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Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
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Morningstar, Inc. and Subsidiaries
Unaudited Condensed Consolidated Statements of Income
Three months ended September  Nine months ended September

30 30
(in thousands except per share amounts) 2014 2013 2014 2013
Revenue $193,106 $173,482 $563,656 $517,766
Operating expense (1):
Cost of revenue 80,142 72,422 237,243 198,499
Sales and marketing 26,761 22,774 83,138 78,789
General and administrative 26,384 22,416 82,926 77,863
Depreciation and amortization 14,558 11,257 40,336 33,858
Litigation settlement (2) — — 61,000 —
Total operating expense 147,845 128,869 504,643 389,009
Operating income 45,261 44,613 59,013 128,757
Non-operating income (expense):
Interest income, net 515 630 1,734 2,035
Gain (loss) on sale of 1r¥ves.tments, reclassified 158 2 ) 505 1.106
from other comprehensive income
Holding gain (los§) upon acquisition Qf additional (78 ) 5.168 3.635
ownership of equity and cost method investments
Other income (expense), net 971 ) 261 (942 ) (1,949 )
Non-operating income (expense), net (298 ) 771 6,465 4,827
.Income before income taxes qu equity in net 44,963 45384 65.478 133,584
income of unconsolidated entities
Equity in net income of unconsolidated entities 337 315 1,433 1,172
Income tax expense 15,149 14,265 20,188 42,647
Consolidated net income 30,151 31,434 46,723 92,109
Net loss attributable to the noncontrolling interest 29 29 64 93
Net income attributable to Morningstar, Inc. $30,180 $31,463 $46,787 $92,202
Net income per share attributable to
Morningstar, Inc.:
Basic $0.67 $0.68 $1.04 $1.99
Diluted $0.67 $0.68 $1.04 $1.98
Dividends per common share:
Dividends declared per common share $0.17 $— $0.51 $0.25
Dividends paid per common share $0.17 $0.13 $0.51 $0.25
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Weighted average shares outstanding:
Basic
Diluted

(1) Includes stock-based compensation expense
of:

Cost of revenue

Sales and marketing

General and administrative

Total stock-based compensation expense

44,734
44,889

46,080
46,519

Three months ended September
30

2014 2013
$2,177 $1,471
607 456
2,167 1,489
$4,951 $3.416

(2) See Note 12, Contingencies, for additional information.

See notes to unaudited condensed consolidated financial statements.

44,763
44,990

46,293
46,635

Nine months ended September
30

2014 2013
$5,829 $4,863
1,634 1,490
5,790 4,800
$13,253 $11,153
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Statements of Comprehensive Income

(in thousands)
Consolidated net income

Other comprehensive income (loss):
Foreign currency translation adjustment
Unrealized gains (losses) on securities, net of tax:
Unrealized holding gains (losses) arising during
period
Reclassification of (gains) losses included in net
income
Other comprehensive income (loss)

Comprehensive income

Comprehensive loss attributable to noncontrolling
interest

Comprehensive income attributable to
Morningstar, Inc.

Three months ended September Nine months ended September

30
2014

$30,151

(18,809

(244

(100
(19,153

10,998
83

$11,081

2013

$31,434

) 11,247

) 774

) 28
) 12,049

43,483
40

$43,523

See notes to unaudited condensed consolidated financial statements.

30
2014

$46,723

(13,476

152

(318
(13,642

33,081
98

$33,179

2013

$92,109

) (4,952

1,774

) (706
) (3,884

88,225
246

$88,471

)

)
)
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Morningstar, Inc. and Subsidiaries
Unaudited Condensed Consolidated Balance Sheets

(in thousands except share amounts)

Assets

Current assets:

Cash and cash equivalents

Investments

Accounts receivable, less allowance of $1,323 and $1,089, respectively
Deferred tax asset, net

Income tax receivable, net

Other current assets

Total current assets

Property, equipment, and capitalized software, less accumulated depreciation
and amortization of $126,449 and $106,166, respectively

Investments in unconsolidated entities

Goodwill

Intangible assets, net

Other assets

Total assets

Liabilities and equity
Current liabilities:
Accounts payable and accrued liabilities
Accrued compensation
Deferred revenue
Short-term debt

Other current liabilities
Total current liabilities
Accrued compensation
Deferred tax liability, net
Deferred rent

Other long-term liabilities
Total liabilities

Equity:
Morningstar, Inc. shareholders’ equity:
Common stock, no par value, 200,000,000 shares authorized, of which
44,661,350 and 44,967,423 shares were outstanding as of September 30,
2014 and December 31, 2013, respectively
Treasury stock at cost, 7,809,277 shares as of September 30, 2014 and
7,202,896 shares as of December 31, 2013
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income (loss):
Currency translation adjustment
Unrealized gain on available-for-sale investments

As of September

30
2014

$189,318
38,490
124,966
7,524
4,427
23,619
388,344

112,584

30,428
378,969
103,443
6,407
$1,020,175

$38,495
67,692
150,051
30,017
4,632
290,887
6,905
17,565
23,460
10,839
349,656

(493,642
553,172
618,484

(8,833
398

As of December 31
2013

$ 168,160
130,407
114,131
3,892
3,942
26,361
446,893

104,986

38,714
326,450
103,909
9,716

$ 1,030,668

$42,131
71,403
149,225
6,786
269,545
8,193
23,755
23,938
13,947
339,378

(449,054 )

539,507
594,626

) 4,609

564



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

Total accumulated other comprehensive income (loss)

Total Morningstar, Inc. shareholders’ equity

Noncontrolling interests

Total equity

Total liabilities and equity

See notes to unaudited condensed consolidated financial statements.

6

(8,435
669,584
935
670,519
$1,020,175

) 5,173
690,257
1,033
691,290
$1,030,668

10
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Morningstar, Inc. and Subsidiaries

Unaudited Condensed Consolidated Statement of Equity
For the nine months ended September 30, 2014

Morningstar, Inc. Shareholders’ Equity

Accumulated
Common Stock Additional 83:: reheNgl%'e
(in thousands, except share amounts) Shares Par Treasury  Paid-in Retained Il’lCOIll)le aontrolliﬂ"g)tal
’ P Outstanding Val&tock Capital Earnings Interests Equity

(Loss)
Balance as of December 31, 2013 44,967,423  $5 $(449,054) $539,507 $594,626 $5,173
Net income (loss) —_ — 46,787

Other comprehensive income (loss):
Unrealized gain on available-for-sale

investments, net of income tax of — — — — 152
$82

Reclassification of adjustments for

gains included in net income, net of — — — — (318

income tax of $187
Foreign currency translation
adjustment, net

$1,033 $691,290

(64

)_

— — — — (13,442) (34

Other comprehensive loss, net —_ — — (13,608) (34

Issuance of common stock related to

stock-option exercises and vesting of 317,579 — 1,261 2,617 ) — —
restricted stock units, net

Stock-based compensation — — 13,253 — —
Excess tax benefit derived from

stock-option exercises and vesting of — — 2,945 — —
restricted stock units

Common shares repurchased (623,652 ) — (45,849 ) — — —
Dividenc'ls declared — common shares L o 22779 ) —
outstanding

Dividends declared — restricted stock

units — — 84 (150 ) —

Balance as of September 30, 2014 44,661,350 $5 $(493,642) $553,172 $618,484 $(8,435) $935

See notes to unaudited condensed consolidated financial statements.

) 46,723

152

(318
) (13,476
) (13,642
(1,356
13,253
2,945

(45,849
(22,779

(66

$670,519

11
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Morningstar, Inc. and Subsidiaries
Unaudited Condensed Consolidated Statements of Cash Flows
Nine months ended September

30
(in thousands) 2014 2013
Operating activities
Consolidated net income $46,723 $92,109
Adjustments to reconcile consolidated net income to net cash flows from operating
activities:
Depreciation and amortization 40,336 33,858
Deferred income taxes (5,367 ) (2,315 )
Stock-based compensation expense 13,253 11,153
Provision for bad debts 308 730
Equity in net income of unconsolidated entities (1,433 ) (1,172 )
Excess tax benefits from stock-option exercises and vesting of restricted stock units (2,945 ) (4,093 )
Holding gain upon acquisition of additional ownership of equity method investments (5,168 ) (3,635 )
Other, net 200 12
Changes in operating assets and liabilities, net of effects of acquisitions:
Accounts receivable (12,588 ) (1,249 )
Other assets (3,333 ) (2,887 )
Accounts payable and accrued liabilities (1,224 ) (3,151 )
Accrued compensation 3,376 (8,404 )
Income taxes—current 3,542 17,205
Deferred revenue 548 6,004
Deferred rent 33 (1,273 )
Other liabilities (973 ) (679 )
Cash provided by operating activities 75,288 132,213
Investing activities
Purchases of investments (10,612 ) (113,824 )
Proceeds from maturities and sales of investments 103,120 108,599
Capital expenditures (42,756 ) (27,950 )
Acquisitions, net of cash acquired (64,447 ) (11,079 )
Proceeds from sale of a business — 957
Purchases of equity- and cost-method investments — (2,751 )
Other, net 229 432
Cash used for investing activities (14,466 ) (45,616 )
Financing activities
Proceeds from stock-option exercises 3,766 3,172
Employee taxes withheld for restricted stock units (5,122 ) (5,276 )
Excess tax benefits from stock-option exercises and vesting of restricted stock units 2,945 4,093
Common shares repurchased (42,100 ) (62,794 )
Dividends paid (22,912 ) (11,657 )
Proceeds from short-term debt 30,000 —
Other, net 9 ) (54 )
Cash used for financing activities (33,432 ) (72,516 )

12
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Effect of exchange rate changes on cash and cash equivalents
Net increase in cash and cash equivalents

Cash and cash equivalents—beginning of period

Cash and cash equivalents—end of period

Supplemental disclosure of cash flow information:

Cash paid for income taxes

Supplemental information of non-cash investing and financing activities:
Unrealized gain (loss) on available-for-sale investments

Equipment obtained under long-term financing arrangement

See notes to unaudited condensed consolidated financial statements.

8

(6,232
21,158
168,160
$189,318

$22,044

$(270
$—

) (1,011
13,070
163,889
$176,959

$27,700

) $1,675
$4,860

13
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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 condensed consolidated financial statements of Morningstar, Inc. and subsidiaries (Morningstar,
we, our, the company) 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 (U.S. GAAP) 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, equity, and cash flows. These financial statements and notes
are unaudited and should be read in conjunction with our Audited Consolidated Financial Statements and Notes
thereto included in our Annual Report on Form 10-K for the year ended December 31, 2013, filed with the SEC on
February 28, 2014.

Certain prior-period amounts have been reclassified to conform to the current period's presentation. We now include
development expense, which was previously reported as a separate operating expense category, in the cost of revenue
category. We have reclassified development expense to include it in cost of revenue for all periods presented.

Separately, as a result of our move to a more centralized structure in the third quarter of 2013 (including new positions
created, changes in focus for some existing roles, and the refinement of employee cost categorizations as we moved to
a more centralized structure), approximately 180 net positions shifted from the general and administrative and sales
and marketing categories to cost of revenue. For the first nine months of 2014 as compared with the same period in
2013, changes related to our more centralized organizational structure added $14 million of compensation expense to
cost of revenue, and reduced the compensation expense in our sales and marketing and general and administrative
expense categories by $8 million and $6 million, respectively. These changes did not affect our total operating
expense or operating income for any of the periods presented.

