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UNITED STATES  

SECURITIES AND EXCHANGE COMMISSION  
Washington, D.C.  20549  

FORM 8-K  

CURRENT REPORT  

Pursuant to Section 13 or 15(d) of  
the Securities Exchange Act of 1934  

Date of Report (Date of earliest event reported):  May 22, 2007  

MORNINGSTAR, INC.  
(Exact name of registrant as specified in its charter)  

   

(312) 696-6000  
(Registrant’s telephone number, including area code)  

N/A  
(Former name or former address, if changed since last report)  

Check the appropriate box below if the Form 8-K filing is intended to simultaneously satisfy the filing obligation of the registrant under any of 
the following provisions:  

�             Written communications pursuant to Rule 425 under the Securities Act (17 CFR 230.425)  

�             Soliciting material pursuant to Rule 14a-12 under the Exchange Act (17 CFR 240.14a-12)  

�             Pre-commencement communications pursuant to Rule 14d-2(b) under the Exchange Act (17 CFR 240.14d-2(b))  

�             Pre-commencement communications pursuant to Rule 13e-4(c) under the Exchange Act (17 CFR 240.13e-4(c))  

   

 

 

Illinois  
   000-51280  

   36-3297908  
(State or other jurisdiction  
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   File Number)  

   Identification No.)  
               

   
   225 West Wacker Drive  

   
   

   
   Chicago, Illinois  

   60606  
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Item 7.01.  Regulation FD Disclosure.  

On May 22, 2007, members of management of Morningstar, Inc. (the Company) will make the presentation attached as Exhibit 99.1 at its 
Annual Shareholders’ Meeting, which will be held at The University of Chicago Gleacher Center in Chicago, Illinois at 9:00 a.m. (CST).  

The presentation includes free cash flow, which is considered a non-GAAP financial measure under SEC regulations. The Company presents 
this measure as supplemental information to help investors better understand trends in its business results over time. The Company’s 
management team uses free cash flow to evaluate the performance of its business. Free cash flow is not equivalent to any measure of 
performance required to be reported under U.S. generally accepted accounting principles, nor should this data be considered an indicator of the 
Company’s overall financial performance or liquidity. Moreover, the free cash flow definition the Company uses may not be comparable to 
similarly titled measures reported by other companies.  

Item 9.01.  Financial Statements and Exhibits.  

(d)                                  Exhibits:  
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Exhibit No.    Description     
99.1  

   Annual Meeting Presentation.  
   



SIGNATURES  

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 hereunto duly authorized.  
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MORNINGSTAR, INC.  

         
         
Date: May 22, 2007  By:  /s/ MARTHA DUSTIN BOUDOS  

      
   

Name:  Martha Dustin Boudos  
   

Title:  Chief Financial Officer  



EXHIBIT INDEX  
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Exhibit 99.1 

 

 



Today’s presentations contain forward-looking statements. All statements made that are not historical facts are subject to a number of risks and 
uncertainties, and actual results may differ materially. Please refer to our most recent earnings release and our most recent Form 10-Q or 10-K 
for more information on the factors that could cause actual results to differ.  

 

 



 

 



We’ve continued to expand our reach with our three audiences: individuals, financial advisors, and institutions.  

 

 



We had a strong year in 2006. Revenue increased 39%, operating income 67%, and free cash flow more than doubled. There were a few drivers 
behind the big increase in free cash flow including lower tax payments from the $13 million tax benefit related to the Ibbotson acquisition and 
higher accrued compensation expense. We also had lower capital expenditures versus 2005.  

 

 



Here you can see Morningstar’s growth relative to the industry. We’ve continued to generate strong top-line growth, and in fact grew at about 
four times the industry overall in 2006. Industry spending on economic and financial data has been growing at about 10% per year over the past 
few years. Our revenue base is only a small fraction of the total market, so we see good potential for continued growth.  

 

 



In the Advisor segment, we launched a number of new components for Morningstar Advisor Workstation, including a Portfolio Builder 
module, a Global Hypothetical Illustrator tool, and Retirement Income Strategist. In our Institutional segment, we introduced an upgraded 
version of Morningstar Direct, and in our Individual segment, we came out with two new publications on exchange-traded funds.  

