mr. Rich, both his companies, and a third Australian company controlled
by Mr. Rich.

In December 2006, Morningstar applied to the court for further security for its potential additional costs in the litigation. The court has not yet
held a hearing for this application.
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In February 2007, Mr. Rich and his companies notified Morningstar that they would be seeking the leave of the court to amend the Second
Further Amended Statement of Claim to include a claim relating to Morningstar�s acquisition of Aspect Huntley Pty Ltd. (Aspect) in 2006. The
amended claim alleges various breaches of obligations owed by Morningstar to Morningstar Australia and seeks various forms of relief,
including an equity interest in Aspect and compensatory damages. The court has not yet granted leave to allow the amendment to proceed.

The parties have discussed settling the claims but have been unable to reach an agreement. In the fourth quarter of 2003, Morningstar offered to
settle all claims for Australian $1,250,000, which then approximated U.S. $942,000, and, in accordance with SFAS No. 5, Accounting for
Contingencies, Morningstar recorded a reserve in this amount. In December 2005, Morningstar increased its offer to
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settle all claims to approximately Australian $2,500,000, which at December 31, 2006 approximated U.S. $2,000,000, and, in accordance with
SFAS No. 5, Morningstar has a reserve recorded in this amount. While Morningstar is vigorously contesting the claims against it, we cannot
predict the outcome of the proceeding.

Morningstar Associates, LLC Subpoenas from Securities and Exchange Commission, New York Attorney General�s Office, and the Department
of Labor

Securities and Exchange Commission

In February 2005, Morningstar Associates, LLC, a wholly owned subsidiary of Morningstar, Inc., received a request from the SEC for the
voluntary production of documents relating to the investment consulting services the company offers to retirement plan providers, including
fund lineup recommendations for retirement plan sponsors. In July 2005, the SEC issued a subpoena to Morningstar Associates that was
virtually identical to its February 2005 request.

Subsequently, the SEC focused on disclosure relating to an optional service offered to retirement plan sponsors (employers) that select 401(k)
plan services from ING, one of Morningstar Associates� clients. In response to the SEC investigation, ING and Morningstar Associates revised
certain documents for plan sponsors to further clarify the roles of ING and Morningstar Associates in providing that service. The revisions also
help reinforce that Morningstar Associates makes its selections only from funds available within ING�s various retirement products.

On January 24, 2007, the SEC notified Morningstar Associates that it ended its investigation, with no enforcement action, fines, or penalties.

New York Attorney General�s Office

In December 2004, Morningstar Associates received a subpoena from the New York Attorney General�s office seeking information and
documents related to an investigation the New York Attorney General�s office is conducting. The request is similar in scope to the SEC subpoena
described above. Morningstar Associates has provided the requested information and documents.

In January 2007, Morningstar Associates received a Notice of Proposed Litigation from the New York Attorney General's office. The Notice
centers on the same issues that became the focus of the SEC investigation described above. The Notice gave Morningstar Associates the
opportunity to explain why the New York Attorney General�s office should not institute proceedings. Morningstar Associates promptly submitted
its explanation, and continues to cooperate fully with the New York Attorney General�s office.

We cannot predict the scope, timing, or outcome of this matter, which may include the institution of administrative, civil, injunctive, or criminal
proceedings, the imposition of fines and penalties, and other remedies and sanctions, any of which could lead to an adverse impact on our stock
price, the inability to attract or retain key employees, and the loss of customers. We also cannot predict what impact, if any, this matter may have
on our business, operating results, or financial condition.
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United States Department of Labor

In May 2005, Morningstar Associates received a subpoena from the United States Department of Labor, seeking information and documents
related to an investigation the Department of Labor is conducting. The Department of Labor subpoena is substantially similar in scope to the
SEC and New York Attorney General subpoenas.

In January 2007, the Department of Labor issued a request for additional documents pursuant to the May 2005 subpoena, including documents
and information regarding Morningstar Associates� retirement advice products for plan participants. Morningstar Associates continues to
cooperate fully with the Department of Labor.

We cannot predict the scope, timing, or outcome of this matter, which may include the institution of administrative, civil, injunctive, or criminal
proceedings, the imposition of fines and penalties, and other remedies and sanctions, any of which could lead to an adverse impact on our stock
price, the inability to attract or retain key employees, and the loss of customers. We also cannot predict what impact, if any, these matters
may have on our business, operating results, or financial condition.

In addition to these proceedings, we are involved in legal proceedings and litigation that have arisen in the normal course of our business.
Although the outcome of a particular proceeding can never be predicted, we do not believe that the result of any of these matters will have a
material adverse effect on our business, operating results, or financial condition.

12. Recently Issued Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities, (including an
amendment to FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities). SFAS No. 159 permits entities to
choose to measure many financial instruments and certain other items at fair value. The objective is to improve financial reporting by providing
entities with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and
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liabilities differently without having to apply complex hedge accounting provisions. The amendment to SFAS No. 115 applies to all entities with
available-for-sale and trading securities. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007 and for interim periods
within those years; therefore, we will adopt SFAS No. 159 in the first quarter of 2008. We are in the process of determining the effect the
adoption of SFAS No. 159 will have on our Consolidated Financial Statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, which defines fair value, establishes a framework for measuring
fair value, and expands disclosures about fair value measurements. The standard applies whenever other standards require (or permit) assets or
liabilities to be measured at fair value. The standard does not expand the use of fair value in any new circumstances. SFAS No. 157 is effective
for fiscal years beginning after November 15, 2007 and for interim periods within those years; therefore, we will adopt SFAS No. 157 in the first
quarter of 2008. We are in the process of determining the effect the adoption of SFAS No. 157 will have on our Consolidated Financial
Statements.
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ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The discussion included in this section, as well as other sections of this Quarterly Report on Form 10-Q, contains forward-looking statements.
These statements relate to future events or to our future financial performance and involve known and unknown risks, uncertainties, and other
factors that may cause our actual results, levels of activity, performance, or achievements to be materially different from any future results,
levels of activity, performance, or achievements expressed or implied by these forward-looking statements. In some cases, you can identify
forward-looking statements by the use of words such as �may,� �could,� �expect,� �intend,� �plan,� �seek,� �anticipate,� �believe,�
�estimate,� �predict,� �potential,� or �continue� or the negative of these terms or other comparable terminology.You should not place undue reliance
on forward-looking statements because they involve known and unknown risks, uncertainties, and other factors that are, in some cases, beyond
our control and that could materially affect actual results, levels of activity, performance, or achievements.

Other factors that could materially affect actual results, levels of activity, performance, or achievements can be found in our other filings with
the SEC, including our Annual Report on Form 10-K for the year ended December 31, 2006. If any of these risks or uncertainties materialize, or
if our underlying assumptions prove to be incorrect, actual results may vary significantly from what we projected. Any forward-looking
statement you read in this Quarterly Report on Form 10-Q reflects our current views with respect to future events and is subject to these and
other risks, uncertainties, and assumptions relating to our operations, results of operations, growth strategy, and liquidity. We assume no
obligation to publicly update or revise these forward-looking statements for any reason, whether as a result of new information, future events, or
otherwise.

Understanding our Company

Our Business

Our mission is to create great products that help investors reach their financial goals. We offer an extensive line of Internet, software, and
print-based products for individual investors, financial advisors, and institutional clients. We also offer asset management services for advisors,
institutions, and retirement plan participants. We have historically generated recurring revenue because many of our products are sold through
subscriptions or license agreements. We believe that while the fixed costs of the investments in our business are relatively high, the variable cost
of adding customers is considerably lower, particularly as our products and services focus more on Internet-based platforms and assets under
management. We strive to realize this operating leverage by selling a wide variety of products and services to multiple investor segments,
through multiple media, and in many geographic markets.

We emphasize a decentralized approach to running our business to empower our managers and to create a culture of responsibility and
accountability. We operate our decentralized business structure in three global business segments: Individual, Advisor, and Institutional. In all
three of these segments, we believe our work helps individual investors make better investment decisions.  We consolidate the results of our
majority-owned operations.  We account for our minority-owned investments in Japan, Korea, Denmark, and Sweden using the equity method.