The acronyms that appear in the Notes to our Unaudited Condensed Consolidated Financial Statements refer to the
following:

ASC: Accounting Standards Codification
ASU: Accounting Standards Update
FASB: Financial Accounting Standards Board

2. Correction

In 2014, we identified and corrected an immaterial classification error related to the current and long-term balance for
deferred rent included on our Consolidated Balance Sheets as of December 31, 2013. The correcting entries had the
effect of decreasing accounts payable and accrued liabilities by $10.7 million and increasing deferred rent (long-term)
by the same amount. The financial statements have been corrected to reduce the current balance and increase the
long-term balance as shown in the table below:

As of December 31, 2013

Previously

($000) Correction As Corrected
Reported

Accounts payable and accrued liabilities $52,877 $(10,746 ) $42,131

Deferred rent $13,192 $10,746 $23,938

14
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3. Summary of Significant Accounting Policies

We discuss our significant accounting policies in Note 2 of our Audited Consolidated Financial Statements included
in our Annual Report on Form 10-K for the year ended December 31, 2013, filed with the SEC on February 28, 2014.

In addition, effective January 1, 2014, we adopted FASB ASU No. 2013-05, Foreign Currency Matters (Topic 830):
Parent's Accounting for the Cumulative Translation Adjustment upon Derecognition of Certain Subsidiaries or Groups
of Assets within a Foreign Entity or an Investment in a Foreign Entity (a consensus of the FASB Emerging Issues
Task Force). ASU No. 2013-05 specifies that when a reporting entity (parent) ceases to have a controlling financial
interest in a subsidiary or group of assets that is a business within a foreign entity, the parent is required to apply the
guidance in Subtopic 830-30 to release any related cumulative translation adjustment into net income. Accordingly,
the cumulative translation adjustment should be released into net income only if the sale or transfer results in the
complete or substantially complete liquidation of the foreign entity in which the subsidiary or group of assets had
resided. Additionally, the amendments in this update clarify that the sale of an investment in a foreign entity includes
both (1) events that result in the loss of a controlling financial interest in a foreign entity and (2) events that results in
an acquirer obtaining control of an acquiree in which it held an equity interest immediately before the acquisition date
(sometimes referred to as a step acquisition). The currency translation adjustment should be released into net income
upon the occurrence of those events. The adoption of ASU No. 2013-05 did not have a material effect on our
consolidated financial statements.

We also adopted FASB ASU No. 2013-11, Income Taxes (Topic 740): Presentation of an Unrecognized Tax Benefit
When a Net Operating Loss Carryforward, a Similar Tax Loss, or a Tax Credit Carryforward Exists (a consensus of
the FASB Emerging Issues Task Force), effective January 1, 2014. This update requires an entity to present an
unrecognized tax benefit as a reduction of a deferred tax asset for a net operating loss (NOL) carryforward, or similar
tax loss or tax credit carryforward, rather than as a liability when (1) the uncertain tax position would reduce the NOL
or other carryforward under the tax law of the applicable jurisdiction and (2) the entity intends to use the deferred tax
asset for that purpose. The update does not require new recurring disclosures. The adoption of ASU No. 2013-11 did
not have a material effect on our consolidated financial statements.

On May 28, 2014, the FASB issued ASU No. 2014-09, Revenue from Contracts with Customers, which requires an
entity to recognize the amount of revenue to which it expects to be entitled for the transfer of promised goods or
services to customers. The ASU will replace most existing revenue recognition guidance in U.S. GAAP when it
becomes effective. The new standard is effective for us on January 1, 2017. Early application is not permitted. The
standard permits the use of either the retrospective or cumulative effect transition method. We are evaluating the effect
that ASU 2014-09 will have on our consolidated financial statements and related disclosures. We have not yet selected
a transition method nor have we determined the effect of the standard on our ongoing financial reporting.

10
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4. Credit Arrangements

In July 2014, the company entered into a one year, $75.0 million, single-bank revolving credit facility. The company
drew on the credit facility during the third quarter and had an outstanding principal balance of $30.0 million at an
interest rate of LIBOR plus 100 basis points as of September 30, 2014, leaving borrowing availability of $45.0
million.

5. Acquisitions, Goodwill and Other Intangible Assets
Acquisitions
Increased Ownership Interest in HelloWallet Holdings, Inc.

In June 2014, we acquired an additional 81.3% interest in HelloWallet Holdings, Inc. (HelloWallet), increasing our
ownership to 100% from 18.7%. HelloWallet combines behavioral economics and the psychology of decision-making
with sophisticated technology to provide personalized, unbiased financial guidance to U.S. workers and their families
through their employer benefit plans. We began consolidating the financial results of this acquisition in our
Consolidated Financial Statements on June 3, 2014.

HelloWallet's total preliminary estimated fair value of $54,006,000 includes $40,525,000 in cash paid to acquire the
remaining 81.3% interest in HelloWallet and pay off HelloWallet's indebtedness as well as $13,481,000 related to the
18.7% of HelloWallet we previously held. We recorded a preliminary non-cash holding gain of $5,168,000 for the
difference between the fair value and the book value of our previously held investment. The gain is included in
non-operating income in our Unaudited Condensed Consolidated Statements of Income.

The purchase price valuation will be finalized upon the completion of the fair value analysis of the acquired assets and
liabilities, including the preliminary intangible assets. We have not yet obtained all of the information related to the
fair value of the acquired assets and liabilities to finalize the purchase price allocation. The primary areas that are not
yet finalized relate to the valuation of the identifiable intangible assets and income taxes.

The following table summarizes our preliminary allocation of the estimated fair values of the assets acquired and
liabilities assumed at the date of acquisition, all of which are preliminary pending completion of the final valuation:

($000)
Cash and cash equivalents $3,739
Accounts receivable and other current assets 150
Other current and non-current assets 318
Deferred tax asset 7,340
Intangible assets 9,460
Goodwill 40,472
Deferred revenue (2,897 )
Deferred tax liability (3,595 )
Other current and non-current liabilities (981 )
Total fair value of HelloWallet $54,006
The preliminary allocation includes $9,460,000 of acquired intangible assets, as follows:
($000) Weighted
Average
Useful Life

17
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Technology based assets

Intellectual property (trademarks and trade names)
Non-competition agreement

Total intangible assets

11

6,670
169
2,621
$9,460

(years)

9}

W L W

18
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We recognized a preliminary deferred tax liability of $3,595,000 mainly because the amortization expense related to
certain intangible assets is not deductible for income tax purposes. The fair value of the acquired intangible assets and
the deferred tax liability are preliminary pending receipt of the final valuation for these assets.

We recognized a preliminary deferred tax asset of $7,340,000 mainly because of net operating losses of HelloWallet
which will become available to Morningstar.

Preliminary goodwill of $40,472,000 represents the premium over the fair value of the net tangible and intangible
assets acquired. We paid this premium for a number of reasons, including the opportunity to bring together
HelloWallet's comprehensive financial wellness expertise with Morningstar's independent, research-based retirement
advice to create a holistic retirement savings and advice offering.

ByAllAccounts, Inc.

In April 2014, we acquired ByAllAccounts, Inc. (ByAllAccounts), a provider of innovative data aggregation
technology for financial applications for $27,949,000 in cash. ByAllAccounts uses a knowledge-based process,
including patented artificial intelligence technology, to collect, consolidate, and enrich financial account data and
deliver it to virtually any platform. We began including the financial results of this acquisition in our Consolidated
Financial Statements on April 1, 2014.

The purchase price valuation will be finalized upon the completion of the fair value analysis of the acquired assets and
liabilities, including the preliminary intangible assets. We have not yet obtained all of the information related to the
fair value of the acquired assets and liabilities to finalize the purchase price allocation. The primary areas that are not
yet finalized relate to the valuation of the identifiable intangible assets and income taxes.

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, all of which are preliminary pending completion
of the final valuation:

($000)
Cash and cash equivalents $287
Accounts receivable and other current assets 152
Deferred tax asset 3,685
Other current and non-current assets 257
Intangible assets 8,681
Goodwill 18,778
Deferred revenue (79 )
Deferred tax liability (3,299 )
Other current and non-current liabilities (513 )
Total purchase price $27,949
The preliminary allocation includes $8,681,000 of acquired intangible assets, as follows:
Weighted
Average
(8000) Useful Life
(years)
Customer-related assets $5,506 24
Technology-based assets 3,020 4.5

19
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Intellectual property (trademarks and trade names)
Non-competition agreement
Total intangible assets

12

47
108
$8,681

19
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We recognized a preliminary deferred tax liability of $3,299,000 mainly because the amortization expense related to
certain intangible assets is not deductible for income tax purposes. The fair value of the acquired intangible assets and
the deferred tax liability are preliminary pending receipt of the final valuation for these intangible assets.

We recognized a preliminary deferred tax asset of $3,685,000 mainly because of net operating losses of
ByAllAccounts which will become available to Morningstar.

Preliminary goodwill value of $18,778,000 represents the premium we paid over the fair value of the acquired net
tangible and intangible assets. We paid this premium for a number of reasons, including the opportunity to integrate
the service into our offerings as well as expand and develop ByAllAccounts' third-party distribution relationships.

Goodwill

The following table shows the changes in our goodwill balances from December 31, 2013 to September 30, 2014:

($000)
Balance as of December 31, 2013 $326,450
Acquisitions of HelloWallet and ByAllAccounts 59,250
Foreign currency translation (6,731 )
Balance as of September 30, 2014 $378,969

We did not record any impairment losses in the first nine months of 2014 or 2013. We perform our annual impairment
reviews in the fourth quarter.

Intangible Assets

The following table summarizes our intangible assets:

As of September 30, 2014 As of December 31, 2013
Weighted Weighted
Average Average
($000) Gross Accun.lula.ted Net Useful Gross Accun?ula.ted Net Useful
Amortization . Amortization .
Life Life
(years) (years)
Intellectual $29.539  $(24.844 ) $4.695 9 $290.477  $(23.128 ) $6349 9
property
acs‘gztt‘;mer'related 144359 (82,076 ) 62283 12 141,833 (74311 ) 67,522 12
Supplier 240 (117 ) 123 20 240 (108 ) 132 20
relationships
Zsescelz:"logy'based 89,789 (56,050 ) 33,739 8 80,489 (50,673 ) 29,816 9
Non-competition 5, (1,776 ) 2,603 5 1,661 (1,571 ) 90 4
agreement
Zsost;lsmtanglble $268,306 $ (164,863 ) $103,443 11 $253,700  $ (149,791 ) $103,909 10

The following table summarizes our amortization expense related to intangible assets:

21
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Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Amortization expense $5,912 $5,287 $16,555 $16,249

We amortize intangible assets using the straight-line method over their expected economic useful lives.

13
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We expect intangible amortization expense for 2014 and subsequent years as follows:

($000)
2014 $22,059
2015 22,251
2016 17,693
2017 13,145
2018 10,965
Thereafter 33,885

Our estimates of future amortization expense for intangible assets may be affected by additional acquisitions,
divestitures, changes in the estimated average useful life, and currency translations.

14
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6. Income Per Share

The following table shows how we reconcile our net income and the number of shares used in computing basic and

diluted income per share:

(in thousands, except per share amounts)

Basic net income per share attributable to
Morningstar, Inc.:

Net income attributable to Morningstar, Inc.:

Less: Distributed earnings available to participating
securities

Less: Undistributed earnings available to
participating securities

Numerator for basic net income per share —
undistributed and distributed earnings available to
common shareholders

Weighted average common shares outstanding

Basic net income per share attributable to
Morningstar, Inc.

