
SUMMARY

In the ever-evolving world of finance, over-the-counter (OTC) derivatives are the hidden gems within portfolios of savvy managers, 

offering both complexity and opportunity. Initially developed to meet specific hedging needs, OTC derivatives have grown 

significantly in both volume and importance, now playing a crucial role in global finance. These instruments offer the unique ability to 

tailor financial contracts to the precise requirements of individual counterparties. This is a feature that is increasingly sought after in a 

market where standardization often falls short of meeting nuanced strategic objectives. 

While this customization brings strategic advantages, it also introduces a unique set of challenges that need to be carefully managed. 

This paper explores the intricacies of these challenges—particularly in pricing, operations, and risk management—and offers practical 

solutions and best practices for navigating them.

PRICING

Challenges:

One of the most complicated aspects of managing OTC derivatives is the nuanced process of pricing and valuation. 

Because these contracts are customized, they sometimes challenge the conventional pricing models used for 

standardized products. This can lead to significant difficulties in determining accurate values, potentially compromising 

the effectiveness of the overall strategy. Inaccurate valuations may result in misguided decisions regarding hedging, 

portfolio allocation, and risk management.

Solutions:

To address this, firms should develop bespoke valuation models that cater to the characteristics of each contract, 

ensuring more precise pricing. Continuous market analysis that is supported by automated systems, but regularly 

adjusted by people is crucial. They help to keep valuations aligned with current market dynamics and emerging risks.

OPERATIONS

Challenges:

While accurate pricing is important, the operational complexities that go with the customization of OTC derivatives 

cannot be overlooked. The distinct features of each contract can complicate trade processing, settlement, and 

reconciliation, often requiring manual interventions that increase the risk of errors and inefficiencies. 

Solutions:

To combat these issues, firms should invest in robust documentation practices and automation technologies. While the 

customization of OTC derivatives presents challenges to automation, there are still key areas where automation can bring 

substantial benefits. 
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OPERATIONS (continued)

Solutions:

Processes like trade capture, confirmations, settlement, and risk monitoring can 

be automated to reduce operational risks and increase efficiency. By automating 

these aspects, firms can better manage the complexities of customized contracts 

and scale their operations more effectively.

RISK MANAGEMENT

Challenges:

Risk management becomes significantly more complex with customized OTC 

derivatives. Each individual contract carries its own set of risks, influenced by 

unique terms, underlying assets, and conditions. This variability can cause 

traditional risk management models to be inadequate. 

Solutions:

To effectively manage these risks, firms should implement a comprehensive risk 

management framework that includes regular stress testing and scenario 

analysis. Advanced analytics and risk modeling techniques, supported by 

products like Bloomberg's PORT and MSCI's Risk Manager, provide insights into 

the risks of each contract, helping with informed decision-making. While these 

tools automate much of the analysis, manual oversight is still needed to 

customize models and interpret results effectively.

HOW MERADIA CAN HELP

While customization in OTC derivatives presents significant challenges in pricing, 

operations, and risk management, these can be mitigated through tailored 

solutions and industry best practices. With over twenty-five years of industry 

experience and deep expertise in products, systems, and industry best practices, 

Meradia has the necessary skills to help your organization navigate the complex 

world of OTC derivative operations. Meradia can provide specialized expertise in 

OTC derivatives trading operations and help to tailor solutions for risk 

management and compliance. We also have the expertise to assist with 

technology integration and automation services to help your firm achieve its 

goals. 
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David Raza, a seasoned financial 

services professional known for his 

precision and client-centric approach, 

brings 6+ years of derivatives focused 

expertise from roles servicing multiple 

clients. He adeptly manages Over-The-

Counter (OTC) products, including 

trade settlements, amendments, cash 

management, and reset 

reconciliations, within hedge funds and 

asset managers/owners. David has led 

teams handling high-volume OTC 

portfolios, driving operational 

efficiency through the creation of 

innovative automated solutions. His 

extensive experience in derivatives 

underscores his ability to navigate 

complex financial instruments with 

precision and expertise. Adding to that 

his effective leadership skills with 

proven experience training and 

leading teams he is a strong asset to 

an organization's success.

The Customization Conundrum: Navigating the Challenges of

OTC Derivatives

meradia.com | info@meradia.com


	Slide 1
	Slide 2