 

 



 

 



Historically, most of our revenue increases have been driven by organic growth. However, we made four key acquisitions in 2006 and early 
2007: Ibbotson Associates, Aspect Huntley, the hedge fund and separate account database division of InvestorForce, and most recently we 
purchased Standard & Poor’s mutual fund data business.  

 

 



We completed our acquisition of Ibbotson Associates in March 2006. Some of the major products we added with this purchase include the 
Stocks, Bonds, Bills, and Inflation yearbook, financial advisor software, a significant consulting and retirement advice business, and the 
EnCorr institutional software platform.  

 

 



Aspect Huntley is the leading equity analysis and information firm in Australia, and it also publishes investment newsletters and magazines for 
investors in that market. This acquisition was appealing to us partly because Australia has a very active investor population, both in stocks and 
mutual funds. Some of the key products we added here are investor newsletters (Your Money Weekly and Smaller Companies Guide) and an 
extensive database on Australian stocks. In addition, Aspect Huntley has analysts who cover stocks listed in Australia. Their analytical 
approach is very similar to ours and we’re excited about cross-pollinating our research efforts.  

 

 



With InvestorForce, the real value-add was database coverage. This purchase allowed us to make a large step up in the number of hedge funds 
and separate accounts we cover. We added about 3,000 hedge funds and 1,500 separate accounts.  

 

 



And in March of this year, we completed our acquisition of S&P’s mutual fund data business. This acquisition will help us expand our reach 
outside of the United States, and also continue building out our competitive advantage — or what we call our ‘moat’ — by expanding our 
database coverage.  

 

 



Here are some examples from the marketing campaign we ran in Europe to promote the benefits of the acquisition. As I mentioned, we see 
great potential to extend our brand in Europe and other markets with this acquisition.  

 

 



These are some of the major milestones for the integration. We’ve already finished re-branding the product sites, marketing sites, and client 
interfaces. We’re now in the process of integrating S&P’s data with ours and plan to roll this out to clients over the next couple of months. S&P 
had a U.S. data operation in Iowa, and we plan to close those facilities next month because it overlaps with our existing operations.  

 

 



   

 

 



Most of you are probably familiar with Morningstar’s business model, which is based on leveraging the fixed investments we make in our 
databases and core skills. We have a total of 10 core databases and now have extensive data on more than 230,000 securities and investment 
vehicles.  

 

 



Data quality is extremely important to us. We measure our data quality in three key dimensions: accuracy, timeliness, and completeness. Each 
individual measurement provides a different angle on our data quality. We balance our approach to ensure we don’t sacrifice one dimension in 
pursuit of another. We use tools such as Six Sigma to maintain and improve our data quality.  

 

 



 

 



Here are some of the major initiatives we’re targeting for each of our three platforms. For Morningstar.com, we plan to continue upgrading the 
site’s content, speed, and relevance to a wide range of investors. We’re also looking at the possibility of rolling out Premium services outside 
the United States.  We recently launched a Premium site in China, and we’re considering sites in the United Kingdom and Australia.  

For Morningstar Advisor Workstation, we’re continuing to build functionality and tools for managing retirement income—an increasing need 
as investors shift from accumulation to drawing down assets in retirement. We’re also planning to expand our sales efforts outside the United 
States for Portfolio Builder and other global tools.  

With Morningstar Direct, we have an aggressive development program and plan to keep building our portfolio analysis capabilities and global 
database.  

 

 



Our first growth strategy is to build a leadership position in each market segment by driving the growth of our three flagship Internet platforms: 
Morningstar.com for the individual market, Morningstar Advisor Workstation for the advisor segment, and Morningstar Direct in the 
institutional segment. The combined revenue for these three platforms has steadily increased and made up about 27% of our consolidated 
revenue in 2006.  

 

 



Our second growth strategy is to leverage our expertise in analyzing managed investment products to become a global leader in funds of funds. 
It’s difficult for investors to choose investments and combine them into well-constructed portfolios. Because the number of choices can be 
daunting, funds of funds offerings made up of mutual funds, hedge funds, and VAs have all seen strong growth. This is an area where we think 
we can add value by simplifying the investment process and helping investors achieve better outcomes.  