Diluted net income per share attributable to
Morningstar, Inc.:

Numerator for basic net income per share —
undistributed and distributed earnings available to
common shareholders

Add: Undistributed earnings allocated to
participating securities

Less: Undistributed earnings reallocated to
participating securities

Numerator for diluted net income per share —
undistributed and distributed earnings available to
common shareholders

Weighted average common shares outstanding
Net effect of dilutive stock options and restricted
stock units

Weighted average common shares outstanding for
computing diluted income per share

Diluted net income per share attributable to
Morningstar, Inc.

Three months ended September Nine months ended September

30
2014

$30,180
¢!

4

$30,175

44,734

$0.67

$30,175

4

4

$30,175

44,734
155

44,889

$0.67

2013

$31,463

(11

$31,452

46,080

$0.68

$31,452

11

(11

$31,452

46,080
439

46,519

$0.68

30
2014

$46,787
6

4

$46,777

44,763

$1.04

$46,777

4

4

$46,777

44,763
227

44,990

$1.04

2013

$92,202
G )

(29 )

$92,168

46,293

$1.99

$92,168

29

(29 )

$92,168

46,293
342

46,635

$1.98
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The following table shows the number of restricted stock units and performance share awards excluded from our
calculation of diluted earnings per share because their inclusion would have been anti-dilutive:

Three months ended September Nine months ended September

30 30
(in thousands) 2014 2013 2014 2013
Weighted average restricted stock units 83 1 34 19
Weighted average performance share awards 9 — 7 —
Total 92 1 41 19

Stock options and restricted stock could be included in the calculation in the future.
7. Segment, Enterprise-Wide, and Geographical Area Information
Segment Information

Beginning with the third quarter of 2013, we revised our segment structure to reflect our shift to a more centralized
organizational structure. We now report our results in a single reportable segment, which reflects how our chief
operating decision maker allocates resources and evaluates our financial results.

Because we have one reportable segment, all required financial segment information can be found directly in the
Unaudited Condensed Consolidated Financial Statements.

The accounting policies for our single reportable segment are the same as those described in “Note 2. Summary of
Significant Accounting Policies” included in our Annual Report on Form 10-K for the year ended December 31, 2013.
We evaluate the performance of our reporting segment based on revenue and operating income.

Products and Services Information

We derive revenue from two product groups. The investment information product group includes all of our data,
software, and research products and services. These products are typically sold through subscriptions or license
agreements. The investment management product group includes all of our asset management operations, which earn
the majority of their revenue from asset-based fees. The table below summarizes our revenue by product group:

External revenue by product group
Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Investment information $152,252 $137,216 $443,049 $412,332
Investment management 40,854 36,266 120,607 105,434
Consolidated revenue $193,106 $173,482 $563,656 $517,766

16
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Geographical Area Information

The tables below summarize our revenue and long-lived assets by geographical area:

External revenue by geographical area

Three months ended September Nine months ended September

30
($000) 2014
United States $141,276
United Kingdom 15,190
Continental Europe 15,562
Australia 8,866
Canada 7,391
Asia 3,950
Other 871
Total International 51,830
Consolidated revenue $193,106

Long-lived assets by geographical area

($000)
United States

United Kingdom
Continental Europe
Australia

Canada

Asia

Other

Total International

Consolidated property, equipment, and capitalized software, net

17

30

2013 2014
$124,998 $407,681
14,148 46,071
14,666 47,109
8,041 26,267
7,603 22,599
3,363 11,547
663 2,382
48,484 155,975
$173,482 $563,656

As of September

30

2014

$94,103

6,994

1,410

926

926

8,138

87

18,481

$112,584

2013
$372,746

41,316
41,826
26,569
23,151
10,236
1,922
145,020

$517,766

As of December 31

2013
$84,321

6,873
1,873
1,051
1,275
9,479
114
20,665

$104,986
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8. Investments and Fair Value Measurements

We account for our investments in accordance with FASB ASC 320, Investments—Debt and Equity Securities. We
classify our investments into three categories: available-for-sale, held-to-maturity, and trading. Our investment
portfolio is primarily invested in proprietary Morningstar portfolios, exchange-traded funds that seek to track the
performance of certain Morningstar proprietary indexes, and various mutual funds. We classify our investment
portfolio as shown below:

As of September 30 As of December

($000) 2014 2013
Available-for-sale $12,226 $91,461
Held-to-maturity 18,059 31,214
Trading securities 8,205 7,732
Total $38,490 $130,407

The following table shows the cost, unrealized gains (losses), and fair values related to investments classified as
available-for-sale and held-to-maturity:

As of September 30, 2014 As of December 31, 2013

Unrealized Unrealized Fair Unrealized Unrealized Fair
($000) Cost Gain Loss Value Cost Gain Loss Value
Available-for-sale:
Govemment $5— §— 5— $19.693  $8 SG ) $19.698
obligations
Corporate bonds — — — — 49,913 22 (124 ) 49,811
Foreign
obligations o o o o 305 o 2 ) 503
Commercial paper — — — — 9,482 7 — 9,489
Equity securities
and
exchange-traded 6,499 477 (81 ) 6,895 8,872 1,011 (141 ) 9,742
funds
Mutual funds 5,097 372 (138 ) 5,331 2,095 221 (98 ) 2,218
Total $11,596 $849 $219 ) $12,226 $90,560 $1,269 $(368 ) $91,461
Held-to-maturity:
Cortificates of 15059 §—  §— §18059  $31214  $— $— §31,214

deposit
As of September 30, 2014 and December 31, 2013, investments with unrealized losses for greater than a 12-month

period were not material to the Condensed Consolidated Balance Sheets and were not deemed to have other than
temporary declines in value.

18

31

28



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

Table of Contents

The table below shows the cost and fair value of investments classified as available-for-sale and held-to-maturity
based on their contractual maturities as of September 30, 2014 and December 31, 2013. The expected maturities of
certain fixed-income securities may differ from their contractual maturities because some of these holdings have call
features that allow the issuers the right to prepay obligations without penalties.

As of September 30, 2014 As of December 31, 2013

($000) Cost Fair Value Cost Fair Value
Available-for-sale:
Due in one year or less $— $— $45,486 $45,402
Due in one to two years — — 34,107 34,099
Equity securities, exchange-traded funds, and 11,596 12,226 10.967 11,960
mutual funds

Total $11,596 $12,226 $90,560 $91.,461
Held-to-maturity:
Due in one year or less $18,054 $18,054 $31,210 $31,210
Due in one to three years 5 5 4 4
Total $18,059 $18,059 $31,214 $31,214

As of September 30, 2014 and December 31, 2013, held-to-maturity investments included a $1.5 million certificate of
deposit held primarily as collateral against bank guarantees for our office leases, primarily in Australia.

The following table shows the realized gains and losses arising from sales of our investments classified as
available-for-sale recorded in our Condensed Consolidated Statements of Income:
Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Realized gains $158 $94 $731 $2,320
Realized losses — (136 ) (226 ) (1,214 )
Realized gains (losses), net $158 $42 ) $505 $1,106

We determine realized gains and losses using the specific identification method.

The following table shows the net unrealized gains (losses) on trading securities as recorded in our Condensed
Consolidated Statements of Income:

Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Unrealized gains (losses), net $272 $(741 ) $117 $(468 )
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The table below shows the fair value of our assets subject to fair value measurements that are measured at fair value
on a recurring basis using the fair value hierarchy and the necessary disclosures under FASB ASC 820, Fair Value

Measurement:

($000)

Available-for-sale investments:

Government obligations
Corporate bonds
Foreign obligations
Commercial paper
Equity securities and
exchange-traded funds
Mutual funds

Trading securities

Cash equivalents

Total

(5000)

Available-for-sale investments:

Government obligations
Corporate bonds
Foreign obligations
Commercial paper
Equity securities and
exchange-traded funds
Mutual funds

Trading securities

Cash equivalents

Total

Level 1:
access.

Fair Value
as of

September 30, 2014

$—

6,895

5,331
8,205
428
$20,859

Fair Value

as of
December 31,
2013

$19,698
49,811
503
9,489

9,742

2,218
7,732
925
$100,118

Fair Value Measurements as of September 30, 2014
Using Fair Value Hierarchy

Level 1

$—

6,895

5,331
8,205
428
$20,859

Level 2

Level 3

Fair Value Measurements as of December 31, 2013
Using Fair Value Hierarchy

Level 1

$—

9,742

2,218
7,732
925
$20,617

Level 2

$19,698
49,811
503
9,489

$79,501

Level 3

‘Valuations based on quoted prices in active markets for identical assets or liabilities that we have the ability to

Level Valuations based on quoted prices in markets that are not active or for which all significant inputs are
2: observable, either directly or indirectly.
Level 3: Valuations based on inputs that are unobservable and significant to the overall fair value measurement.

Based on our analysis of the nature and risks of our investments in equity securities and mutual funds, we have

determined that presenting each of these investment categories in the aggregate is appropriate.

We measure the fair value of money market funds, mutual funds, equity securities, and exchange-traded funds based
on quoted prices in active markets for identical assets or liabilities. All other financial instruments were valued either
based on recent trades of securities in inactive markets or based on quoted market prices of similar instruments and
other significant inputs derived from observable market data. We did not hold any securities categorized as Level 3 as
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of September 30, 2014 and December 31, 2013.
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9. Investments in Unconsolidated Entities

Our investments in unconsolidated entities consist primarily of the following:
As of September  As of December

30 31
($000) 2014 2013
Investment in MJKK $22.615 $21,782
Other equity method investments 5,440 6,166
Investments accounted for using the cost method 2,373 10,766
Total investments in unconsolidated entities $30,428 $38,714

Morningstar Japan K.K. Morningstar Japan K.K. (MJKK) develops and markets products and services customized for
the Japanese market. MJKK’s shares are traded on the Tokyo Stock Exchange under the ticker 47650. We account for
our investment in MJKK using the equity method. The following table summarizes our ownership percentage in
MJKK and the market value of this investment based on MJKK’s publicly quoted share price:

As of September As of December

30 31

2014 2013
Morningstar’s approximate ownership of MJIKK 34 % 34 %
Approximate market value of Morningstar’s ownership in MJKK:
Japanese yen (¥000) ¥7,264,858 ¥9,824,068
Equivalent U.S. dollars ($000) $66,401 $94,999

Other Equity Method Investments. As of September 30, 2014 and December 31, 2013, other equity method
investments consist of our investment in Inquiry Financial Europe AB (Inquiry Financial) and Y Charts, Inc.
(YCharts). Inquiry Financial is a provider of sell-side consensus estimate data. Our ownership interest in Inquiry
Financial was approximately 34% as of September 30, 2014 and December 31, 2013. YCharts is a technology
company that provides stock research and analysis. Our ownership interest in YCharts was approximately 22% as of
September 30, 2014 and December 31, 2013.

We did not record any impairment losses on our equity method investments in the first nine months of 2014 or 2013.
Cost Method Investments. As of September 30, 2014 and December 31, 2013, our cost method investments consist of
a minority investment in Pitchbook Data, Inc. (Pitchbook). Pitchbook offers detailed data and information about
private equity transactions, investors, companies, limited partners, and service providers.

As of December 31, 2013, our cost method investments also included a minority investment in HelloWallet LLC
(HelloWallet). In June 2014, we purchased the remaining interest in HelloWallet. See Note 5 for additional
information concerning our acquisition of HelloWallet.

