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This paper o�ers the �rst comprehensive analysis of legal change in the protection of shareholder
and creditor rights in transition economies and its impact on the propensity of �rms to raise
external �nance. Following La Porta et al. (1998), the paper constructs an expanded set of legal
indices to capture a range of potential con�icts between di�erent stakeholders of the �rm. It
supplements the analysis of the law on the books with an analysis of the e�ectiveness of legal
institutions. Our main �nding is that the e�ectiveness of legal institutions has a much stronger
impact on external �nance than does the law on the books, despite legal change that has
substantially improved shareholder and creditor rights. This �nding supports the proposition that
legal transplants and extensive legal reforms are not su�cient for the evolution of e�ective legal
and market institutions.
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