Historically, we have focused primarily on organic growth by introducing new products and services and expanding our marketing efforts for
existing products.  However, we have made and expect to continue making selective acquisitions that support our four key growth strategies,
which we discuss in our Annual Report on Form 10-K. In March 2006, we acquired Ibbotson Associates, Inc. (Ibbotson), a firm specializing in
asset allocation research and services; in July 2006, we acquired Aspect Huntley Pty Limited (Aspect Huntley), a leading provider of equity
information, research, and financial trade publishing in Australia; in August 2006, we acquired the institutional hedge fund and separate account
database division of InvestorForce, Inc. (InvestorForce), a financial software and data integration company; and in March 2007, we acquired
Standard & Poor�s mutual fund data business, consisting of data and products covering more than 135,000 managed investment vehicles,
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including mutual funds, exchange-traded funds, hedge funds, and offshore funds. We include the operating results for each of these acquisitions
in our Consolidated Financial Statements beginning on the acquisition date.

Industry Overview

We monitor developments in the economic and financial information industry on an ongoing basis and use these insights to help inform our
company strategy, product development plans, and marketing initiatives.

Investment Landscape, Research, and Data

Performance in the U.S. equity markets was turbulent during the first quarter of 2007, but stocks finished the quarter on a more positive note.
Morningstar�s U.S. Market Index, a broad market benchmark, generated total returns of 1.4% through March 31, 2007. Total mutual fund assets
rose to about $10.8 trillion as of March 2007, based on data from the Investment Company Institute, compared with $9.4 trillion in March 2006. 
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Debate has continued about soft dollar payments, which are arrangements in which investment advisors receive research or other services from
broker-dealers in exchange for executing trades through that broker. The Department of Labor's Employee Benefits Security Administration
passed regulation to require unbundling and separate disclosure of brokerage and research services provided to pension funds. These new
disclosure requirements are scheduled to be implemented in 2008.

We believe these developments will help enhance pricing transparency for mutual fund investors and others. In addition, we believe the trend
toward unbundled commissions may place additional pressure on budgets for sell-side research, leading to further cuts in coverage lists and
increased demand for independent research.

Interest in alternative asset classes, such as hedge funds, remained high in the first quarter of 2007. Based on data from Hedge Fund Research,
hedge funds had $60 billion in net inflows during the first quarter of 2007, compared with $24 billion in the first quarter of 2006.  

Assets in exchange-traded funds (ETFs) increased about 38% to reach more than $444 billion as of March 2007, compared with $321 billion as
of March 2006, based on data from the Investment Company Institute. ETFs have gained share from mutual funds in some specialized areas of
the market thanks to their lower annual costs, particularly in passive investing strategies. 

Individual Investor Market

Based on data from Nielsen Monitor-Plus, total U.S. online advertising spending increased 46.4% in the first quarter of 2007 versus the first
quarter of 2006. However, market volatility had a negative impact on Web sites focusing on financial information. According to research from
Nielsen/NetRatings, page views to most investment Web sites for individual investors declined in the first quarter of 2007 relative to the same
period in 2006. Despite the decline in page views, total unique users to financial sites increased. Page views to Morningstar.com remained lower
than those of larger competing sites such as Yahoo! Finance, AOL Money & Finance, and MSN Money, but the time spent per visit and average
page views per visit statistics remained higher than those of competing sites.

Financial Advisor Market

Consolidation has been a continuing trend among broker-dealers and other firms in the financial advisor segment. During the first quarter of
2007, LPL Financial Services finalized its acquisition of three brokerage operations from Pacific Life Insurance Company. We believe this
ongoing acquisition trend is being driven by the desire to increase scale and maximize cost efficiencies. Independent financial advisors have
continued to gain market share among high-net-worth investors, but larger institutions are benefiting from their lower cost structures and
economies of scale. As the financial advisory landscape continues to evolve, we believe advisors will continue to demand comprehensive
research platforms and integrated portfolio tools.

On March 30, 2007, the U.S. Court of Appeals overturned a previous Securities and Exchange Commission (SEC) rule that allowed brokerage
firms to provide certain investment advice services and receive compensation based on a percentage of client assets without being regulated as
investment advisors. We believe this development is notable because of its potential impact on fee-based brokerage accounts, which are
brokerage accounts in which the broker provides various services, including investment advice, in exchange for an asset-based fee.
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Institutional Market

The Pension Protection Act of 2006, which was signed by President Bush in August 2006, is creating wide-ranging changes in the retirement
industry. We continue to monitor the potential impact of the Pension Protection Act and its various provisions on our business.

The retirement advice provision of this act went into effect for employer-sponsored retirement plans on January 1, 2007. This provision allows
plan service providers, mutual fund companies, and brokerage firms to offer investment advice to plan participants including using their own
computer models (including advising them to invest in their own proprietary funds), subject to certification of the computer model by an
independent expert. Although more companies may rely on retirement plan providers to offer investment advice to their employees, we believe
there will be ongoing demand for third-party advice as well. In particular, we believe there will be additional opportunities for us to license our
computer-driven advice model to plan providers.

In addition, the Department of Labor is expected soon to issue final rules regarding default investment alternatives.  This rule
is to provide a safe harbor for plan fiduciaries when selecting default investments for plan participants. To qualify for
the safe harbor, the plan fiduciary must meet six requirements. One of these requirements is that the default
investment must be a �qualified default investment alternative.� These alternatives include investment vehicles such as
life-cycle or target-retirement funds, balanced funds based on the plan�s demographic,
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and managed accounts. An increasing number of retirement plan sponsors have been implementing automatic enrollment for their employees, as
well as automatic step-up provisions that increase the amount of salary withheld for investment in the employee�s retirement plan.  

Also related to the retirement market, the Department of Labor recently announced and sent out a �request for information� regarding the types of
disclosures that employees who participate in 401(k) plans sponsored by their employers should be provided pertaining to investment fees and
expenses. We believe these developments are important because they highlight the need for transparency in the retirement market.

Mergers and acquisitions activity continued in the financial services sector during the first quarter of 2007. Barclays reached an agreement to
acquire ABN Amro, which if consummated would significantly expand the bank�s global operations and create one of the world�s largest asset
management organizations. (In April, however, ABN Amro received a competing bid from a rival consortium.) Bank of America recently
received a regulatory approval for its proposed acquisition of U.S. Trust from Charles Schwab. We believe this proposed acquisition highlights
the increasing importance of wealth management and services tailored for high net-worth investors in the financial services arena. We continue
to monitor mergers and acquisitions in the asset management industry because of their potential impact on specific areas of our business.

Non-U.S. Markets

Officials in some markets outside of the United States have called for increased regulation of the rapidly growing hedge fund industry. For
example, some German government officials have argued that hedge funds should be subject to international regulation. In February 2007,
Canadian regulators proposed requiring registration of hedge funds, as well as background checks and investment exams for hedge fund
managers. As debate about hedge fund regulation goes on, we plan to continue our efforts to make the industry more transparent for investors.

In the United Kingdom, the Financial Services Authority recently announced a strategic shift to �principles-based regulation,� which it describes
as a focus on appropriate outcomes rather that prescriptive regulation. This has been generally viewed as an effort to support the global view of
the United Kingdom as a favorable and attractive market for financial services.