We did not record any impairment losses on our cost method investments in the first nine months of 2014 or 2013.

10. Stock-Based Compensation

Stock-Based Compensation Plans
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Our shareholders approved the Morningstar 2011 Stock Incentive Plan (the 2011 Plan) on May 17, 2011. As of that
date, we stopped granting awards under the Morningstar 2004 Stock Incentive Plan (the 2004 Plan). The 2004 Plan
amended and restated the Morningstar 1993 Stock Option Plan, the Morningstar 2000 Stock Option Plan, and the
Morningstar 2001 Stock Option Plan.

The 2011 Plan provides for a variety of stock-based awards, including, among other things, stock options,

performance share awards, restricted stock units, and restricted stock. We granted stock options, restricted stock units,
and restricted stock under the 2004 Plan.
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All of our employees and our non-employee directors are eligible for awards under the 2011 Plan.

Grants awarded under the 2011 Plan or the 2004 Plan that are forfeited, canceled, settled, or otherwise terminated
without a distribution of shares, or shares withheld by us in connection with the exercise of options, will be available
for awards under the 2011 Plan. Any shares subject to awards under the 2011 Plan, but not under the 2004 Plan, that
are withheld by us in connection with the payment of any required income tax withholding will be available for
awards under the 2011 Plan.

The following table summarizes the number of shares available for future grants under our 2011 Plan:

As of September 30
(in thousands) 2014
Shares available for future grants 4,257

Accounting for Stock-Based Compensation Awards

The following table summarizes our stock-based compensation expense and the related income tax benefit we
recorded:
Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Restricted stock units $4,587 $3,196 $12,262 $10,493
Restricted stock 97 97 291 291
Performance share awards 172 — 372 —
Stock options 95 123 328 369
Total stock-based compensation expense $4,951 $3.416 $13,253 $11,153
Income tax benefit related to the stock-based $1.446 $846 $3.808 $2.944

compensation expense

The following table summarizes the amount of unrecognized stock-based compensation expense as of September 30,
2014 and the expected number of months over which the expense will be recognized:
Unrecognized
stock-based Expected
compensation amortization

expense period (months)
($000)

Restricted stock units $34,989 34

Restricted stock 257 9

Performance share awards 1,545 27

Stock options 226 7

Total unrecognized stock-based compensation expense $37,017 33

In accordance with FASB ASC 718, Compensation—Stock Compensation, we estimate forfeitures of employee
stock-based awards and recognize compensation cost only for those awards expected to vest. Our largest annual equity
grants typically have vesting dates in the second quarter. We adjust the stock-based compensation expense annually in
the third quarter to reflect those awards that ultimately vested and update our estimate of the forfeiture rate that will be
applied to awards not yet vested.
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Restricted Stock Units

Restricted stock units represent the right to receive a share of Morningstar common stock when that unit vests.
Restricted stock units to employees vest ratably over a four-year period. Restricted stock units granted to
non-employee directors vest ratably over a three-year period. For restricted stock units granted through December 31,
2008, employees could elect to defer receipt of the Morningstar common stock issued upon vesting of the restricted
stock unit.
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We measure the fair value of our restricted stock units on the date of grant based on the closing market price of the
underlying common stock on the day prior to the grant. We amortize that value to stock-based compensation expense,
net of estimated forfeitures, ratably over the vesting period.

The following table summarizes restricted stock unit activity during the first nine months of 2014:

Weighted
. . Vested but Average

Restricted Stock Units (RSUs) Unvested Deferred Total Grant flg)ate Value

per RSU
RSUs outstanding—December 31, 2013 680,002 16,682 696,684 $ 62.02
Granted 245,350 — 245,350 73.11
Dividend equivalents 2,083 113 2,196 58.13
Vested (235,053 ) — (235,053 ) 57.48
Issued — (2,054 ) (2,054 ) 53.54
Forfeited (27,673 ) — (27,673 ) 64.45
RSUs Outstanding - September 30, 2014 664,709 14,741 679,450 $ 67.49

Restricted Stock

In conjunction with our acquisition of Realpoint LLC in May 2010, we issued 199,174 shares of restricted stock to the
selling employee-shareholders under the 2004 Plan. The restricted stock vests ratably over a five-year period from the
acquisition date and may be subject to forfeiture if the holder terminates his or her employment during the vesting
period.

Because of the terms of the restricted stock agreements prepared in conjunction with the Realpoint acquisition, we
account for the grant of restricted stock as stock-based compensation expense and not as part of the acquisition
consideration.

We measured the fair value of the restricted stock on the date of grant based on the closing market price of our
common stock on the day prior to the grant. We amortize the fair value of $9,363,000 to stock-based compensation
expense over the vesting period. We have assumed that all of the remaining restricted stock will ultimately vest, and
therefore have not incorporated a forfeiture rate for purposes of determining the stock-based compensation expense.

Performance Share Awards

In 2014, executive officers, other than Joe Mansueto, were granted performance share awards pursuant to which each
executive becomes entitled to a number of shares of Morningstar common stock equal to the number of notional
performance shares that become vested. Each award specifies a number of performance shares that will vest if
pre-established target performance goals are attained. The number of performance shares that actually vest may be
more or less than the specified number of performance shares to the extent Morningstar exceeds or fails to achieve,
respectively, the target performance goals over a three-year performance period.

The performance conditions are not considered in the determination of the grant date fair value for these awards;
instead, the grant date fair value is based on the closing market price of the underlying common stock on the day prior
to the grant date. We amortize that value to stock-based compensation expense, based on the satisfaction of the
performance condition that is most likely to be satisfied over the three-year service period ratably over the vesting
period.
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Information as of September 30, 2014 regarding the company's target performance share awards granted and shares
that would be issued at current performance levels for performance share awards granted during the first nine months
of 2014 is as follows:

As of September 30, 2014

Target performance share awards granted 23,685
Fair value per award (1) $80.91
Number of shares that would be issued based on current performance levels 23,685
Unamortized expense, based on current performance levels $1,545,000

(1) Represents the closing market price of Morningstar's stock on March 14, 2014, which is the last closing price prior
to the grant date.

Stock Options

Stock options granted to employees vest ratably over a four-year period. Grants to our non-employee directors vest
ratably over a three-year period. All grants expire 10 years after the date of grant. Almost all of the options granted
under the 2004 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. Options granted under the 2011 Plan have an exercise
price equal to the fair market value on the grant date.

The following tables summarize stock option activity in the first nine months of 2014 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.

Weighted
Options Granted At an Exercise Price Below the Fair Value Per Share on the Grant Date Underlying Average
Shares Exercise
Price
Options outstanding—December 31, 2013 179,559 $21.47
Granted — —
Canceled — —
Exercised (93,116 ) 21.92
Options outstanding—September 30, 2014 86,443 22.14
Options exercisable—September 30, 2014 86,443 $22.14
Weighted
. . . Underlying Average
All Other Option Grants, Excluding Activity Shown Above .
Shares Exercise
Price
Options outstanding—December 31, 2013 253,972 $36.48
Granted — —
Canceled — —
Exercised (58,326 ) 30.09
Options outstanding—September 30, 2014 195,646 39.02
Options exercisable—September 30, 2014 179,176 $37.31
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The following table summarizes 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:

Nine months ended September 30

($000) 2014 2013
Intrinsic value of options exercised $7,238 $8,964

The table below shows additional information for options outstanding and exercisable as of September 30, 2014:

Options Outstanding Options Exercisable
Weighted WeightedAggregate Weighted WeightedAggregate
Average S G . Average . G
. . Number of e Average Intrinsic Exercisable o Average Intrinsic
Range of Exercise Prices . Remaining . Remaining A
Options Exercise Value Shares Exercise Value
Contractual rice ($000) Contractual Price  ($000)
Life (years) Life (years)
$22.06 - $27.24 203,908 0.42 $25.08 $8,732 203,908 0.42 $25.08 $8,732
$40.08 - $50.46 6,506 1.17 48.61 125 6,506 1.17 48.61 125
$57.28 - $59.35 71,675 6.76 57.46 749 55,205 6.75 57.39 555
$22.06 - $59.35 282,089 2.05 $33.85 $9,606 265,619 1.75 $32.37 $9.412

Vested or Expected to Vest
$22.06 - $59.35 282,089 2.05 $33.85 $9,606

The aggregate intrinsic value in the table above represents the total pretax intrinsic value all option holders would
have received if they had exercised all outstanding options on September 30, 2014. The intrinsic value is based on our
closing stock price of $67.90 on that date.

Excess Tax Benefits Related to Stock-Based Compensation

FASB ASC 718, Compensation—Stock Compensation, requires that we classify the cash flows that result from excess
tax benefits as financing cash flows. Excess tax benefits correspond to the portion of the tax deduction taken on our
income tax return that exceeds the amount of tax benefit related to the compensation cost recognized in our
Condensed Consolidated Statements of Operations. The following table summarizes our excess tax benefits:

Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Excess tax .beneflts related to stock-based $1.032 $251 $2.945 $4.093
compensation
25
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11. Income Taxes
Effective Tax Rate

The following table shows our effective tax rate for the three and nine months ended September 30, 2014 and
September 30, 2013:

Three months ended September 30  Nine months ended September 30
($000) 2014 2013 2014 2013
Income before income taxes and equity $44.963

in net income of unconsolidated entities $45,384 $65.478 $133,584

qul‘ty in net income of unconsolidated 337 315 1.433 1.172

entities

Net loss attr.lbuFable to the 29 29 64 93

noncontrolling interest

Total $45,329 $45,728 $66,975 $134,849

Income tax expense $15,149 $14,265 $20,188 $42.647

Effective tax rate 334 % 31.2 % 30.1 % 31.6 %

Our effective tax rate in the third quarter of 2014 was 33.4%, an increase of 2.2 percentage points compared with
31.2% in the prior-year period. The effective tax rate increase primarily reflects deferred income tax benefits and
additional tax credits and incentives that were recognized in the prior-year period.

During the first nine months of 2014, we reported income before income taxes and equity in net income of
unconsolidated entities of $65.5 million, which included a litigation settlement expense of $61.0 million that is
deductible for tax purposes. In the same period, we realized a $5.2 million non-taxable gain in connection with the
purchase of the remaining ownership interest in HelloWallet. Because of these two items, we reported an income tax
expense of $20.2 million, which is equivalent to a 30.1% effective tax rate. This tax rate is lower than the statutory
rate mainly because of the non-taxable gain of $5.2 million.

Unrecognized Tax Benefits

The table below provides information concerning our gross unrecognized tax benefits as of September 30, 2014 and
December 31, 2013, as well as the effect these gross unrecognized tax benefits would have on our income tax expense,
if they were recognized.

As of September 30 As of December

31
($000) 2014 2013
Gross unrecognized tax benefits $11,469 $12,958
Gross unrecognized tax benefits that would affect income tax expense $11,469 $10,557
bDeencerE?:e in income tax expense upon recognition of gross unrecognized tax $9.932 $9.262

Our Condensed Consolidated Balance Sheets include the following liabilities for unrecognized tax benefits. These
amounts include interest and penalties, less any associated tax benefits.

As of December

As of September 30 31
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Liabilities for Unrecognized Tax Benefits ($000)
Current liability

Non-current liability

Total liability for unrecognized tax benefits

26

2014
$4,075
7,085
$11,160

2013
$6,211
6,012
$12,223
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We conduct business globally and, as a result, we file income tax returns in U.S. federal, state, local, and foreign
jurisdictions. We are currently under audit by federal and various state and local tax authorities in the United States, as
well as tax authorities in certain non-U.S. jurisdictions. It is possible, though not likely, that the examination phase of
some of these audits will conclude in 2014. It is not possible to estimate the effect of current audits on previously
recorded unrecognized tax benefits.