 

 



Over the past 20+ years, we’ve driven our growth by continuing to develop new products to better meet investors’ needs. Today, we’re 
focusing our efforts on three key areas: hedge funds, equity research, and retirement income.  

 

 



Our fourth growth strategy is continuing to expand our international brand presence, products, and services. We made major steps toward this 
goal through our acquisition of Aspect Huntley and, more recently, S&P’s mutual fund data business. Our international revenue has steadily 
increased and made up about 14% of consolidated revenue in 2006.  

 

 



We’ve made much progress in recent years in globalizing our operations. We have operations in more than 16 countries around the world and 
minority ownership positions in another three countries. We recently added an operation in Singapore and an office in Frankfurt through our 
acquisition of S&P’s mutual fund data business.  

We’ve continued to expand our office in Shenzhen, which now handles much of our global data processing and application development. We 
now have about 130 data and QA analysts in China, plus more than 100 developers.  

 

 



 

 



First, let’s start with a quick overview of our income statement. Our revenue increased nearly 39% over 2005. We generated revenue growth in 
two ways: organic growth (which is the increase in revenue excluding the impact of acquisitions made during 2006 and foreign currency) and 
the additional revenue from the three acquisitions we made during the year.  

Operating expense increased nearly 32%, with growth coming from compensation-related expense and additional expenses from acquisitions. 
With revenue growth continuing to exceed expense growth, operating income increased by 67% to $77.5 million and margin increased four 
percentage points to just below 25%. On a per-share basis, net income increased from $.70 to $1.11 per share.  

 

 



We had about $81 million in revenue in our Individual segment in 2006, which translates into about 26% of total revenue.  

We currently reach about 5.2 million individual investors worldwide, out of an estimated market size of about 182 million.  

 

 



Our Advisor segment generated about $95 million in revenue last year, or 30% of total revenue.  

Here we currently reach 210,000 financial advisors out of an estimated market size of about 840,000 advisors.  

 

 



The institutional segment was the largest contributor to revenue growth in 2006, both through organic growth and the addition of Ibbotson 
revenue. We had $146 million of revenue here, or 46% of our total revenue base.  

We also significantly expanded the number of client relationships in 2006. We currently reach about 1,700 institutions globally, and we 
estimate the market size to be roughly 10,000 institutions.  

 

 



Revenue was up 39% in 2006, continuing the trend we’ve had of strong revenue growth over our more than 20-year history.  

 

 



The bulk of our revenue was organic revenue, which made up 88% of our revenue last year. The main drivers of organic revenue growth were 
Investment Consulting and Advisor Workstation. In 2006 acquisitions were a much bigger part of our revenue than in previous years.  

 

 



An important characteristic of our business is that we have substantial recurring revenue: revenue from subscriptions or licenses that we renew. 
We track and report on this through this breakdown of walk-in, renewal, and new revenue. Walk-in revenue reflects revenue that we expect to 
recognize from subscriptions and licenses that were in place at the beginning of the year. Renewal revenue reflects revenue from subscriptions 
and licenses that we renew during the year. And new revenue includes revenue from either selling new products to existing customers or selling 
products and services to new customers.  

 

 



In 2005, we began reporting two new metrics to help give investors insight into our success in retaining business. We show these as ranges 
because calculating retention rates is more of an art than a science. For products we sell through subscriptions (such as Morningstar.com, 
Principia, and newsletters), we calculate a retention rate by dividing the total number of subscriptions we retained by the number of 
subscriptions that were up for renewal. Our retention rate remained steady from 2005 to 2006. This business represents about 23% of our 
revenue.  

For products we sell through contracts and licenses (including Advisor Workstation Enterprise Edition, Licensed Data, and Investment 
Consulting), we calculate a renewal rate based on the annualized contract value renewed (in dollars) divided by the annualized contract value 
up for renewal. This dropped slightly in 2006 because:  

•                   We had outstanding renewals in our Data Services business at the end of the year.  
•                   We chose to discontinue some lower-margin contracts in our retirement advice business; and  
•                   We had a smaller increase in incremental users in 2006 versus 2005 in some products such as Morningstar Direct.  