We believe this development is important because of its potential impact on the United Kingdom as a world financial center. In addition, to the
extent that regulators shift way from setting down specific rules and guidelines, we believe that investors and industry members will increasingly
rely on trade associations and independent research organizations to help shape regulatory and legislative guidance and opinion.  
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Consolidated Results

Three Months Ended March 31, 2007 vs. Three Months Ended March 31, 2006

Three Months Ended March 31
Key Metrics ($000) 2007 2006 Change
Revenue $ 95,447 $ 70,060 36.2%
Operating income 24,027 19,198 25.2%
Operating margin 25.2% 27.4% (2.2)pp

Cash used for investing activities $ (48,039) $ (61,106) (21.4)%
Cash provided by financing activities 3,706 7,283 (49.1)%

Cash provided by operating activities $ 8,384 $ 9,917 (15.5)%
Capital expenditures (1,990) (859) 131.7%
Free cash flow $ 6,394 $ 9,058 (29.4)%

NMF - not meaningful

pp - percentage points

We define free cash flow as cash provided by or used for operating activities less capital expenditures. We present free cash flow solely as
supplemental disclosure to help you better understand how much cash is available after we spend money to operate our business. Our
management team uses free cash flow to evaluate the performance of our business. Free cash flow should not be considered an alternative to any
measure of performance as promulgated under U.S. generally accepted accounting principles (GAAP) (such as cash provided by (used for)
operating, investing, and financing activities), nor should this data be considered an indicator of our overall financial performance or liquidity.
Also, the free cash flow definition we use may not be comparable to similarly titled measures reported by other companies.

Consolidated Revenue

In the first quarter of 2007, we generated revenue of $95.4 million, a 36.2% increase over the same period last year. Acquisitions contributed
$12.2 million to our consolidated revenue in the quarter. While acquisitions helped expand our revenue base in the first quarter of 2007, we also
generated strong organic growth. Organic revenue growth for our consolidated operations, which excludes the impact of acquisitions and foreign
currency translations, was $12.8 million, or 18.3%, in the first quarter of 2007. Organic revenue is considered a non-GAAP financial measure. 

The table below presents a reconciliation from consolidated revenue to revenue excluding acquisitions and the impact of foreign currency
translations (organic revenue):

Three Months Ended March 31
($000) 2007 2006 Change
Consolidated revenue $ 95,447 $ 70,060 36.2% 
Less: acquisitions (12,154) � NMF
Less: impact of foreign currency (397) � NMF

$ 82,896 $ 70,060 18.3%
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Revenue excluding acquisitions and foreign currency
translations
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Our revenue growth was diversified by segment, with all three segments generating meaningful revenue growth. The Institutional segment
contributed almost two-thirds of our revenue growth, with segment revenue increasing $16.8 million, or 54.9%. Acquisitions contributed $8.8
million to Institutional segment revenue in the quarter. Individual segment revenue increased $5.0 million, or 25.8%. Acquisitions contributed
$2.0 million of revenue to this segment in the quarter. Advisor segment revenue increased $4.2 million, or 19.4%, with acquisitions contributing
$1.4 million to this segment in the quarter. The table below presents our consolidated revenue by segment for the three months ended March 31,
2007 and March 31, 2006:

Three Months Ended March 31
2007 2006

Revenue by Segment ($000) Amount % of total Amount
% of
total

Individual $ 24,061 25.2 % $ 19,128 27.3 % 
Advisor 25,977 27.2 21,750 31.0
Institutional 47,352 49.6 30,572 43.6
Elimination of intersegment revenue (1,943 ) (2.0 ) (1,390 ) (1.9 )
Consolidated revenue $ 95,447 100.0 % $ 70,060 100.0 %

On a product level, almost 40% of the increase in consolidated revenue growth for the quarter was generated by Investment Consulting and
Morningstar Advisor Workstation.  Revenue from Morningstar�s consulting business generated approximately 60% of the increase in Investment
Consulting, with the remainder from Ibbotson. Because we acquired Ibbotson in March 2006, the first quarter of 2007 includes three months of
revenue from Ibbotson, compared with one month in 2006. Growth in Advisor Workstation was mainly generated by the Enterprise Edition,
which we offer to financial advisors affiliated with larger firms, reflecting growth in license agreements to both new and existing customers and
an increase in the amount of functionality licensed.  Total licenses for Advisor Workstation in the United States as of March 31, 2007 increased
by more than 30% compared with the prior-year period.

The remaining increase in revenue on a product level was driven primarily by Morningstar.com, including Premium Memberships and Internet
advertising sales; Licensed Data; and Morningstar Direct. Morningstar Equity Research and Morningstar Managed Portfolios made meaningful
contributions to revenue growth in the quarter as well. Morningstar EnCorr (acquired from Ibbotson) and Advice by Ibbotson also contributed to
the increase in revenue, mainly because of incremental revenue in the first two months of 2007 which wasn�t included in our results in the
prior-year period.

Revenue from non-U.S operations increased $7.2 million, or 85.1%, to $15.6 million in the first quarter of 2007. Acquisitions contributed $5.1
million, or 71.8%, of the increase, with the majority of the first-quarter increase reflecting the Aspect Huntley acquisition. Non-U.S. revenue
made up 16.3% of consolidated revenue in the first quarter of 2007, compared with 12.0% in the first quarter of 2006.  Foreign currency
translations increased international revenue by $0.4 million. Excluding the impact of foreign currency translations and acquisitions, international
revenue increased approximately 19.2% compared with the prior-year period. This growth rate was slightly higher than the U.S. organic revenue
growth rate of 18.2% and was driven primarily by our European operations.

The table below presents a reconciliation from international revenue to international revenue excluding acquisitions and the impact of foreign
currency translations:

Three Months Ended March 31
($000) 2007 2006 Change
International revenue $ 15,586 $ 8,422 85.1% 
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Less: acquisitions (5,147) � NMF
Less: impact of foreign currency (397) � NMF
International revenue excluding acquisitions and foreign
currency translations $ 10,042 $ 8,422 19.2%

Consolidated Operating Expense

Three months ended March 31
($000) 2007 2006 Change
Operating expense $ 71,420 $ 50,862 40.4%
% of revenue 74.8% 72.6% 2.2pp

In the first quarter of 2007, our consolidated operating expense increased $20.5 million, or 40.4%, compared with the prior-year period primarily
because of higher compensation costs (including incentive compensation and the impact of additional headcount from acquisitions), higher
marketing expense, and other acquisition-related costs.  Compensation-related expense, including bonuses, rose
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in all of our expense categories and represented $10.6 million, or more than half of the increase in consolidated operating expense. 
Compensation-related expense, excluding bonuses, increased $7.6 million, mainly because of staffing increases related to  acquisitions. We had
approximately 1,650 employees worldwide as of March 31, 2007, compared with approximately 1,250 as of March 31, 2006. This growth
mainly reflects acquisitions and continued hiring in our development center in China.  Bonus expense recorded in the first quarter of 2007
increased by $3.0 million, or 42.3%, because of continued improvements in our financial performance in the first quarter of 2007 and
acquisitions. A majority of our bonus pool is based on growth in our operating income, which may or may not recur. Marketing expense
increased by $1.2 million, primarily because of significantly expanded direct mail campaigns to promote annual publications such as
Morningstar Stocks 500, Morningstar Funds 500, Morningstar ETFs 150, and the Stocks, Bonds, Bills, and Inflation Yearbook, which are
published in the first quarter.

Because of the timing of acquisitions made in 2006 and 2007, we had additional expenses in the first quarter of 2007 that did not exist in the
same period in 2006. These expenses include amortization of intangible assets related to acquisitions, which contributed $1.9 million to
operating expense in the quarter, and outsourced product implementation expense for the Advice by Ibbotson service, which increased by $1.2
million in the quarter. Because Ibbotson was acquired in March 2006, our first-quarter 2006 results only included $0.1 million of this expense.
We recognize these product implementation expenses as they are incurred; however, recognition of the associated revenue does not begin until
we complete product testing.

Cost of Goods Sold

Three months ended March 31
($000) 2007 2006 Change
Cost of goods sold $ 25,855 $ 18,673 38.5%
% of revenue 27.1% 26.7% 0.4pp
Gross profit $ 69,592 $ 51,387 35.4%
Gross margin 72.9% 73.3% (0.4)pp

Cost of goods sold is our largest category of operating expense, accounting for approximately 36% of our total operating expense in both the
first quarter of 2007 and 2006. Our business relies heavily on human capital, and cost of goods sold includes the compensation expense for
employees who produce the products and services we deliver to our customers. Cost of goods sold increased $7.2 million in the first quarter of
2007. The increase was driven primarily by higher bonus expense across our three business segments, as well as other compensation-related
expense from increased headcount, primarily from acquisitions. Acquisitions also contributed to the increase in other operating expense in this
category.  In the first quarter of 2007, we recorded $1.3 million of outsourced product implementation expense associated with the Advice by
Ibbotson service, compared with $0.1 million recorded in March 2006 following our acquisition of Ibbotson.  Costs for outsourced product
implementation may or may not recur, depending on client requests for development projects in a given period.