We have not provided federal and state income taxes on accumulated undistributed earnings of certain foreign
subsidiaries because these earnings have been permanently reinvested. Approximately 66% of our cash, cash
equivalents, and investments as of September 30, 2014 was held by our operations outside of the United States. We
believe that our cash balances and investments in the United States, along with cash generated from our U.S.
operations, will be sufficient to meet our U.S. operating and cash needs for the foreseeable future, without requiring us
to repatriate earnings from these foreign subsidiaries. It is not reasonably practical to determine the amount of the
unrecognized deferred tax liability related to the undistributed earnings.

Certain of our non-U.S. operations have incurred net operating losses (NOLs) which may become deductible to the
extent these operations become profitable. For each of our operations, we evaluate whether it is more likely than not
that the tax benefits related to NOLs will be realized. As part of this evaluation, we consider evidence such as tax
planning strategies, historical operating results, forecasted taxable income, and recent financial performance. In the
year that certain non-U.S. operations record a loss, we do not recognize a corresponding tax benefit, thus increasing
our effective tax rate. Upon determining that it is more likely than not that the NOLs will be realized, we reduce the
tax valuation allowances related to these NOLs, which results in a reduction to our income tax expense and our
effective tax rate in the period.

12. Contingencies
Life's Good S.T.A.B.L. Hedge Fund

In September 2011, three individual investors in Life's Good S.T.A.B.L. Mortgage hedge fund (LG), Marta Klass,
Gregory Martin, and Richard Roellig, filed a complaint in the United States District Court for the Eastern District of
Pennsylvania against LG, its principal Robert Stinson, and several other parties, including Morningstar, Inc. (the Klass
Matter). The plaintiffs claimed that Morningstar committed fraud and aided and abetted the other defendants' breach
of fiduciary duty through the 5-star rating LG obtained from Morningstar. Hedge fund managers self-report their
performance data to Morningstar. More than a year before the Klass Matter, in June 2010, the SEC filed suit against
LG and other entities claiming they were part of a Ponzi scheme operated by Stinson. As a result, LG and the other
entities were placed in court-appointed receivership.

In April 2012, the Receiver filed a complaint against Morningstar, in which the Receiver claimed that Morningstar
was liable for contribution and aiding and abetting Stinson's breach of fiduciary duty and fraud through the 5-star
rating LG obtained from Morningstar. On August 5, 2014, after a bench trial, the judge found in Morningstar’s favor
on all claims. On October 14, 2014, the plaintiffs in the Klass Matter filed a Notice of Voluntary Dismissal as to all
claims against Morningstar.

Business Logic Holding Corporation

On July 17, 2014, Morningstar and Ibbotson entered into a settlement agreement with Business Logic Holding
Corporation (Business Logic). Pursuant to the settlement agreement, Morningstar paid Business Logic $61.0 million
during the third quarter of 2014. This obligation was accrued as of June 30, 2014 and the corresponding expense is
reported as "Litigation settlement” in our Unaudited Condensed Consolidated Statements of Income for the nine
months ended September 30, 2014.
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Other Proceedings

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 other matters will have a material adverse effect on our business, operating results, or
financial position.
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13. Share Repurchase Program

We have an ongoing authorization, originally approved by our board of directors in September 2010, and
subsequently amended, to repurchase up to $700 million in shares of our outstanding common stock. The
authorization expires on December 31, 2015. We may repurchase shares from time to time at prevailing market prices
on the open market or in private transactions in amounts that we deem appropriate.

As of September 30, 2014, we had repurchased a total of 7,691,658 shares for $495.6 million under this authorization.
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 as that term is used in the Private Securities Litigation Reform Act of 1995. These

statements are based on our current expectations about future events or future financial performance. Forward-looking
statements by their nature address matters that are, to different degrees, uncertain, and often contain words such as

“may,” “could,” “expect,” “intend,” “plan,” “seek,” “anticipate,” “believe,” “estimate,” “predict,” “potential,” or “continue.” T
involve known and unknown risks and uncertainties that may cause the events we discuss not to occur or to differ

significantly from what we expect. For us, these risks and uncertainties include, among others:

LT 99 ¢ LR T3 LR T3

tiability for any losses that result from an actual or claimed breach of our fiduciary duties;

failing to differentiate our products and continuously create innovative, proprietary research tools;

failing to respond to technological change, keep pace with new technology developments, or adopt a successful
technology strategy;

a prolonged outage of our database and network facilities;

any failures or disruptions in our electronic delivery systems and the Internet;

tiability and/or damage to our reputation as a result of some of our pending litigation;

tiability related to the storage of personal information about our users;

general industry conditions and competition, including global financial uncertainty, trends in the mutual fund
industry, and continued growth in passively managed investment vehicles;

the effect of market volatility on revenue from asset-based fees;

failing to maintain and protect our brand, independence, and reputation;

changes in laws applicable to our investment advisory or credit rating operations, compliance failures, or regulatory
action; and

challenges faced by our operations outside the United States, including the concentration of development work at our
offshore facilities in China and India.

A more complete description of these risks and uncertainties can be found in our other filings with the Securities and
Exchange Commission (SEC), including our Annual Report on Form 10-K for the year ended December 31, 2013. If
any of these risks and uncertainties materialize, our actual future results may vary significantly from what we expect.
We do not undertake to update our forward-looking statements as a result of new information or future events.

All dollar and percentage comparisons, which are often accompanied by words such as “increase,” “decrease,” “grew,”
“declined,” “was up,” “was down,” “was flat,” or “was similar” refer to a comparison with the same period in the previous yea
unless otherwise stated.

LR T3

Understanding our Company
Our Business
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Our mission is to create great products that help investors reach their financial goals. We offer an extensive line of
products and services for financial advisors, asset managers, retirement plan providers and sponsors, and individual
investors. Many of our products are sold through subscriptions or license agreements. As a result, we typically
generate recurring revenue.
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Industry Overview

We monitor developments in the economic and financial information industry to help inform our company strategy,
product development plans, and marketing initiatives.

After a strong rally in 2013 and the first half of 2014, equity markets had mixed results in the third quarter of 2014.
The Morningstar U.S. Market Index, a broad market benchmark, was up 0.2% in the quarter, while the Global Ex-U.S.
Index finished the quarter down 5.4%.

U.S. mutual fund assets stood at $15.8 trillion as of August 31, 2014, based on data from the Investment Company
Institute (ICI), compared with $13.9 trillion as of August 31, 2013. Based on Morningstar's estimated asset flow data,
investors added about $230 billion to long-term open-end funds during the first nine months of 2014 and pulled $110
billion from money market funds. Both equity and fixed-income funds had positive net inflows for the first nine
months of 2014.

Assets in exchange-traded funds (ETFs) rose to $1.9 trillion as of August 31, 2014, compared with $1.5 trillion as of
August 31, 2013, based on data from the ICI.

Despite generally positive market trends, we believe the business environment for the financial services industry
remains challenging. Asset management firms have been facing increasing regulatory burdens, which are leading to
higher costs and more cautious spending in other areas. Further, the historically low interest rate environment has put
pressure on the margins of many firms, most notably those in the variable annuity space. As a result, we expect there
will be further pressure on revenue from clients in this area.
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Supplemental Operating Metrics

The tables below summarize our key product metrics and other supplemental data.

As of September 30
2014 2013 Change
Our business
Morningstar.com Premium Membership subscriptions (U.S.) 122,275 123,656 (1.1 )%
Registered users for Morningstar.com (U.S.) 8,097,864 7,765,424 4.3 %
Advisor Workstation clients (U.S.) (1) 171 159 7.5 %
Morningstar Office licenses (U.S.) (1) 4,188 4,003 4.6 %
Principia subscriptions 10,054 21,612 (53.5 )%
Morningstar Direct licenses 9,648 8,247 2) 17.0 %
Assets under advisement and management (approximate) ($bil)
Investment Advisory services (3) $80.9 $106.6 (24.1 )%
Retirement Solutions
Managed Retirement Accounts (4) $36.5 $29.2 25.0 %
Other assets 40.2 30.3 32.7 %
Retirement Solutions (total) $76.7 $59.5 28.9 %
Morningstar Managed Portfolios $8.8 $6.6 333 %
Ibbotson Australia $3.1 $3.1 — %
Our employees (approximate)
Worldwide headcount 3,800 3,490 8.9 %
Number of equity and credit analysts 170 155 9.7 %
Number of manager research analysts 100 105 4.8 )%
Three months ended September 30
2014 2013 Change
Average assets under management and advisement ($bil) $169.2 $170.9 (1.0 )%
Num!)er of cqmmermal mortgage-backed securities (CMBS) 19 7 171.4 %
new-issue ratings completed
Rated balance for CMBS new-issue ratings ($bil) $13.5 $3.8 255.3 %

(1) Beginning in the second quarter of 2014, we changed our reporting to show the number of enterprise clients for
Morningstar Advisor Workstation instead of the number of individual licenses. We believe this is a more meaningful
indicator of underlying business trends because per-user pricing varies significantly depending on the scope of the
license. We also began disclosing the number of licenses for Morningstar Office as a separate line item.

(2) Revised to reflect a minor calculation change.
(3) The decline in assets under advisement as of September 30, 2014 reflects the ongoing effect of difficult market
conditions for companies that offer variable annuities. Some of our clients have been managing their funds-of-funds

portfolios in-house instead of using outside subadvisors. Because of this trend, assets under advisement as of
September 30, 2014 were $25.7 billion lower versus the same date in 2013.
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The asset totals include relationships for which we receive basis-point fees, including consulting arrangements and
other agreements where we act as a portfolio construction manager for a mutual fund or variable annuity. We also
provide Investment Advisory services for some assets for which we receive a flat fee; we do not include these assets in
the total reported above.
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Excluding changes related to new contracts and cancellations, changes in the value of assets under advisement can
come from two primary sources: gains or losses related to overall trends in market performance, and net inflows or
outflows caused when investors add to or redeem shares from these portfolios.

We cannot separately quantify cash inflows and outflows for these portfolios because we do not have custody of the
assets in the majority of our investment management businesses. The information we receive from many of our clients
does not separately identify the effect of cash inflows and outflows on asset balances for each period. We also cannot
precisely quantify the effect of market appreciation or depreciation because the majority of our clients have
discretionary authority to implement their own portfolio allocations.

(4) We cannot separately quantify the factors affecting assets under management and advisement for our managed
retirement accounts. These factors primarily consist of employer and employee contributions, plan administrative fees,
market movements, and participant loans and hardship withdrawals. We cannot quantify the effect of these other
factors because the information we receive from the plan providers does not separately identify these transactions or
the changes in balances caused by market movement.