This type of revenue represents about 66% of our revenue. The reminder of our revenue, about 11%, we consider non-recurring. This revenue 
comes from one-time sales from products like our books and advertising sales.  

While we continue to be satisfied with our retention rates, it’s something our marketing teams spend a lot of time on because it’s less expensive 
for us to retain customers than to acquire new ones.  

 

 



Another important characteristic of Morningstar is our diversified revenue base, although there have been some changes in the composition of 
our revenue over time. Our Institutional segment now represents nearly half of our revenue, in part because of our acquisition of Ibbotson and 
because of the strong growth in Investment Consulting.  

On a product level, Investment Consulting has become our largest product, moving from the fifth spot in 2005 to the top of the list in 2006. Part 
of this growth was driven by the acquisition of Ibbotson, which has a significant consulting business.  

Overall, our five largest products make up about 60% of total revenue. Most of our revenue still comes from the United States, but our 
international operations contributed 14% of our revenue in 2006. International growth was 50% last year, some of which came from 
acquisitions, primarily Aspect Huntley in Australia. Excluding that, though, our international operations still grew 20% organically.  

 

 



Our second key measure of financial performance is operating income. We’ve seen this increase as revenue growth has exceeded growth in 
expenses. In 2006, operating income was $77.5 million, a 67% increase from 2005.  

This is another key aspect of our business because we’re able to leverage the investments we make in things like our databases and analysis 
across many products, audiences, and geographies.  We expect to see this leverage over the long term, and recognize that in some shorter-term 
periods we may sacrifice operating income to invest for future growth.  

 

 



Free cash flow is the third metric we look at to evaluate our financial performance. We define free cash flow as cash from operating activities 
less the cash we use for capital expenditures. Our business doesn’t require a lot of capital investment. Our capital expenditures were equivalent 
to about 1.5% of revenue in 2006 (a decrease from 3% in 2005).  

We typically make capital expenditures on computer equipment for our technology platforms and leasehold improvements. Capital spending 
went down in 2006 because we had completed build-outs of our offices in London and Shenzhen.  

With operating income growing and relatively low capital expenditures, we continue to see our free cash flow increase; it more than doubled 
last year to just below $94 million.  

 

 



We continue to have a strong balance sheet behind our operations. At the end of 2006 we had $164 million in cash, cash equivalents, and 
investments, and we don’t have any external debt.  

Deferred revenue remains an important part of our strong balance sheet. Because of our business model, we often collect cash in advance of 
providing services, which generates the deferred revenue balance you see here.  

 

 



Our revenue increased 36% in the first quarter of 2007. This includes additional revenue from acquisitions as well as an organic growth rate of 
about 18%. The two largest revenue drivers were Investment Consulting and Morningstar Advisor Workstation. Morningstar.com and Licensed 
Data also made important contributions.  

Operating income increased by 25% over the first quarter of 2006; however, our operating margin declined by about two percentage points 
because of additional amortization expense, outsourced product implementation fees, and additional expense from acquired businesses.  

Our free cash flow decreased because of a $1.5 million decline in cash from operations driven by a $12.8 million increase in annual bonus 
payments and $1.1 million increase in capital expenditures, mostly for computer hardware and our new headquarters here in Chicago.  

 

 



We paid $52.0 million in March 2007 to acquire Standard & Poor’s mutual fund data business (reflecting a purchase price of $55 million, 
subject to post-closing adjustments, less cash acquired of $3.0 million). We also made $35.3 million of annual bonus payments in the first 
quarter of 2007. After these payments, we still held about $122 million in cash and investments at the end of the quarter.  

 

 



 

 



Our research approach is based on multiple levels of detail, which we can then offer to our three market segments. Starting at the broadest 
level, we have tools and research focusing on market monitoring, moving down to portfolio assembly, fund research, and stock research. This 
integrated research approach is one of the things that sets us apart from our competitors.  

 

 



Here’s an example of how one of our research tools can be tailored to the needs of three market segments. The Morningstar Style Box is a 
widely used tool that we’ve adapted with different layers of complexity. At the most basic level for individual investors, the style box can be 
used to understand a fund’s overall investment focus. At the intermediate level, we show the overall range of stocks in which the fund’s 
portfolio manager invests. Finally, in our institutional products, investors can view all of the component stocks that make up the portfolio. This 
tool has been very popular in the fund management community.  