As a percentage of revenue, our gross margin in the first quarter of 2007 declined slightly to 72.9%, compared with 73.3% in the first quarter of
2006.

Development Expense

Three months ended March 31
($000) 2007 2006 Change
Development expense $ 8,055 $ 6,091 32.2%
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% of revenue 8.4% 8.7% (0.3)pp

Development expense rose $2.0 million in the first quarter of 2007. This increase primarily reflects higher compensation costs, including
incentive compensation and other costs, as well as incremental costs added by acquisitions. As a percentage of revenue, development expense
was slightly lower in the first quarter of 2007 compared with the first quarter of 2006.

Sales and Marketing Expense

Three months ended March 31
($000) 2007 2006 Change
Sales and marketing expense $ 16,729 $ 11,660 43.5%
% of revenue 17.5% 16.6% 0.9pp

Sales and marketing expense increased $5.0 million in the first quarter of 2007. Incremental costs added by acquisitions contributed to the
growth in this category because of expansions in headcount and the number of products and services sold. The additional costs include $3.2
million of added compensation expense, including bonuses and sales commissions, and the impact of additional headcount from acquisitions. 
This category also reflects an additional $1.2 million of marketing expense, primarily for an
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increase in direct mail spending to promote annual publications such as Morningstar Stocks 500, Morningstar Funds 500, Morningstar ETFs
150, and the Stocks, Bonds, Bills, and Inflation Yearbook, which are published in the first quarter.

As a percentage of revenue, sales and marketing expense increased 0.9 percentage points in the first quarter of 2007 compared with the first
quarter of 2006.

General and Administrative Expense

Three months ended March 31
($000) 2007 2006 Change
General and administrative expense $ 16,086 $ 12,032 33.7%
% of revenue 16.9% 17.2% (0.3)pp

General and administrative expense increased $4.1 million in the first quarter of 2007. More than half of the increase reflects compensation
costs, including bonus expense. Because of our recent acquisitions, other expenses in this category, such as rent and professional fees, also rose.
Higher legal expenses for the Graham Rich matter in Australia and other matters also contributed to growth in this expense category, but to a
lesser degree.

As a percentage of revenue, general and administrative expense dropped by 0.3 percentage points in the first quarter of 2007 compared with the
first quarter of 2006 as revenue growth slightly outpaced growth in this expense category.

Depreciation and Amortization Expense

Three months ended March 31
($000) 2007 2006 Change
Depreciation and amortization expense $ 4,695 $ 2,406 95.1%
% of revenue 4.9% 3.4% 1.5pp

Depreciation and amortization expense increased $2.3 million in the first quarter of 2007. This increase was almost entirely driven by
amortization expense from intangible assets related to acquisitions.  We expect the amortization of these intangible assets to be an ongoing cost
for the remaining life of the assets.

Stock-Based Compensation Expense

Three months ended March 31
($000) 2007 2006 Change
Stock-based compensation expense $ 2,334 $ 1,934 20.7%
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% of revenue 2.4% 2.8% (0.4)pp

Stock-based compensation expense increased $0.4 million in the first quarter of 2007. In 2007, we expect to record total stock-based
compensation expense of approximately $8.9 million for all employee stock options and restricted stock units outstanding as of March 31, 2007.
This amount is subject to change based on additional equity grants or changes in our estimated forfeiture rate related to these grants. We
typically issue the majority of our equity grants in the month of May.

Bonus Expense

Three months ended March 31
($000) 2007 2006 Change
Bonus expense $ 10,006 $ 7,032 42.3%
% of revenue 10.5% 10.0% 0.5pp

Bonus expense increased $3.0 million in the first quarter of 2007, because of improved financial performance versus the first quarter of 2006 and
incremental bonus expense for increased headcount due to acquisitions. A majority of our bonus pool is based on operating income growth,
which may or may not recur. We include bonus expense in each of our operating expense categories.
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Consolidated Operating Income

Three months ended March 31
($000) 2007 2006 Change
Operating income $ 24,027 $ 19,198 25.2%
% of revenue 25.2% 27.4% (2.2)pp

Consolidated operating income increased $4.8 million in the first quarter of 2007, reflecting the $25.3 million growth in revenue partially offset
by the $20.5 million growth in operating expense. Our operating margin in the first quarter of 2007 declined 2.2 percentage points compared
with the prior-year period. Approximately 1.8 percentage points of this decline was because of higher amortization expense for
acquisition-related intangible assets. Outsourced product implementation expense for the Advice by Ibbotson service accounted for an additional
1.2 percentage points of the change in margin.  Higher marketing expense and additional operating expense from recently acquired businesses
also contributed to the lower margin.  Some of the businesses we recently acquired have lower operating margins; however, we believe
operating margins for these businesses will improve over time as we integrate these new businesses into our operations.

Consolidated Free Cash Flow

Historically, free cash flow has been lower in the first quarter compared with the other three quarters of the year. This results from the timing of
our annual bonus payments. We typically pay bonuses in the first quarter of the year.  These payments reduce our cash flow from operations.

We generated free cash flow of $6.4 million in the first quarter of 2007, reflecting cash provided by operating activities of $8.4 million and
capital expenditures of approximately $2.0 million. Cash provided by operating activities in the quarter reflects $35.3 million in bonus
payments, the majority of which was offset by the positive impact of our net income (adjusted for non-cash items), and increases in income taxes
payable, accrued compensation, and accounts payable and accrued liabilities.

Free cash flow decreased by approximately $2.6 million in the first quarter of 2007 compared with the first quarter of 2006 because of an
increase in capital expenditures and a decrease in cash flows provided by operating activities.

Capital expenditures increased $1.1 million in the first quarter of 2007 compared with the first quarter of 2006. In the first quarter of 2007, we
made capital expenditures for computer hardware to keep our operations up and running in the event of a disaster, and for design work related to
our new office space for our corporate headquarters and U.S. operations. In the first quarter of 2006, capital expenditures mainly included
leasehold improvements to our new office space in London, computer hardware, and capitalized internal product development costs.

Cash flow provided by operating activities decreased $1.5 million in the first quarter of 2007 compared with the first quarter of 2006, mainly
because bonus payouts in the first quarter of 2007 increased by $12.8 million compared with the same quarter in 2006. We paid higher bonuses
in 2007 because of strong 2006 operating performance and incremental bonuses for businesses we acquired during the year. First-quarter bonus
payments had a large impact on cash provided by operating activities in both periods, but the impact was greater in 2007. These cash outflows
were offset by the positive impact of our net income (adjusted for non-cash items), and increases in accounts payable and other accrued
liabilities.  An increase in accounts receivable, which was primarily due to the timing of issuing client invoices, was largely offset by a
corresponding increase in deferred revenue.
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The table below presents a reconciliation between the increase in net income and the decrease in cash flow provided by operating activities:

Three months ended March 31
($000) 2007 2006 Change
Net income $ 15,786 $ 13,439 $ 2,347
Adjustments to reconcile net income to net cash flows from operating
activities:
Non-cash items included in net income 3,693 277 3,416
Changes in operating assets and liabilities, net of effects of acquisitions:
Cash paid for bonuses (35,269) (22,426) (12,843)
Cash paid for income taxes (2,143) (1,888) (255)
Accounts receivable (7,582) (886) (6,696)
Deferred revenue 11,021 5,825 5,196
Income taxes payable 10,600 8,155 2,445
Accrued compensation 8,976 8,236 740
Accounts payable and accrued liabilities 2,262 (2,419) 4,681
All other 1,040 1,604 (564)
Cash provided by operating activities $ 8,384 $ 9,917 $ (1,533)

