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Abstract: Financial institutions failure or weakness can have both micro and macro system externalities and this
makes it necessary to supervise financial institutions of government. However, different system of financial
supervision will cause different moral hazards of financial institutions; and the relation is studied in this paper, through
expansion of the stylized model. Our conclusion is: Supervision aims at financial institutions security can effective
contain moral hazard of financial institutions. Though supervision aiming for blocking contagion, such as financial
safety net, can set up a firewall between institutions, but will induce moral hazard of financial institutions, making the
accumulation of risk at source. Comparative analysis also shows that explicit safety net is effective than implicit one,

and liabilities structure of financial institutions also matters.

Keywords: Financial Safety; Moral Hazard; Supervision; Financial Safety Net; Liabilities Structure
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