Three and Nine Months Ended September 30, 2014 vs. Three and Nine Months Ended September 30, 2013

Consolidated Results

Three months ended September 30 Nine months ended September 30
Key Metrics ($000) 2014 2013 Change 2014 2013 Change
Revenue $193,106 $173,482 11.3 %  $563,656 $517,766 8.9 %
Operating income $45,261 $44.613 1.5 % $59,013 $128,757 542 %
Operating margin 23.4 % 25.7 % (2.3 ) pp 10.5 % 24.9 % (144 ) pp

Cash used for investing
activities

Cash provided by (used
for) financing activities

$(7,263 ) $(29923 ) (757 )%  $(14,466 ) $(45,616 ) (683 )%

$19,601 $(14,135 ) (2387 )%  $(33.432 ) $(72,516 ) (539 )%

Cash provided by

. A $8,600 $47,078 (81.7 )% $75,288 $132,213 (43.1 )%
operating activities
Capital expenditures (11,957 ) (9,069 ) 31.8 % 42,756 ) (27,950 ) 53.0 %
Free cash flow $(3,357 ) $38,009 (108.8 )% $32,532 $104,263 (68.8 )%

pp — percentage points

To supplement our consolidated financial statements presented in accordance with U.S. Generally Accepted
Accounting Principles (GAAP), we use the following measures considered as non-GAAP by the SEC: consolidated
revenue excluding acquisitions and foreign currency translations (organic revenue), consolidated operating income
excluding the litigation settlement (adjusted operating income), consolidated operating margin excluding the litigation
settlement (adjusted operating margin), and free cash flow. These non-GAAP measures may not be comparable to
similarly titled measures reported by other companies.

50



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

We present consolidated revenue excluding acquisitions and foreign currency translations (organic revenue) because
the company believes this non-GAAP measure helps investors better compare period-over-period results.

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 investors better understand how much cash is available after we
spend money to operate our business. Our management team uses free cash flow to evaluate our business. Free cash
flow is not equivalent to any measure required to be reported under GAAP. Also, the free cash flow definition we use
may not be comparable to similarly titled measures used by other companies.
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Overview of Consolidated Results

Our consolidated revenue increased by about 11.3% in the third quarter of 2014 and 8.9% in the first nine months of
2014. We reported consolidated operating income of $45.3 million in the third quarter of 2014, compared with
operating income of $44.6 million in the same period a year ago. During the first nine months of 2014, we recorded an
expense of $61.0 million—approximately $38.2 million after taxes, or 85 cents per share—related to a previously
announced litigation settlement with Business Logic Holding Corporation (the Business Logic litigation settlement).
As aresult, for the first nine months of 2014, we reported operating income of $59.0 million, compared with $128.8
million in the first nine months of 2013.

Excluding the Business Logic litigation settlement, our adjusted operating income declined in the first nine months of
2014, mainly because of higher compensation expense from additional headcount, reflecting new hires as well as
acquisitions. We discuss these trends in more detail in the Consolidated Operating Expense section that follows.

Consolidated Revenue

Three months ended September 30 Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change

Investment information $152,252 $137,216 11.0 % $443,049 $412332 74 %
Investment management 40,854 36,266 12.7 % 120,607 105,434 14.4 %
Consolidated revenue $193,106 $173482 113 % $563,656 $517,766 8.9 %

In the third quarter of 2014, consolidated revenue increased 11.3% to $193.1 million, compared with $173.5 million in
the third quarter of 2013. Some of the main product contributors to the increase were Morningstar Credit Ratings (our
structured credit research and ratings business), Morningstar Direct, Morningstar Managed Portfolios, and
Morningstar Retirement Solutions. Positive results for these products were partially offset by a $2.3 million decline
for Principia. We have been migrating some Principia clients to Morningstar Advisor Workstation and other products.
Revenue for Investment Advisory services was down $0.7 million, reflecting the ongoing effect of clients moving to
in-house management for fund-of-funds portfolios in the variable annuity industry.

For the first nine months of 2014, consolidated revenue was up 8.9% to $563.7 million, compared with $517.8 million
in the same period of 2013. Morningstar Direct, Morningstar Retirement Solutions, Morningstar Data, and
Morningstar Managed Portfolios were the main positive contributors, partially offset by lower revenue for Principia
and, to a lesser extent, Investment Advisory services.

Investment information revenue

Investment information revenue, which makes up approximately 79% of our consolidated revenue, increased $15.0
million, or 11.0%, in the third quarter of 2014. Morningstar Credit Ratings (our structured credit research and ratings
business) rose $5.9 million as a result of higher new issuance volume. Morningstar Direct revenue rose $3.6 million.
Growth in Morningstar Direct reflects additional licenses for both new and existing clients. Revenue for Morningstar
Advisor Workstation (including Morningstar Office) rose $1.8 million, which was offset by a $2.3 million drop in
revenue for Principia.

For the first nine months of 2014, investment information revenue increased $30.7 million, or 7.4%, mainly because

of higher revenue for Morningstar Direct and Morningstar Data. Revenue for Morningstar Advisor Workstation
(including Morningstar Office) also increased, but was offset by lower revenue for Principia.
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Investment management revenue

Investment management revenue, which makes up approximately 21% of consolidated revenue, was up $4.6 million,
or 12.7%, in the third quarter of 2014, driven by higher revenue for Morningstar Retirement Solutions and
Morningstar Managed Portfolios. Assets under management and advisement for both areas rose about 30% year over
year, reflecting net inflows and positive market returns over the past 12 months.

Companies that offer variable annuities have continued to face difficult market conditions, which has prompted some
of our clients to begin managing their fund-of-funds portfolios in-house instead of using outside subadvisors.
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Because of this trend, assets under advisement for our Investment Advisory services as of September 30, 2014 were
$25.7 billion lower versus the same date in 2013.

For the first nine months of 2014, investment management revenue increased $15.2 million, or 14.4%, with growth
driven mainly by Morningstar Retirement Solutions and Morningstar Managed Portfolios. Both product lines
benefited from strong market performance and asset inflows.

Revenue from asset-based fees made up approximately 12% of total consolidated revenue in the third quarter and first
nine months of 2014 and 2013.

Organic revenue

To allow for more meaningful comparisons of our results in different periods, we provide information about organic
revenue, which reflects our underlying business excluding acquisitions, divestitures, and the effect of foreign currency
translations. We had $2.8 million of incremental revenue in the third quarter of 2014 from acquiring ByAllAccounts
and HelloWallet, as well as a slight benefit from foreign currency translations. Excluding these two factors, organic
revenue rose 9.3% in the third quarter of 2014.

For the first nine months of 2014, we had $6.8 million of incremental revenue from acquisitions, primarily from
ByAllAccounts and purchasing the remaining ownership interest in Morningstar Sweden. We had a slight benefit

from foreign currency translations, and organic revenue increased about 7.4% for the nine-month period.

The table below reconciles consolidated revenue with organic revenue (revenue excluding acquisitions, divestitures,
and the effect of foreign currency translations):

Three months ended September 30 ~ Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
Consolidated revenue $193,106 $173,482 11.3 %$563,656 $517,766 8.9 %
Less: acquisitions (2,752 ) — NMF (6,823 ) — NMF
Less: divestitures — — NMF — — NMF
Favorable effect of foreign currency

. (683 ) — NMF (762 ) — NMF
translations
Organic revenue $189,671 $173,482 9.3 %$556,071 $517,766 7.4 %

NMF - not meaningful

Organic revenue (revenue excluding acquisitions, divestitures, and the effect of foreign currency translations) is
considered a non-GAAP financial measure. The definition of organic revenue we use may not be the same as similarly
titled measures used by other companies. Organic revenue should not be considered an alternative to any measure of
performance as promulgated under GAAP.
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Revenue by region
Three months ended September 30 Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change

United States $141,276  $124,998 13.0 % $407,681 $372,746 9.4 %
United Kingdom 15,190 14,148 7.4 % 46,071 41,316 11.5 %
Continental Europe 15,562 14,666 6.1 % 47,109 41,826 12.6 %
Australia 8,866 8,041 10.3 % 26,267 26,569 (1.1 )%
Canada 7,391 7,603 2.8 )% 22,599 23,151 2.4 )%
Asia 3,950 3,363 17.5 % 11,547 10,236 12.8 %
Other 871 663 314 % 2,382 1,922 23.9 %
Total International 51,830 48,484 6.9 % 155,975 145,020 7.6 %
Consolidated revenue $193,106 $173,482 11.3 % $563,656 $517,766 8.9 %

International revenue made up about 28% of our consolidated revenue in the first nine months of both 2014 and 2013.
About 60% of this amount is from Continental Europe and the United Kingdom; we also generate significant
international revenue from Australia and Canada.

Revenue from international operations rose $3.3 million, or 6.9%, in the third quarter. Excluding acquisitions and
foreign currency translations, revenue from international operations increased 5.5%, mainly reflecting growth in
Continental Europe and Australia.

For the first nine months of 2014, revenue from international operations was up $11.0 million, or 7.6%. Excluding
acquisitions and the positive effect of foreign currency translations, revenue from international operations increased
5.7%. Our operations in Continental Europe and Australia were the main contributors to the increase, followed by the
United Kingdom and Canada.

The table below presents a reconciliation from international revenue to international organic revenue (international
revenue excluding acquisitions, divestitures, and the effect of foreign currency translations):

Three months ended September 30  Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
International revenue $51,830 $48.484 6.9 % $155,975 $145,020 7.6 %
Less: acquisitions — — NMF (1,949 ) — NMF
Less: divestitures — — NMF — — NMF
Favorable effect of foreign currency

. (683 ) — NMF (762 ) — NMF
translations
International organic revenue $51,147 $48.484 5.5 % $153,264 $145,020 5.7 %

International organic revenue (international revenue excluding acquisitions, divestitures, and the effect of foreign
currency translations) is considered a non-GAAP financial measure. The definition we use for this measure may not
be the same as similarly titled measures used by other companies. International organic revenue should not be
considered an alternative to any measure of performance as promulgated under GAAP.
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Consolidated Operating Expense

Three months ended September 30 Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
Cost of revenue (1) $80,142 $72,422 10.7 %  $237,243 $198,499 19.5 %

% of revenue 41.5 % 41.7 % (0.2 ) pp 42.1 % 38.3 % 3.8 pp
Sales and marketing 26,761 22,774 17.5 % 83,138 78,789 5.5 %

% of revenue 13.9 % 13.1 % 0.8 pp 14.7 % 15.2 % (0.5 ) pp
General and 26,384 22,416 177 % 82926 77,863 65 %
administrative

% of revenue 13.7 % 12.9 % 0.8 pp 14.7 % 15.0 % (0.3 ) pp
Depreciation and 14,558 11,257 293 % 40336 33,858 191 %
amortization

% of revenue 7.5 % 6.5 % 1.0 pp 7.2 % 6.5 % 0.7 PP
Litigation settlement — — — 61,000 — —

% of revenue — % — % — pp 10.8 % — % 10.8 PP
(Tz‘;tg)operatmg CXPEMSE 9147845  $128,869 147 %  $504,643  $389,009 297 %

% of revenue 76.6 % T4.3 % 2.3 pp 89.5 % T75.1 % 14.4 PP

(1) We now include development expense in the cost of revenue category, which we previously referred to as cost of
goods sold. We have reclassified development expense to include it in cost of revenue for all periods presented. We
previously reported development expense as a separate operating expense category.

Separately, as a result of moving to a more centralized structure in the third quarter of 2013 (including new positions
created, changes in focus for some existing roles, and the refinement of employee cost categorizations), approximately
180 net positions shifted from the general and administrative and sales and marketing categories to cost of revenue.
For the first nine months of 2014 compared with the same period in 2013, these changes added approximately $14
million of compensation expense to cost of revenue, and reduced the compensation expense in our sales and
marketing and general and administrative expense categories by approximately $8 million and $6 million,
respectively. These changes did not affect our total operating expense or operating income for any of the periods
presented.