Segment Results

Three Months Ended March 31
Key Metrics ($000) 2007 2006 % Change
Revenue
Individual $ 24,061 $ 19,128 25.8%
Advisor 25,977 21,750 19.4%
Institutional 47,352 30,572 54.9%
Eliminations (1,943) (1,390) 39.8%
Consolidated revenue $ 95,447 $ 70,060 36.2%

Operating income (loss)
Individual $ 5,328 $ 5,562 (4.2)%
Advisor 6,866 6,082 12.9%
Institutional 14,923 8,695 71.6%
Corporate items and eliminations (3,090) (1,141) 170.8%
Consolidated operating income $ 24,027 $ 19,198 25.2%

Operating margin
Individual 22.1% 29.1% (7.0)pp
Advisor 26.4% 28.0% (1.6)pp
Institutional 31.5 % 28.4% 3.1pp
Consolidated operating margin 25.2% 27.4% (2.2)pp

Individual Segment

Our Individual segment focuses on products and services for individual investors. The largest product in this segment based on revenue is our
U.S.-based Web site, Morningstar.com, which includes both paid Premium Membership service and sales of Internet advertising space. Our
Individual segment also includes Morningstar Equity Research, which we distribute through several channels. Investors can access our equity
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research through our Premium Membership offering on Morningstar.com. In addition, our equity research is distributed through six major
investment banks to meet the requirements for independent research under the Global Analyst Research Settlement, as well as to several other
companies that provide our research to their affiliated financial advisors or to individual investors.

We also offer a variety of print publications on stocks and mutual funds, including our monthly newsletters, Morningstar FundInvestor and
Morningstar StockInvestor, and our twice-monthly publication, Morningstar Mutual Funds. We sell several annual reference guides, including
the Morningstar Funds 500, the Morningstar Stocks 500, the Morningstar ETFs 150, and the Stocks, Bonds, Bills, and Inflation Yearbook. Since
we acquired Aspect Huntley in July 2006, this segment also includes several newsletters and other publications for investors in Australia. Also
with the addition of Aspect Huntley, our Individual segment now includes
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revenue from both U.S. and non-U.S. operations. In the first quarter of 2007 and 2006, this segment represented, before intersegment
eliminations, 25.2% and 27.3%, respectively, of our consolidated revenue.

Three Months Ended March 31
Key Metrics ($000) 2007 2006 % Change
Revenue $ 24,061 $ 19,128 25.8%
Operating income $ 5,328 $ 5,562 (4.2)%
Operating margin (%) 22.1% 29.1% (7.0)pp

In the first quarter of 2007, revenue for the Individual segment increased $5.0 million compared with the same period in 2006. Our acquisitions
of Aspect Huntley and Ibbotson contributed $2.0 million to 2007 revenue, with Aspect Huntley contributing the majority of this incremental
revenue. Excluding acquisitions, the increase in revenue mainly reflects growth in Morningstar.com (including Premium Membership service
and Internet advertising sales) and Equity Research. Subscriptions for Morningstar.com Premium service increased to 171,709 as of March 31,
2007 compared with 155,505 as of March 31, 2006. Revenue also benefited because we moderately increased subscription prices for Premium
Membership in January 2007. In addition, the first quarter tends to show more sales activity for Premium Membership on Morningstar.com and
annual reference guides we publish in the first quarter, such as Morningstar Stocks 500, Morningstar Funds 500, Morningstar ETFs 150, and the
Stocks, Bonds, Bills, and Inflation Yearbook. 

In the first quarter of 2007, operating income for the Individual segment decreased $0.3 million compared with the prior-year period because
growth in operating expense slightly exceeded the $5.0 million increase in revenue. Approximately one-third of the operating expense growth
reflects higher compensation and bonus expense, particularly in cost of goods sold. Our equity analyst team, whose compensation costs are
included in cost of goods sold, grew to 113 equity analysts worldwide as of March 31, 2007, compared with 85 as of March 31, 2006.  Sales and
marketing expenses also rose compared with the prior-year period because of significantly higher spending on direct mail campaigns for
publications published in the first quarter.  Acquisitions, primarily Aspect Huntley, also contributed to operating expense growth in the quarter.

The Individual segment�s operating margin decreased by 7.0 percentage points in the first quarter. More than half of this decline was because of
an increase in sales and marketing expenses as a percentage of revenue, reflecting our significantly expanded direct mail campaigns in the first
quarter of 2007. The acquisition of Aspect Huntley also contributed to the lower margin.

Advisor Segment

Our Advisor segment focuses on products and services for financial advisors. Key products in this segment are Morningstar Advisor
Workstation and Morningstar Principia. Advisor Workstation is a Web-based investment planning system that provides financial advisors with a
comprehensive set of tools for conducting their core business including investment research, planning, and presentations. Advisor Workstation is
available in two editions: the Office Edition for independent financial advisors and the Enterprise Edition for financial advisors affiliated with
larger firms. Principia is our CD-ROM-based investment research and planning software for financial advisors. In addition, we offer
Morningstar Managed Portfolios, a fee-based discretionary asset management service that includes a series of mutual fund and exchange-traded
fund portfolios tailored to different investment time horizons and risk levels that financial advisors can use for their clients� taxable and
tax-deferred accounts.

Following our acquisition of Ibbotson, we also offer a series of NASD-reviewed Financial Communications materials that advisors can use to
educate clients about asset allocation and demonstrate other key investment concepts, as well as data and graphs that financial advisors can
license to use in published materials. Following our acquisition of Aspect Huntley, this segment also includes investment conferences and
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software for financial planners and other market participants in Australia. The segment also includes certain software products for financial
advisors, acquired from Standard & Poor�s in March 2007.  In the first quarter of 2007 and 2006, this segment represented, before intersegment
eliminations, 27.2% and 31.0%, respectively, of our consolidated revenue.

Three Months Ended March 31
Key Metrics ($000) 2007 2006 % Change
Revenue $ 25,977 $ 21,750 19.4%
Operating income $ 6,866 $ 6,082 12.9%
Operating margin (%) 26.4% 28.0% (1.6)pp

In the first quarter of 2007, revenue for the Advisor segment increased $4.2 million compared with the same period in 2006. Acquisitions
contributed $1.4 million of revenue in the first quarter of 2007, including revenue from Financial Communications materials and
advisor-focused Ibbotson software tools; revenue generated by Aspect Huntley for advisor-related publications; and revenue from software tools
acquired from Standard & Poor�s. The majority of the increase in revenue in the quarter reflects higher revenue from Advisor Workstation. The
number of U.S. licenses for Morningstar Advisor Workstation increased to 160,014 as of March 31, 2007 compared with 121,849 as of March
31, 2006. Morningstar Managed Portfolios also contributed to revenue growth in the segment, but to a lesser degree. Assets under management
for Morningstar Managed Portfolios rose to $1.9 billion as of March 31,
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2007 compared with $1.5 billion as of March 31, 2006. Assets in the Managed Portfolios program reached more than $2.0 billion in April 2007.
Principia revenue decreased compared with the prior-year period. The number of subscriptions for Principia declined to 48,339 as of March 31,
2007 compared with 49,269 as of March 31, 2006.

In the first quarter of 2007, operating income for the Advisor segment increased $0.8 million compared with the prior-year period. The increase
in operating income reflects significant growth in Advisor segment revenue, partially offset by increased operating expense in most categories.
Operating expense in the first quarter of 2007 increased $3.4 million, or 22.0%, compared with the same quarter in 2006. Approximately 50% of
the increase in operating expense reflects higher compensation-related expenses, including bonuses and commissions.

Operating margin in the first quarter declined by 1.6 percentage points over the prior-year quarter, reflecting the increase in cost of goods sold
and sales and marketing expenses as a percentage of revenue.

