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Abstract; Financial derivatives, especially OTC derivatives have posted great challenge to civil law
counties, with the most notable example being the conflict between traditional civil and
commercial law ideology and the derivative transaction customs represented by ISDA master
agreement. The current theory attributes the conflict to such factors as common law versus civil
law, exchange derivates versus OTC derivatives, and the real economy versus virtual economy.
That explanation has ignored the common use of derivatives as the risk management tools for
businesses in both common law and civil law countries, nor does it take into account the fact that
derivatives, as financial contracts, are based on such legal rules as contract law, security law and
SO on.

The authors of this paper try to explain derivatives with legal logic rather than market
language. Starting from the essential characteristics of the derivative contract, i. e. , “contracting
right now but performing in the future”, the paper explores the specific risk inherent in the
contract and illuminates the response from the market to control the risk. The controversial issues
such as gambling contract may be attributed to the future performance element of derivatives. The
transaction customs represented by ISDA agreement and the Exchange rules reflect the effort of
market participant, given the absence of legal rules, to post disincentive on the parties for the
breach of contract. Therefore, there is no difference between the OTC and exchange derivative,
or between common law and civil law. The paper then builds a framework to analyze the legal
issues around derivatives from contracting, performance to information disclosure and regulation.
It ends with a call for the traditional civil and commercial law to accept the new kind of contract in
order to provide a robust legal base for derivative transaction.

Key Words: derivative, derivative transaction custom, civil and commercial law, contract
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