(2) Includes stock-based compensation expense of:

Three months ended September 30 Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
Stock-based compensation ¢ o, $3,416 449 %  $13253  $11,153 188 %
expense

% of revenue 2.6 % 2.0 % 0.6 pp 2.4 % 2.2 % 0.2 PP
(3) Includes bonus expense of:

Three months ended September 30 Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
Bonus expense $10,292 $10,528 2.2 )% $35,811 $30,682 16.7 %

% of revenue 5.3 % 6.1 % (08 ) pp 64 % 5.9 % 0.5 )
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Consolidated operating expense increased $18.9 million, or 14.7%, in the third quarter of 2014, and $115.6 million, or
29.7%;, in the first nine months of the year. The $61.0 million Business Logic litigation settlement expense contributed
the majority of the change in operating expense during the first nine months of 2014.

Higher compensation expense (including salaries, bonus, and other company-sponsored benefits) also contributed to
expense growth in both periods. We had approximately 3,800 employees worldwide as of September 30, 2014,
compared with 3,490 as of September 30, 2013. We hired about 300 additional employees year over year for product
and technology roles in the United States as well as data analysts based in India to support our existing business and
new initiatives. Headcount increased by about 100 because of the ByAllAccounts and HelloWallet acquisitions.
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Commission expense rose $1.8 million in the third quarter and $6.8 million in the first nine months of 2014, mainly
because we changed to a new sales commission structure that requires a different accounting treatment. We now
expense commissions as incurred instead of amortizing them over the term of the underlying contracts. However, we
are continuing to amortize the prepaid commission balance from our previous commission plan. We expect to incur
additional commission expense for the next several quarters because of this change.

Professional fees were up $0.5 million in the third quarter and $4.1 million in the first nine months of 2014, mainly
because of higher legal expense and consulting costs.

The expense growth in both periods was partially offset by a step up in capitalized software development, which
reduced operating expense. In the third quarter of 2014, we capitalized $2.9 million of software development costs
related to ongoing enhancements for some of our key platforms, including Morningstar Direct, Morningstar Advisor
Workstation, and Morningstar.com, as well as an additional $2.2 million of expense for new development of upgraded
software platforms. For the first nine months of 2014, we capitalized $13.6 million of software development expense,
including $7.2 million for ongoing enhancements of key platforms and an additional $6.4 million for new
development of upgraded software platforms.

Cost of revenue

Cost of revenue is our largest category of operating expense, representing about one-half of our total operating
expense. Our business relies heavily on human capital, and cost of revenue includes the compensation expense for
employees who produce our products and services. Compensation expense for approximately 80% of our employees
is included in this category. We now include development expense in this category and have reclassified development
expense to include it in cost of revenue for all periods presented.

Cost of revenue increased $7.7 million in the third quarter of 2014. Higher salary expense was the primary contributor
to the increase. Higher expense for other compensation and employee benefits driven by higher headcount also
contributed to the change in this category. Production expense for key products also increased.

For the first nine months of 2014, cost of revenue was up $38.7 million. Higher salary expense of $28.0 million was

the primary contributor to the increase (including an increase of approximately $14 million from the shift in expense
categories as a result of our move to a more centralized structure). Higher expense for bonus and other compensation
driven by higher headcount also contributed to the change in this category. Production expense for key products also
increased.

Partially offsetting these increases was an increase in capitalized software development, which reduced cost of
revenue in both periods. We capitalized $5.1 million of compensation expense associated with software development
activities in the third quarter of 2014 and $13.6 million in the first nine months of 2014. For comparison, we
capitalized $2.1 million of expense in the third quarter of 2013 and $5.9 million in the first nine months of 2013.

As a percentage of revenue, cost of revenue decreased by about 0.2 percentage points in the third quarter and
increased 3.8 percentage points in the first nine months of 2014, mainly because of additional employees included in
this category as well as new hires.

Sales and marketing

Sales and marketing expense increased $4.0 million in the third quarter of 2014. Higher sales commission expense of
$1.7 million (mainly reflecting of the change in sales commission plan discussed above) as well as higher salary
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expense of $1.3 million were the primary contributors to the increase.

For the first nine months of 2014, sales and marketing expense was up about $4.3 million. Sales commission expense
(mainly reflecting of the change in sales commission plan discussed above) and advertising and marketing expense
were the main reasons for this increase. These increases were offset by lower salary expense (including a decrease of
$8 million from the shift in expense categories discussed above) as well as lower costs for travel, training, telephone,
and conferences.

As a percentage of revenue, sales and marketing expense increased 0.8 percentage points in the third quarter of 2014
and decreased by 0.5 percentage points in the first nine months of the year.
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General and administrative

General and administrative (G&A) expense increased $4.0 million in the third quarter of 2014, mainly because of
higher rent and employee compensation expense.

For the first nine months of 2014, general and administrative expense was up $5.1 million. The increase mainly
reflects higher costs for professional fees, which was partially offset by lower salary costs included in this category
(including a decrease of $6 million from the shift in expense categories discussed above). In addition, we recorded a
credit of $1.5 million for damages received in connection with a legal matter in the first quarter of 2014, which
partially offset increases in legal and other professional fees. Rent expense as well as benefit costs also increased
during the first nine months of 2014.

As a percentage of revenue, G&A expense increased 0.8 percentage points in the third quarter of 2014 and decreased
0.3 percentage points in the first nine months of the year, mainly because of the shift in expense categories.

Depreciation and amortization

Intangible amortization expense increased $0.6 million in the third quarter of 2014, as additional amortization expense
for the intangible assets of HelloWallet and ByAllAccounts was largely offset by the completed amortization of
certain intangible assets from some previous acquisitions. However, depreciation expense rose $2.7 million in the
quarter, primarily driven by higher capital expenditures for computer software and incremental capitalized software
development costs for our operations in the United States.

For the first nine months of 2014, intangible amortization expense was up about $0.3 million, as certain intangible
assets from some previous acquisitions are now fully amortized. Depreciation expense increased by $6.2 million,
largely driven by the same factors that contributed to growth in depreciation in the third quarter of 2014.

We expect that amortization of intangible assets will be an ongoing cost for the remaining lives of the assets. We
estimate that aggregate amortization expense for intangible assets will be approximately $22.1 million in 2014 and
$22.3 million in 2015. Our estimates of future amortization expense for intangible assets may be affected by
additional acquisitions, dispositions, changes in the estimated average useful lives, and currency translations.

As a percentage of revenue, depreciation and amortization expense increased slightly in both the third quarter and first
nine months of 2014.

Litigation settlement
We recorded a $61.0 million litigation settlement expense in the second quarter of 2014 related to our agreement with
Business Logic. This settlement contributed the majority of the increase in operating expense for the first nine months

of 2014.

Consolidated Operating Income

Three months ended September 30 Nine months ended September 30
($000) 2014 2013 Change 2014 2013 Change
Operating income $45,261 $44.613 1.5 % $59,013 $128,757 (54.2 Y%
% of revenue 23.4 % 25.7 % (2.3 ) pp 10.5 % 24.9 % (14.4 ) pp
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Consolidated operating income increased $0.7 million in the third quarter of 2014, as revenue increased $19.6 million
and operating expense increased $18.9 million. Operating margin was 23.4%, down 2.3 percentage points compared
with the third quarter of 2013.

Consolidated operating income decreased $69.7 million in the first nine months of 2014 as revenue increased $45.9
million and operating expense increased $115.6 million. Operating margin was 10.5%, down 14.4 percentage points
compared with the first three quarters of 2013.
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The $61.0 million Business Logic litigation settlement was the biggest contributor to the decline in operating income
and operating margin in the first nine months of 2014. We also had higher salary and other compensation-related
expense from additional headcount, reflecting both new hires and employees added with the ByAllAccounts and
HelloWallet acquisitions.

Excluding the Business Logic litigation settlement, we reported adjusted operating income of $120.0 million for the
first nine months of 2014, a decrease of 6.8%. Adjusted operating income is a non-GAAP measure; the table below
shows a reconciliation to the comparable GAAP measure.

We present adjusted operating income (operating income excluding the Business Logic litigation settlement) to show
the effect of this charge, better reflect period-over-period comparisons, and improve overall understanding of our

current and future financial performance.

Three months ended September 30  Nine months ended September 30

($000) 2014 2013 Change 2014 2013 Change
Operating income (loss) $45,261 $44613 1.5 % $59,013 $128,757 (54.2 )%
Less: litigation settlement — — — 61,000 — —

Adjusted operating income $45,261 $44613 1.5 % $120,013 $128,757 (6.8 )%

Excluding the Business Logic litigation settlement, we reported an adjusted operating margin of 21.3% for the first
nine months of 2014, a decrease of 3.6 percentage points. Adjusted operating margin is a non-GAAP measure; the
table below shows a reconciliation to the comparable GAAP measure.

We present adjusted operating margin (operating margin excluding the Business Logic litigation settlement) to show
the effect of this charge, better reflect period-over-period comparisons, and improve overall understanding of our
current and future financial performance.

Three months ended September 30 Nine months ended September 30
($000) 2014 2013 Change 2014 2013 Change
Operating margin 234 % 25.7 % (2.3 ypp 10.5 % 24.9 % (14.4 )pp
Less: litigation settlement — % — % — pp 10.8 Y% — % 10.8 PP
Adjusted operating margin 23.4 % 25.7 % (2.3 )pp 21.3 % 24.9 % (3.6 )pp

Equity in Net Income of Unconsolidated Entities, Non-Operating Income (Expense), and Income Tax Expense
(Benefit)

Equity in net income of unconsolidated entities

Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Equity in net income of unconsolidated entities $337 $315 $1,433 $1,172

Equity in net income of unconsolidated entities includes our portion of the net income (loss) of Morningstar Japan
K.K. (MJKK), YCharts, Inc., and Inquiry Financial Europe AB. In the first four months of 2013, this category also
included our portion of the net income (loss) of Morningstar Sweden. In May 2013, we acquired an additional 76%
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interest in Morningstar Sweden, increasing our ownership interest to 100%. Because Morningstar Sweden is now a
wholly owned subsidiary, we no longer account for our investment using the equity method.

Equity in net income of unconsolidated entities is primarily from our position in MJKK.
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Non-operating income (expense)

Three months ended September Nine months ended September

30 30
($000) 2014 2013 2014 2013
Interest income $658 $673 $2.,021 $2,180
Interest expense (143 ) (43 ) (287 ) (145 )
Gain (loss) on sale of investments, net 158 42 ) 505 1,106
Holding gain upon acquisition of additional
ownership of equity and cost method investments (78 ) 5,168 3,635
Other income (expense), net (971 ) 261 (942 ) (1,949 )
Non-operating income (loss), net $(298 ) $771 $6,465 $4,827

Interest income mainly reflects interest from our investment portfolio. Interest expense mainly relates to the
outstanding principal balance on the credit facility we established in the third quarter of 2014.

Non-operating income for the first nine months of 2014 includes the $5.2 million gain we recorded with our purchase
of the remaining ownership interest in HelloWallet, which was previously a minority investment. Non-operating
income for the first nine months of 2013 includes the $3.6 million gain we recorded with our purchase of the

remaining ownership interest in Morningstar Sweden, which was previously a minority investment.

Other income (expense), net also includes foreign currency exchange gains and losses arising from the ordinary course
of business related to our U.S. and non-U.S. operations and royalty income from MJKK.