Institutional Segment

Our Institutional segment focuses on products and services for institutions, including banks, insurance companies, mutual fund companies,
brokerage firms, media outlets, and retirement plan providers and sponsors. Key products and services in this segment based on revenue are
Investment Consulting, which focuses on investment monitoring and asset allocation for funds of funds, including mutual funds and variable
annuities; Licensed Data, a set of investment data spanning eight core databases, available through electronic data feeds; retirement advice,
including the Morningstar Retirement Manager and Advice by Ibbotson platforms; Morningstar Direct, a Web-based institutional research
platform that provides advanced research and tools on the complete range of securities in Morningstar�s global database; Licensed Tools and
Content, a set of online tools and editorial content designed for institutions to use in their Web sites and software; Investment Profiles and
Guides, which are designed for institutions to use in communicating investment information to individual investors; and Morningstar EnCorr, an
asset allocation software package (acquired with Ibbotson).

With the addition of Aspect Huntley in July 2006, this segment also includes financial information as well as other data feeds on Australia stocks
that we sell to stock brokers, information providers, and financial Web sites. The Institutional segment also includes the hedge fund and separate
account database division we acquired from InvestorForce in August 2006 and the majority of the revenue derived from the acquisition of
Standard & Poor�s mutual fund data business. Key products acquired from Standard & Poor�s include the Workstation fund performance and
analysis system and data feeds covering more than 135,000 funds in 30 countries.

In the first quarter of 2007 and 2006, this segment represented, before intersegment eliminations, 49.6% and 43.6%, respectively, of our
consolidated revenue. We expect that the Institutional segment will continue to account for the largest portion of our consolidated revenue for
the foreseeable future.

Three Months Ended March 31
Key Metrics ($000) 2007 2006 % Change
Revenue $ 47,352 $ 30,572 54.9%
Operating income $ 14,923 $ 8,695 71.6%
Operating margin (%) 31.5% 28.4% 3.1pp
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In the first quarter of 2007, revenue for the Institutional segment increased $16.8 million compared with the same period in 2006. Acquisitions
contributed $8.8 million of revenue to this segment during the quarter, representing 29 percentage points of the revenue growth rate. While the
majority of the acquisition-related revenue was from Ibbotson, the acquisitions of the Standard & Poor�s mutual fund data business, Aspect
Huntley, and the hedge fund and separate accounts database division of InvestorForce also contributed meaningful revenue in the quarter.  

On a product level, the increase in this segment�s revenue was primarily driven by additional revenue for Investment Consulting.  Morningstar
provided advisory services on approximately $70.6 billion in assets as of March 31, 2007 (including $44.2 billion for Morningstar Associates
and $26.4 billion for Ibbotson Associates). As of March 31, 2006, we had approximately $37.0 billion of assets under advisement for Investment
Consulting (including $27.9 billion for Morningstar Associates and $9.1 billion for Ibbotson Associates). A portion of the increase in assets
under advisement reflects assets previously under a fixed-fee arrangement which, beginning in 2007, are eligible for fees based on a percentage
of assets under advisement. Licensed Data and Morningstar Direct also contributed to the revenue increase.  The number of licenses for
Morningstar Direct totaled 1,505 worldwide as of March 31, 2007, compared with 1,093 as of March 31, 2006.

As of March 31, 2007, approximately 9.4 million retirement plan participants had access to the advice and guidance services offered through
Morningstar Retirement Manager, through approximately 74,000 plan sponsors and 25 plan providers. Approximately 8.0 million plan
participants had access to Advice by Ibbotson through approximately 57,000 plan sponsors and 9 plan providers as of the same date. We had
$10.1 billion in assets under management in managed retirement accounts (including $9.3 billion for Advice by Ibbotson and $0.8 billion for
Morningstar Retirement Manager) as of March 31, 2007, compared with $6.0 billion (including $5.6 billion for Advice by Ibbotson and $0.4
billion for Morningstar Retirement Manager) as of March 31, 2006.
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In the first quarter of 2007, operating income for the Institutional segment increased $6.2 million compared with the prior-year period. The
increase in operating income was driven by the significant increase in segment revenue which exceeded the $10.6 million increase in operating
expense.  Higher compensation-related costs, including salaries, bonuses, and sales commissions, contributed approximately half of the increase
in operating expense. 

Operating margin in the first quarter improved by 3.1 percentage points over the prior-year quarter, reflecting the impact of revenue growth that
exceeded the increase in operating expense. The increase was largely driven by continued growth in higher-margin services, such as Investment
Consulting.

Corporate and Eliminations

Corporate items and eliminations include capitalized internal product development costs and related amortization and amortization related to
intangible assets. The following table shows the components of corporate and eliminations expense (income) that impacted our consolidated
operating income:

Three Months Ended March 31
($000) 2007 2006 % Change
Depreciation and amortization 3,100 1,329 133.3 %
Capitalized internal product development costs � (177) (100.0) %
Other (10) (11) (9.1) %
Corporate items and eliminations $ 3,090 $ 1,141 170.8%

In the first quarter of 2007, corporate items and eliminations increased $2.0 million, primarily because of amortization expense related to
intangible assets associated with the acquisitions of Ibbotson, Aspect Huntley, the hedge fund and separate account database division of
InvestorForce, and the Standard & Poor�s mutual fund data business. We currently estimate that amortization expense related to intangible assets
will be $12.4 million in 2007.  This estimate is subject to change as we continue to refine our purchase price allocations, mainly related  to the
acquisition of Standard & Poor�s mutual fund data business.

Non-Operating Income and Income Tax Expense

Non-Operating Income

The following table presents the components of net non-operating income:

Three months ended March 31
($000) 2007 2006
Interest income, net $ 1,749 $ 1,059
Other expense, net (236) (126)
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Non-operating income, net $ 1,513 $ 933

Net interest income mainly reflects interest from our investment portfolio. Net interest income increased $0.6 million in the first quarter of 2007
compared with the prior-year period, primarily reflecting higher levels of cash, cash equivalents, and investments.  In the first quarter of 2007,
our cash, cash equivalents, and investments decreased $42.0 million compared with December 31, 2006, largely because of the amounts paid for
the acquisition of the Standard & Poor�s mutual fund data business and annual bonus payments.

Other income (expense) primarily represents foreign currency exchange gains and losses arising from the ordinary course of business related to
our non-U.S. operations, unrealized and realized gains and losses from our investment portfolio, and royalty income from Morningstar Japan
K.K.
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Income Tax Expense

On January 1, 2007, we adopted Financial Accounting Standard Board (FASB) Interpretation No. 48, Accounting for Uncertainty in Income
Taxes, an interpretation of FASB Statement No. 109 (FIN 48), which prescribes the minimum threshold a tax position is required to meet before
being recognized in the financial statements. FIN 48 also provides guidance on derecognition, measurement, classification, interest and
penalties, accounting in interim periods, and disclosure for uncertain tax positions. The adoption of FIN 48 did not have a material impact on our
financial position or results of operations.  See Note 2 in the Notes to our Condensed Consolidated Financial Statements for further discussion
concerning the adoption of FIN 48.

The following table summarizes the components of our effective income tax expense rate:

Three months ended March 31
($000) 2007 2006
Income before income taxes, equity in net income of unconsolidated entities, and
cumulative effect of accounting change $ 25,540 $ 20,131
Equity in net income of unconsolidated entities 537 647
Total $ 26,077 $ 20,778
Income tax expense $ 10,291 $ 7,598
Effective income tax expense rate 39.5% 36.6%

Our effective income tax expense rate rose by 2.9 percentage points in the first quarter of 2007.  Disqualifying dispositions of incentive stock
options had a favorable impact on our effective tax rate in the first quarter of 2006.  Because the dollar amount of disqualifying dispositions was
lower in the first quarter of 2007, our effective tax rate rose.  In addition, the 2007 first quarter effective tax rate reflects an increase in the
effective rate of state income taxes (net of the U.S. Federal tax benefit) and higher income tax expense outside of the United States compared
with the prior year.

