	Although the quarter was strong, Microsoft's management has important internal and external challenges to address. The stream of executive departures continues, with server and tools president Bob Muglia the latest key executive to announce that he's leaving. This continuing executive brain drain from solidly performing divisions raises questions about the firm's leadership and strategic direction. On the competitive front, Microsoft appears to be about two years away from a response to Apple's AAPL successful iPad tablet, which could threaten Windows' share of the low end of the mobile computing market. Any potential near-term share losses at the low end of the market will probably be immaterial to Microsoft's earnings power; more concerning are the longer-term implications for the stickiness of the Windows operating system. As consumers get trained on tablets and smartphones based on Apple's iOS and Google's GOOG Android operating systems, they could become more willing to switch to alternative operating systems for their primary computing devices. The longer Microsoft stays out of the tablet market, the greater the risks to the Windows franchise in the long run.
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	The disruptive change brought about by cloud computing will challenge Microsoft's core Windows and Office franchises, but it will also present the firm with an opportunity to capture a larger share of enterprise IT spending.

Cloud computing is a singular threat to Microsoft because it allows users to access their information and applications from a multitude of hardware and software platforms. This strikes directly at the Windows platform, which is the foundation of Microsoft's moat. We have already seen early evidence of the cloud's effects in the consumer market, such as the resurgence of Apple's Macintosh and the growing popularity of new devices like the iPad. While we expect Microsoft to earn substantial profits from Windows and Office for many years to come, the arrival of alternatives will begin to erode the company's desktop-based moat.

A cloud computing world does challenge Microsoft, but it also presents new opportunities. Microsoft is one of the few firms with the financial and technical resources to build the massive datacenters that form the fabric of the cloud. In addition, Microsoft's existing ecosystem of third-party software developers is a valuable asset that helps get its Azure cloud computing platform off to a running start. If Microsoft can build Azure into a dominant cloud platform, a new avenue of growth will be opened, as the company moves from a being a mere software vendor to a provider of the entire enterprise IT infrastructure. Cloud datacenters can reap massive scale economies in hardware and personnel costs, and this is value that Microsoft can extract for shareholders.

On the other hand, Microsoft has thus far been reluctant to fully embrace the software-as-a-service model that is enabled by cloud computing. Understandably, the firm wants to protect the cash cows of Windows and Office, but this may prove to be a handicap against competitors unconstrained by the need to protect legacy assets. For example, Google Apps is currently priced at roughly half of Microsoft's hosted Exchange e-mail service.


