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IV. Operating Income Growth when Return on 
Capital is Changing

¨ When the return on capital is changing, there will be a 
second component to growth, positive if the return on 
capital is increasing and negative if the return on capital 
is decreasing.

¨ If ROCt is the return on capital in period t and ROC t+1 is 
the return on capital in period t+1, the expected growth 
rate in operating income will be:
Expected Growth Rate  = ROC t+1 * Reinvestment rate 

+(ROC t+1 – ROCt) / ROCt

¨ In general, if return on capital and margins are changing 
and/or expected to change at a company, you are 
better off not using any of the sustainable growth 
equations to estimate growth.

Aswath Damodaran

186



187

The Value of Growth

Expected growth = Growth from new investments + Efficiency growth
= Reinv Rate * ROC + (ROCt-ROCt-1)/ROCt-1

Assume that your cost of capital is 10%. As an investor, rank these 
firms in the order of most value growth to least value growth.
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Estimating Growth when Operating Income is 
Negative or Margins are changing

¨ All of the fundamental growth equations assume that the firm has a 
return on equity or return on capital it can sustain in the long term.

¨ When operating income is negative or margins are expected to change 
over time, we use a three-step process to estimate growth:
¤ Estimate growth rates in revenues over time

n Determine the total market (given your business model) and estimate the 
market share that you think your company will earn.

n Decrease the growth rate as the firm becomes larger
n Keep track of absolute revenues to make sure that the growth is feasible

¤ Estimate expected operating margins each year
n Set a target margin that the firm will move towards
n Adjust the current margin towards the target margin

¤ Estimate the capital that needs to be invested to generate revenue growth and 
expected margins
n Estimate a sales to capital ratio that you will use to generate reinvestment needs 

each year.
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1. Revenue Growth
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Airbnb: Total Market 
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In its prospectus, Airbnb has expanded its estimate of market potential to $3.4 trillion, as 
evidenced in this excerpt from the prospectus:

We have a substantial market opportunity in the growing travel market and experience 
economy. We estimate our serviceable addressable market (“SAM”) today to be $1.5 
trillion, including $1.2 trillion for short-term stays and $239 billion for experiences. We 
estimate our total addressable market (“TAM”) to be $3.4 trillion, including $1.8 trillion 
for short-term stays, $210 billion for long-term stays, and $1.4 trillion for experiences.
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Airbnb: Market Share
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2. Target Margins (and path there)…
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Airbnb in November 2020: Growth and 
Profitability
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3. Sales to Invested Capital: A Pathway to 
estimating Reinvestment
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Airbnb: Reinvestment and Profitability
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