Liquidity and Capital Resources
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We believe that our available cash balances and investments, along with cash generated from operations, will be sufficient to meet our operating
and cash needs for the foreseeable future. We invest our cash reserves in cash equivalents and investments, consisting primarily of fixed-income
securities. We intend to use our cash, cash equivalents, and investments for general corporate purposes, including working capital and for
funding future growth.

Cash and Cash Equivalents

As of March 31, 2007, we had cash, cash equivalents, and investments of $121.8 million, a decrease of $42.0 million compared with
December 31, 2006. This decline mainly reflects $52.0 million paid in March 2007 to acquire the Standard & Poor�s mutual fund data business
(reflecting a purchase price of $55.0 million, subject to post-closing adjustments, less cash acquired of $3.0 million). In addition, we made $35.3
million of annual bonus payments in the first quarter of 2007.

Cash Provided by Operating Activities

Our main source of capital is cash generated from operating activities. Historically, Morningstar has paid bonuses in the first quarter of the year.
As a result, cash flow from operations in the first quarter tends to be lower compared with subsequent quarters.

In the first quarter of 2007, cash provided by operating activities was $8.4 million, compared with $9.9 million in the first quarter of 2006. This
amount declined slightly mainly because of the $12.8 million increase in the amount of cash paid for bonuses in the first quarter of 2007
compared with the prior-year period. The higher cash payments were largely offset by our net income (adjusted for non-cash items) and the
positive cash flow impact of increases in accrued compensation, income taxes payable, and accounts payable and accrued liabilities.

In the first quarter of 2007, we made annual bonus payments of approximately $35.3 million. The higher bonuses in 2007 were the result of
strong 2006 operating performance, as well as increased headcount and acquisitions. Excluding the impact of bonus payments, in the first
quarter of 2007, our net operating assets and liabilities were a greater source of cash from operations primarily because of increases in accrued
bonuses related to the current year�s performance and an increase in accounts payable, accrued expenses, and income taxes payable.

33

Edgar Filing: Morningstar, Inc. - Form 10-Q

Liquidity and Capital Resources 71



Net income in the first quarter of 2007 included more non-cash items compared with the same period in 2006, primarily because of an increase
in amortization from intangible assets related to the acquisitions of Ibbotson, Aspect Huntley, the hedge fund and separate account database
division of InvestorForce, and the mutual fund data business of Standard & Poor�s.

Cash Used for Investing Activities

In the first quarter of 2007, cash used for investing activities was $48.0 million, compared with $61.1 million in the first quarter of 2006.

Cash used for acquisitions, net of cash acquired, was $52.1 million in the first quarter of 2007 and $86.3 million in the first quarter of 2006. In
March 2007, we acquired Standard & Poor�s mutual fund data business. In March 2006, we acquired Ibbotson.

In the first quarter of 2007, proceeds from sales of investments exceeded purchases of investments by $6.1 million because we reallocated these
funds from investments to cash and cash equivalents to fund our acquisition of the Standard & Poor�s mutual fund data business. In the first
quarter of 2006, proceeds from sales of investments also exceeded purchases of investments by $26.3 million. We reallocated these funds from
investments to cash and cash equivalents to fund our acquisition of Ibbotson. As of March 31, 2007 and December 31, 2006, our investments,
consisting primarily of fixed-income securities, were $61.6 million and $67.6 million, respectively.

Capital expenditures were $2.0 million in the first quarter of 2007, compared with $0.9 million in the prior-year quarter.  In the first quarter of
2007, our capital expenditures were primarily for computer hardware to keep our operations up and running in the event of a disaster, and design
and architectural fees related to the planned office space for our corporate headquarters and U.S. operations. 

We anticipate that our capital expenditures in 2007 will be approximately $8 million primarily for computer hardware to support our technology
platforms and the build-out of new office space for our non-U.S. operations.  In addition, we may also spend up to $6 million in capital
expenditures for the build-out of our new corporate headquarters in Chicago, depending on construction progress.

Cash Provided by Financing Activities

Cash provided by financing activities was $3.7 million in the first quarter of 2007 compared with $7.3 million in the prior-year period.  The
majority of the decrease from the prior year was driven by a $3.0 million decrease in proceeds from stock option exercises. The remaining
amount of the decrease reflects a reduction in excess tax benefits related to stock option exercises.

Acquisitions
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Standard & Poor�s mutual fund data business

On March 16, 2007 we acquired Standard & Poor�s mutual fund data business for $55.0 million in cash, subject to post-closing adjustments.
Standard & Poor�s mutual fund data business consists of data and products covering more than 135,000 managed investment vehicles, including
mutual funds, ETFs, hedge funds, and offshore funds. The acquisition complements one of our key growth strategies, which is to expand our
brand, presence, and products for investors, advisors, and institutions around the globe. Approximately 80% of Standard & Poor�s fund data
business is outside the United States. The acquisition will give us a much stronger presence outside the United States, particularly in Europe. In
addition, the acquisition will significantly expand our client base and media partnerships in Europe and Asia. More than 1,100 institutions
around the world use Standard & Poor�s fund data products, and we expect to extend our reach to about 10,000 new advisors outside the United
States.  We began including the results of this acquisition in our Condensed Consolidated Financial Statements on March 16, 2007.

Institutional Hedge Fund and Separate Account Database Division of InvestorForce, Inc.

In August 2006, we acquired the institutional hedge fund and separate account database division of InvestorForce, Inc., a financial software and
data integration company based in Wayne, Pennsylvania, for $10.1 million in cash, including transaction-related costs.  This acquisition included
the Altvest database, one of the largest databases covering hedge funds, managers, and data, as well as InvestorForce�s extensive institutional
separate account database. It also included several online software applications for manager search, research, and reporting. We began including
the results of the hedge fund and separate account database division of InvestorForce�s operations in our Condensed Consolidated Financial
Statements on August 1, 2006.  This acquisition allowed us to strengthen and expand our proprietary investment data.

Aspect Huntley Pty Limited

In July 2006, we acquired Aspect Huntley Pty Limited, a leading provider of equity information, research, and financial trade publishing in
Australia, for Australian $30 million in cash (of which Australian $2.0 million will be paid in 2007) subject to post-
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closing and working capital adjustments. In 2006, the cash paid for Aspect Huntley, including transaction-related costs, was U.S. $20.9 million
(net of $0.9 million of cash acquired). We began including the results of Aspect Huntley�s operations in our Condensed Consolidated Financial
Statements on July 25, 2006. This acquisition fits with our growth strategy to expand our products and services outside the United States. This
acquisition allowed us to combine Morningstar�s expertise in fund research and information with Aspect Huntley�s equity research, information,
and financial media expertise in Australia.

Ibbotson Associates, Inc.

In March 2006, we acquired Ibbotson Associates, Inc., a firm specializing in asset allocation research and services, for $83.0 million in cash,
plus an additional $3.5 million for working capital and other items. We began including the results of Ibbotson�s operations in our Condensed
Consolidated Financial Statements on March 1, 2006. This acquisition complemented our growth strategies in several key areas, including
investment consulting, managed retirement accounts, and institutional and advisor software.

Application of Critical Accounting Policies and Estimates

Our critical accounting policies and estimates are discussed in the Management�s Discussion and Analysis section of our Annual Report on Form
10-K filed with the SEC for the year ended December 31, 2006.

On January 1, 2007, we adopted FASB Interpretation No. 48, Accounting for Uncertainty in Income Taxes, an interpretation of FASB Statement
No. 109 (FIN 48), which prescribes the minimum recognition threshold a tax position is required to meet before being recognized in the financial
statements. FIN 48 also provides guidance on derecognition, measurement, classification, interest and penalties, accounting in interim periods,
and disclosure for uncertain tax positions.  The adoption of FIN 48 did not have a material impact on our financial position or results of
operations.