 

 



 

 



The standard method of calculating total returns is based on a time-weighted calculation that assumes the investor buys the fund at the 
beginning of the period and holds it for the entire period. In contrast, investor returns are based on a money-weighted calculation that accounts 
for all purchases and sales made during the period. It’s a more accurate way of measuring the actual investor experience. Investor returns are 
now available on Morningstar.com.  

 

 



Let me give you an example of how a good fund can create a bad experience. On paper, this is a winning, wonderful fund. But most investors 
fared much worse. Investors piled in after great performance in 1999 and subsequently lost money. As a result, the typical investor actually lost 
money in this fund. On average, investors had a 1.46% annualized loss over the 10-year period. There’s a huge gap between the reported total 
return and investors’ actual experience.  

 

 



Here the investor return was much closer to the total return. As you can see, this fund’s net inflows and outflows were relatively stable from 
year to year, and investors had a much more positive experience. This shows that keeping investors on board for the long run is much more 
important than simply attracting assets.  The contrast between these two funds shows that investors use more volatile funds poorly.  

 

 



We did some additional research to compare investor returns and total returns for the largest fund companies. We found that fund companies 
with a higher “success ratio,” which reflects investor returns relative to total returns, also were the most successful in gathering investor access. 
Fund companies that focused on making sure investors had a more positive experience in their funds have been rewarded in the marketplace. 
So doing the right thing for investors also helps them from a business perspective.  

 

 



We see a substantial opportunity to improve the investor experience. Investors are not doing as well with mutual funds and other investments as 
they could be. By providing education and tools to help them achieve better results, we can create a win/win scenario for investors, financial 
advisors, and asset managers.  

This research also shows that risk management is essential. It’s a validation of the Morningstar rating system and editorial approach, which 
tends to be skeptical of shorter-term performance and encourages investors to focus on the long term. We also place a lot of emphasis on risk, 
both in measuring risk-adjusted returns for funds and in our stock analysis, where we look for stocks with a margin of safety.  

A third implication is that focusing on the whole portfolio, not just the component parts, is key for most investors. The success ratios for 
balanced funds are much better than those of more volatile sector funds.  Over the years we’ve been emphasizing the need for this holistic 
portfolio approach and building tools to meet that need.  

 

 



 

 



Fundamental investment analysis has always been a cornerstone of our approach. We now have a large staff of securities analysts focusing on a 
broad range of investments. In our view, bottom-up securities research is the building block of good portfolio construction, especially when it’s 
done with a focus on risk.  

 

 



As Joe mentioned earlier, Ibbotson’s expertise in asset allocation has been a nice complement to our bottom-up research. We’re applying this 
research in many different areas today.  

Lifetime financial advice is a concept that Ibbotson has pioneered. A younger worker early in his or her career typically has relatively low 
financial capital, but much higher human capital: the ability to earn income in the future. Ibbotson has been very influential in developing this 
concept and exploring its implications for financial planning and asset allocation. Ibbotson was recently awarded patents for its research on 
asset allocation with annuities as well as its human capital methodology.  

Ibbotson’s research has been recently published in two new publications by the CFA Institute. The first publication is Lifetime Financial 
Advice, a monograph published by the Research Foundation of the CFA Institute. The second publication is a Financial Analysts Journal 
article titled “Human Capital, Asset Allocation, and Life Insurance.” This article was published last year and received a 2007 Graham and 
Dodd Scroll award.  

As investors shift from accumulating assets to drawing down assets in retirement, there’s a growing need for better tools to help investors and 
financial advisors manage income in retirement. This is increasingly important as baby boomers move into their retirement years.  

 

 



We’re focusing our efforts on helping investors build better portfolios. By applying our expertise in fund research and portfolio analysis, we 
can help investors build better-diversified portfolios with lower volatility.  

 

 



Finally, here’s a preview of some of the research initiatives we’re currently working on. We have many initiatives in the pipeline, and look 
forward to continuing our efforts to help investors.  

 

 



 


