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Abstract

This paper presents a real options approach to the valuation of modular
projects, focusing on the value of splitting. Building upon the ? approach to
modularity, it proposes a more general model, which includes the possibility
of delaying the option to split, the effect of the correlations, between the
system and the modules, on the value of modularity. It also assumes a
multi-staged product development. We study the impact of some of the
variables which influence the optimal modular strategy, showing that value
can be increased by modularisation depending on the relative values, costs
and risk of each modular configuration. When the modules are perfectly
correlated with each other and with the system and have an identical risk,
there is no incentive to modularise, unless there is a ”size” advantage, related
to lower costs or higher values of the modules. The effects of the correlations
on the value of modularity, depends on the relative risks of the system and
the portfolio of modules. A significant part of the value added by modularity
is related to the option to choose the best of an interconnected system and
a portfolio of modules: when they are all required to be implemented, this
is similar to the option to choose the best of two alternative systems. In our
view, this cannot be attributed to modularity and, thus, we analyse the "net
value” of splitting, which is the difference between the value of a modular
project and the value of the project with the option mentioned above.

*We acknowledge the support of the Portuguese Foundation for Science and Technology
- Project POCTI/GES/46947/2002. We would like to thank our colleague Nelson Areal
for his assistance and comments.

fCorresponding author. Assistant Lecturer in Finance. Management Research Unit -
School of Economics and Management - University of Minho - 4710-057 Braga - Por-
tugal. Phone: +351 253 604 564, Fax: +351 253 289 724. E-mail address: ar-
tur.rodrigues@eeg.uminho.pt.

tProfessor of Finance. Management Research Unit - School of Economics and Man-
agement - University of Minho. E-mail address: rarmada@eeg.uminho.pt.