In certain of our operations, we offer employees a sabbatical leave. Although the sabbatical leave policy varies by region, in general,
Morningstar�s regular full-time employees are eligible for six weeks of paid time off after four years of continuous service. On January 1, 2007,
we adopted Emerging Issues Task Force (EITF) No. 06-2, Accounting for Sabbatical Leave and Other Similar Benefits Pursuant to FASB
Statement No. 43, �Accounting for Compensated Absences,� which requires that a liability for employees� sabbatical benefits be accrued over the
period required for employees to earn the right to sabbatical leave. Accordingly, in the first quarter of 2007, we recorded a cumulative-effect
adjustment to beginning retained earnings of $3.3 million, net of tax, to record the portion of employee sabbatical leave that has been earned.
Besides recording this cumulative effect of an accounting change, the adoption of EITF No. 06-2 did not have a significant impact on our
financial position, results of operations, or cash flows.

Recently Issued Accounting Pronouncements

In February 2007, the FASB issued Statement of Financial Accounting Standard (SFAS) No. 159, The Fair Value Option for Financial Assets
and Financial Liabilities, (including an amendment to FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities). SFAS No. 159 permits entities to choose to measure many financial instruments and certain other items at fair value. The objective
is to improve financial reporting by providing entities with the opportunity to mitigate volatility in reported earnings caused by measuring
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related assets and liabilities differently without having to apply complex hedge accounting provisions. The amendment to SFAS No. 115 applies
to all entities with available-for-sale and trading securities. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007 and
for interim periods within those years; therefore, we will adopt SFAS No. 159 in the first quarter of 2008. We are in the process of determining
the effect the adoption of SFAS No. 159 will have on our Consolidated Financial Statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements, which defines fair value, establishes a framework for measuring
fair value, and expands disclosures about fair value measurements. The standard applies whenever other standards require (or permit) assets or
liabilities to be measured at fair value. The standard does not expand the use of fair value in any new circumstances. SFAS No. 157 is effective
for fiscal years beginning after November 15, 2007 and for interim periods within those years; therefore, we will adopt SFAS No. 157 in the first
quarter of 2008. We are in the process of determining the effect the adoption of SFAS No. 157 will have on our Consolidated Financial
Statements.
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Rule 10b5-1 Sales Plans

Our directors and executive officers may exercise stock options or purchase or sell shares of our common stock in the market from time to time.
We encourage them to make these transactions through plans that comply with Exchange Act Rule 10b5-1(c). Morningstar will not receive any
proceeds, other than proceeds from the exercise of stock options, related to these transactions.

The following table, which we are providing on a voluntary basis, shows the Rule 10b5-1 plans entered into by our directors and executive
officers that were in effect on May 1, 2007:

Name and Position
Date of

Plan

Plan
Termination

Date

Number of
Shares

to be
Sold under

the Plan Timing of Sales under the Plan

Number of
Shares

Sold under
the Plan
through

May 1, 2007

Projected
Beneficial

Ownership(1)
Joe Mansueto

Chairman and Chief
Executive Officer

03/21/07 12/31/07 1,180,000 Shares to be sold ratably over the
course of the plan beginning May
4, 2007

__ 28,112,000

Chris Boruff

President, Advisor
Business

03/21/07 08/31/07 30,000 Up to 10,000 shares in any rolling
21-day period

10,000 127,236

Bevin Desmond

President,
International Business

03/21/07 12/31/07 31,300 Shares to be sold under the plan if
the stock reaches specified prices

3,900 119,773

Martha Dustin Boudos

Chief Financial
Officer

03/21/07 12/31/07 117,500 Shares to be sold under the plan if
the stock reaches a specified price

63,007 138,257

Cheryl Francis

Director

03/21/07 12/31/07 20,000 Daily increments of up to 500
shares, or all remaining shares
under the plan if the stock reaches
a specified price

3,500 52,824

Elizabeth Kirscher

President, Data
Services Business

03/21/07 04/20/08 100,000Up
t

Up to 15,000 shares in any rolling
30-day period

__ 91,039

Jack Noonan
Director

08/22/06 12/10/07 60,000 Monthly increments of up to 4,000
shares

28,000 80,824

Don Phillips
Managing Director

05/09/06 11/30/08 1,382,310 Semimonthly increments of up to
15,000 shares through August
2007 and weekly increments of up
to 17,500 shares from September
2007 through November 2008

220,000 505,135

John Rekenthaler 03/22/07 09/21/07 40,000 Weekly increments of up to 2,000
shares

3 3,000 266,872
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Vice President,
Research and New
Product Development
Paul Sturm

Director

03/21/07 04/30/08 120,000 Biweekly increments of up to
5,000 shares

5 5,000 240,824

David Williams

Managing Director,
Design

03/21/07 09/21/07 56,500 Shares to be sold under the plan if
the stock reaches specified prices

7,000 88,523

(1) This column reflects an estimate of the number of shares each identified director and executive officer will beneficially own following the
sale of all shares under his or her Rule 10b5-1 plan identified above. This information reflects the beneficial ownership of our common stock on
March 31, 2007, and includes shares of our common stock subject to options that were then exercisable or that will have become exercisable by
May 30, 2007 and restricted stock units that will vest by May 30, 2007. The estimates do not reflect any changes to beneficial ownership that
may have occurred since March 31, 2007. Each director and executive officer identified in the table may amend or terminate his or her Rule
10b5-1 plan and may adopt additional Rule 10b5-1 plans in the future.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

Our investment portfolio is actively managed and may suffer losses from fluctuating interest rates, market prices, or adverse security selection.
As of March 31, 2007, our investments, consisting primarily of fixed-income securities, were $61.6 million. Based on our estimates, a 100 basis
point change in interest rates would have increased or decreased the fair value of our investment portfolio by approximately $0.3 million.

As our non-U.S. revenue increases as a percentage of revenue over the long-term, fluctuations in foreign currencies present a greater potential
risk. To date, we have not engaged in currency hedging, and we do not currently have any positions in derivative instruments to hedge our
currency risk. Our results could suffer if certain foreign currencies decline relative to the U.S. dollar. In addition, because we use the local
currency of our subsidiaries as the functional currency, we are affected by the translation of foreign currencies into U.S. dollars.

ITEM 4. CONTROLS AND PROCEDURES

(a) Evaluation and Disclosure Controls and Procedures

Disclosure controls and procedures are designed to reasonably assure that information required to be disclosed in the reports filed or submitted
under the Exchange Act is recorded, processed, summarized, and reported within the time periods specified in the SEC�s rules and forms.
Disclosure controls and procedures include, without limitation, controls and procedures designed to reasonably assure that information required
to be disclosed in the reports filed under the Exchange Act is accumulated and communicated to management, including the chief executive
officer and the chief financial officer, as appropriate, to allow timely decisions regarding required disclosure.

Morningstar carried out an evaluation, under the supervision and with the participation of our management, including our chief executive officer
and chief financial officer, of the effectiveness of the design and operation of our disclosure controls and procedures as of March 31, 2007.
Based upon 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 required to be disclosed in the reports we file or submit under the Exchange Act is
recorded, processed, summarized, and reported as and when required.

(b) Changes in Internal Controls Over Financial Reporting

There were no changes in Morningstar�s internal controls over financial reporting 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.
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PART 2  OTHER INFORMATION

Item 1. Legal Proceedings

We incorporate by reference the information regarding legal proceedings set forth in Note 11, �Contingencies,� of the Notes to our Unaudited
Condensed Consolidated Financial Statements contained in Part 1, Item 1 of this Quarterly Report on Form 10-Q.

Item 1A. Risk Factors

There have been no material changes to the risk factors disclosed in Item 1A � Risk Factors in our Annual Report on Form 10-K for the year
ended December 31, 2006.

Item 6. Exhibits

(a) Exhibits

Exhibit No Description of Exhibit

31.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(a)/15d-14(a) of the Securities Exchange Act of 1934

31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(a)/15d-14(a) of the Securities Exchange Act of 1934

32.1 Certification of Chief Executive Officer Pursuant to 18 U.S.C. 1350

32.2 Certification of Chief Financial Officer Pursuant to 18 U.S.C. 1350
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SIGNATURE

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

MORNINGSTAR, INC.

Date: May 9, 2007 By: /s/ Martha Dustin Boudos
Martha Dustin Boudos
Chief Financial Officer
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