Income tax expense
The following table shows our effective tax rate:

Three months ended September  Nine months ended September

30 30
($000) 2014 2013 2014 2013
.Income before income taxes qu equity in net $44.963 $45.384 $65.478 $133.584
income of unconsolidated entities
Equity in net income of unconsolidated entities 337 315 1,433 1,172
Net loss attributable to the noncontrolling 29 29 64 93
interest
Total $45,329 $45,728 $66,975 $134,849
Income tax expense $15,149 $14,265 $20,188 $42.647
Effective tax rate 334 % 31.2 % 30.1 % 31.6 %

Our effective tax rate in the third quarter of 2014 was 33.4%, an increase of 2.2 percentage points compared with
31.2% in the prior-year period. The increase primarily reflects deferred income tax benefits and additional tax credits
and incentives that were recognized in the prior-year period.

During the first nine months of 2014, we reported income before income taxes and equity in net income of
unconsolidated entities of $65.5 million, which included litigation settlement expense of $61.0 million that is
deductible for tax purposes. In the same period, we realized a $5.2 million non-taxable gain in connection with the
purchase of the remaining ownership interest in HelloWallet. Because of these two items, we reported an income tax
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expense of $20.2 million, which is equivalent to a 30.1% effective tax rate. This rate is lower than the statutory rate
mainly because of the non-taxable gain of $5.2 million.
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Liquidity and Capital Resources

We believe our available cash balances and investments, along with cash generated from operations and our line of
credit, will be sufficient to meet our operating and cash needs for at least the next 12 months. We invest our cash
reserves in cash equivalents and investments. We maintain a conservative investment policy for our investments. We
invest a portion of our investments balance (approximately $21.2 million, or 55% of our total investments balance as
of September 30, 2014) in proprietary Morningstar portfolios, exchange-traded funds that seek to track the
performance of certain Morningstar proprietary indexes, and various mutual funds. These portfolios may consist of
stocks, bonds, options, mutual funds, or exchange-traded funds.

Approximately 34% of our cash, cash equivalents, and investments as of September 30, 2014 was held by our
operations in the United States, down from about 51% as of December 31, 2013. We do not expect to repatriate
earnings from our foreign subsidiaries in the foreseeable future. We have not recognized deferred tax liabilities for the
portion of the outside basis differences (including unremitted earnings) relating to foreign subsidiaries because the
investment in these subsidiaries is considered to be permanent in duration. Quantification of the deferred tax liability
associated with these outside basis differences is not practicable.

We intend to use our cash, cash equivalents, and investments for general corporate purposes, including working
capital and funding future growth.

Cash provided by operating activities is our main source of cash. In the first nine months of 2014, cash provided by
operating activities was $75.3 million, driven by $85.9 million of net income, adjusted for non-cash items, partially
offset by $10.6 million in changes from our net operating assets and liabilities.

As of September 30, 2014, we had cash, cash equivalents, and investments of $227.8 million, a decrease of $70.8
million compared with $298.6 million as of December 31, 2013. The decrease reflects $64.4 million used for the
acquisitions of ByAllAccounts and HelloWallet, $61.0 million for the Business Logic litigation settlement payment,
$42.8 million of capital expenditures, $42.1 million used to repurchase common stock through our share repurchase
program, and bonus payments of $39.8 million made during the first quarter of 2014 related to the 2013 bonus. These
outflows were partially offset by cash provided by operating activities and the $30.0 million drawn on the credit
facility described below.

In July 2014, we established a $75.0 million single-bank revolving credit facility in the United States, which we intend
to use for general corporate purposes. We drew on this credit facility during the third quarter of 2014 and had an
outstanding principal balance of $30.0 million as of September 30, 2014 at an interest rate of LIBOR plus 100 basis
points, leaving borrowing availability of $45.0 million.

In the first nine months of 2014, we also paid dividends of $22.9 million. In September 2014, our board of directors
approved a payment of a regular quarterly dividend of 17.0 cents per share payable on October 31, 2014 to
shareholders of record as of October 10, 2014.

In December 2013, our board approved a $200.0 million increase to our share repurchase program, bringing the total
amount authorized under the program to $700.0 million. We may repurchase shares from time to time at prevailing
market prices on the open market or in private transactions in amounts that we deem appropriate. In the first nine
months of 2014, we repurchased a total of 0.6 million shares for $45.8 million, of which $3.7 million was settled and
paid early in the fourth quarter of 2014. As of September 30, 2014, we have repurchased a total of 7.7 million shares
for $495.6 million since we announced the share repurchase program in September 2010.
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We expect to continue making capital expenditures in 2014, primarily for internally developed software, leasehold
improvements for new and existing office locations, and computer hardware and software.
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Consolidated Free Cash Flow

As described in more detail above, we define free cash flow as cash provided by or used for operating activities less
capital expenditures.

Three months ended September 30 Nine months ended September 30
($000) 2014 2013 Change 2014 2013 Change
Sij&gg“ded by operating $8,600  $47,078 (817 )%  $75288  $132213 (431 )%
Capital expenditures (11,957 ) (9,069 ) 31.8 % 42,7756 ) (27,950 ) 53.0 %
Free cash flow $(3,357 ) $38,009 (108.8 )% $32,532 $104,263 (68.8 )%

We generated negative free cash flow of $3.4 million in the third quarter of 2014, a decrease of $41.4 million
compared with positive free cash flow of $38.0 million in the third quarter of 2013. The change reflects a $38.5
million decline in cash provided by operating activities, which was negatively impacted by the $61.0 million Business
Logic litigation settlement payment, as well as a $2.9 million increase in capital expenditures.

In the first nine months of 2014, we generated free cash flow of $32.5 million, a decrease of $71.7 million compared
with free cash flow of $104.3 million in the same period of 2013. The decrease reflects a $56.9 million decline in cash
provided by operating activities (including the $61.0 million Business Logic litigation settlement payment), as well as
a $14.8 million increase in capital expenditures.

Application of Critical Accounting Policies and Estimates
We discuss our critical accounting policies and estimates in Item 7. Management’s Discussion and Analysis of
Financial Condition and Results of Operations, included in our Annual Report on Form 10-K for the year ended

December 31, 2013, as filed with the SEC on February 28, 2014. We also discuss our significant accounting policies
in Note 2 of our Audited Consolidated Financial Statements included in our Annual Report.

41

68



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

Table of Contents
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 sales plans entered into by our directors and executive officers that were in effect as of October 15, 2014:

Number
Number of of Shares
Sold .
Date of Plan Shares nder the Projected
Name and Position Termination to be Timing of Sales under the Plan u Beneficial
Plan Plan .
Date Sold under Ownership (1)
through
the Plan
October
15,2014
Chervl Francis Shares to be sold under the
) y 5/15/2014 12/31/2014 6,220 plan if the stock reaches — 17,023
Director . .
specified prices
Steve Kaplan 2/26/2014 12/10/2014 4,000 Shares to be soldunder the 35 49 345
Director plan on specified dates

Shares to be sold under the

Jack Noonan plan if the stock reaches

11/15/2012 5/2/2015 24,000 21,000 60,523

Director specified prices

Richard Robbins Shares to be sold under the

General Counsel 7082014 1312015 4,000 plan ‘1f. the sFock reaches o 16,281
and Corporate specified prices

Secretary

(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 the Rule 10b5-1 sales plans identified above. This information
reflects the beneficial ownership of our common stock on September 30, 2014, and includes shares of our common
stock subject to options that were then exercisable or that will have become exercisable by November 29, 2014 and
restricted stock units that will vest by November 29, 2014. The estimates do not reflect any changes to beneficial
ownership that may have occurred since September 30, 2014. Each director and executive officer identified in the
table may amend or terminate his or her Rule 10b5-1 sales plan and may adopt additional Rule 10b5-1 plans in the
future.

Item 3. Quantitative and Qualitative Disclosures about Market Risk

Our investment portfolio is actively managed and may suffer losses from fluctuating interest rates, market prices, or
adverse security selection. We invest our investment portfolio mainly in proprietary Morningstar portfolios and
exchange-traded funds that seek to track the performance of certain Morningstar proprietary indexes, and various
mutual funds. As of September 30, 2014, our cash, cash equivalents, and investments balance was $227.8 million.
Based on our estimates, a 100 basis-point change in interest rates would not have a material effect on the fair value of
our investment portfolio.
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We are subject to risk from fluctuations in foreign currencies from our operations outside of the United States. Our
European operations are subject to currency risk related to the euro. 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
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under the Exchange Act is accumulated and communicated to management, including the chief executive officer and
chief financial officer, as appropriate, to allow timely decisions regarding required disclosure.

We 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 defined in Rules 13a-15(e) and 15d-15(e) of the Securities Exchange Act of 1934, as of

September 30, 2014. Based on that evaluation, our chief executive officer and chief financial officer concluded that
our disclosure controls and procedures are effective to provide reasonable assurance that information 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 and is accumulated and communicated to management, including the chief executive officer and
chief financial officer, as appropriate, to allow timely decisions regarding required disclosure.

(b)Changes in Internal Control Over Financial Reporting

There were no changes in our internal control over financial reporting during the quarter ended September 30, 2014
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 12, 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, 2013.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

Issuer Purchases of Equity Securities*

The following table presents information related to repurchases of common stock we made during the three months
ended September 30, 2014:

Total number Approximate
dollar value of
of shares
Total number Average shares that
. . . purchased as
Period: of shares price paid : may yet be
part of publicly
purchased per share purchased
announced
rograms (1) under the
prog programs (1)
Cumulative through June 30, 2014 7,557,807 $64.36 7,557,807 $213,495,903
July 1, 2014 — July 31, 2014 — — — $213,495,903
August 1, 2014 — August 31, 2014 — — — $213,495,903
September 1, 2014 — September 30, 2014 133,851 68.18 133,851 $204,367,514
Total 7,691,658 $64.43 7,691,658

* Subject to applicable law, we may repurchase shares at prevailing market prices directly on the open market or in
privately negotiated transactions in amounts that we deem appropriate.

We have an ongoing authorization, originally approved by our board of directors in September 2010, and
(1) subsequently amended, to repurchase up to $700 million in shares of our outstanding common stock. The
authorization expires on December 31, 2015.

Item 6. Exhibits

Incorporated by reference to Exhibit Index included herewith.
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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: October 30, 2014 By: /s/ Stéphane Bichler
Stéphane Biehler
Chief Financial Officer
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EXHIBIT INDEX
Exhibit No  Description of Exhibit
3114 Certification of Chief Executive Officer pursuant to Rule 13a-14(a) and 15d-14(a) of the Securities
) Exchange Act of 1934, as amended
312+ Certification of Chief Financial Officer pursuant to Rule 13a-14(a) and 15d-14(a) of the Securities
) Exchange Act of 1934, as amended
3014 Certification of Chief Executive Officer Pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906
' of the Sarbanes-Oxley Act of 2002
322+ Certification of Chief Financial Officer Pursuant to 18 U.S.C. 1350, as adopted pursuant to Section 906
' of the Sarbanes-Oxley Act of 2002
The following financial information from Morningstar Inc.’s Quarterly Report on Form 10-Q for the
quarter ended September 30, 2014, filed with the SEC on October 30, 2014 formatted in XBRL:
101+ (1) Condensed Consolidated Statements of Income, (ii) Condensed Consolidated Statements of
Comprehensive Income (iii) Condensed Consolidated Balance Sheets, (iv) Condensed Consolidated
Statement of Equity, (v) Condensed Consolidated Statements of Cash Flows and (vi) the Notes to
Unaudited Condensed Consolidated Financial Statements
1 Filed herewith.
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