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Summary Opinion

The French social insurance system — encompassing the country’s unemployment insurance
system (UIS) and its social security system (SSS) — is faced with soaring debt levels that will
likely double by 2012, as persistent financing deficits over the past two decades have been
exacerbated by the financial crisis. In Moody’s view, however, this does not challenge the
Aaa ratings of the main agencies in charge of financing France’s Social Insurance System as
(i) the sovereign rating remains their key driver and (ii) France’s Aaa rating remains stable
despite its public debt ratios being impacted.

»  Moody’s rates the three main agencies participating in the financing of the social
insurance system, ACOSS, CADES and Unedic, which all have Aaa/P-1 ratings, with
stable outlooks.

»  In Moody’s view, growing deficits do not have a direct impact on the credit risk of
France’s social insurance system, whose ratings are viewed as equivalent to that of the
sovereign (Aaa, stable). ACOSS, CADES and Unedic will maintain their Aaa/P-1
ratings as long as their missions and status remain unchanged.

»  Although the debt of the social insurance system forms part of France’s public debt, an
anticipated rise in debt is unlikely to be sufficient to impact France’s Aaa sovereign
rating, at least in the medium term; as a result, the Aaa rating of France’s social
insurance system remains unchallenged.
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Challenges, but stable Aaa ratings

Financial pressure does not threaten Aaa ratings of social insurance agencies, viewed as
credit linked to the sovereign

The three entities that play a key role in France’s social insurance system, CADES, ACOSS and
Unedic, have the same Moody’s rating as that assigned to the French government (i.e. Aaa) based on
the state’s commitment to honouring these entities” debt obligations, which is not meaningfully
different from its commitment to honouring its own financial obligations.

This view is underpinned by (i) the nature of the legal arrangements that bind the state and social
security institutions; this is inherent in either their EPA (Ewmblissement Public & caractére Administratif)
status (in the case of ACOSS and CADES) or in the form of a contractual long-term relationship (in
the case of Unedic); (ii) the deep involvement of the government in the operation of social insurance
schemes; and (iii) the critical role that social insurance institutions play in the delivery of the
government's social policies. In the near term at least, Moody's envisages that the government would
extend its full support, in one form or another, to CADES, ACOSS or Unedic if it were required.

Moreover, any rating assessment of the social insurance system needs to also take into account the
government's own balance sheet; some social debt is included in the central government’s debt
accounts. More generally, social debt is included in the broader aggregate of government debt (the
Maastricht definition of public debt), which is used by Moody's to assess sovereign creditworthiness.

Anticipated rise in social debt is unlikely to affect France's Aaa, at least in the medium
term

Moody's notes that the affordability of public debt (defined as the ratio of interest payments to the
revenue of the central government) in France is weakening (i.e. the ratio is rising), but remains
consistent with a Aaa rating' under the most plausible scenarios.
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Please refer to Moody’s Special Comment entitled Aaa Sovereign Monitor, March 2010.
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Although Moody's does not expect France's Aaa sovereign rating to experience pressure in the near
term, we note that an unchecked rise in social debt coupled with the absence of an appropriate policy
response would result in a further deterioration in France's public debt metrics. It would also suggest
that France's debt 'reversibility' (i.e. the ability of the government to repair the balance sheet of the
public sector after a shock) is even more limited than currently estimated. This would further reduce
France's still substantial, albeit diminishing, 'distance-to-downgrade'.

French Social Insurance: a highly supportive system

French social insurance provides compulsory and universal protection

The social insurance system guarantees all French residents the necessary means to ensure decent living
conditions for themselves and their families. The SSS is divided into four branches, each providing
protection and compensation against hazards linked to (i) health; (ii) workplace accidents and illnesses;
(iii) old age and widowhood (pensions); and (iv) family. Protection against unemployment or loss of
employment (UIS) is a separate entity apart from the SSS but has been part of the overall French
welfare system since 1958. All French residents are obliged to be members of both the SSS and the
UIS, and are therefore required to contribute financially to both systems.

The central government is the ultimate decision-maker with regard to the rules governing the SSS and
UIS, in that it decides the criteria and processes by which beneficiaries receive payments and the
various system entities are financed, in collaboration with employers’ representatives and employees’
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unions.

Agencies benefit from a high degree of supervision from the state

There are a number of agencies taking part in the organisation, implementation and financing of the
French social insurance system. The architecture reflects a series of reforms initiated in 1945, with the
aim of involving representatives of both employers and employees in the management of social
insurance. There are three large players: the Agence Centrale des Organismes de Sécurité Sociale
(ACOSS), the Caisse d’Amortissement de la Dette Sociale (CADES) and Unedic (or Union Nationale
pour 'Emploi dans I'Industrie et le Commerce).

» ACOSS manages cash flows related to the payment of benefits and also has the power to collect
social insurance contributions and taxes on behalf of the General Regime’. Given its status,
ACOSS operates under dual oversight by the Ministry of Economy and Finance and the Ministry
of Health. These supervisory authorities appoint ACOSS’s executive director, approve every
decision of ACOSS’s board of directors, have permanent representatives on this board and receive
daily reporting on ACOSS’s cash position. Every year, as part of the drawing-up of the general
social security budget law (for year N+1), the state sets an annual limit (plafond de resources non
permanents) on the amount of short-term debt that ACOSS is allowed to assume. This limit
corresponds to the maximum deficit that the General Regime of the SSS is expected to incur
during the year N+1.

»  CADES was created by the French government in 1996 with the primary purpose of assuming the
accumulated deficits of the General Regime — i.e. ACOSS’s short-term debt — by resorting to

Legal arrangements can be found in the Social Security Code and in general social security budget laws
> The General Regime applies to salaried employees and assimilated workers, it covers 80% of the population. In addition to this, some specific regimes, such as the

regimes for independent and agricultural workers, remain despite an historical consolidation. . Together they form the Social Security System (SSS).
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long-term borrowings. In order to redeem this debt while simultaneously covering interest charges
and CADES’s operating costs, it was endowed with a dedicated tax resource in the form of the
CRDS (Contribution au Remboursement de la Dette Sociale or Contribution to the Repayment of
Social Security Debt). As an EPA, CADES operates under the dual authority of the Ministry of
Economy and Finance and the Ministry of Health. In addition to the supervisory responsibilities
described above relating to ACOSS, it is worth noting that all transfers of debt to CADES must
be agreed by a vote of parliament as part of the rules governing the LESS. Moreover, CADES’s
board of directors is responsible for approving its debt issuance programme before being
submitted for formal approval by the Ministry of Economy and Finance each year.

»  Unedic is a not-for-profit entity created under France’s “1901 association law” in 1958, and is
responsible for the management of the UIS. It is jointly managed by the major employers’
representatives and unions representing employees in France. Unlike EPAs, Unedic benefits from
greater autonomy from the state, which does not exercise a formal administrative oversight
(tutelle). However, Unedic is subject to a strict code of operation, which stipulates that the rules
governing benefits and contributions under the UIS have to be agreed by the state and must result
in Unedic enjoying a balanced financial position.

Compulsory contributions levied on salaries form bulk of system resources

The social insurance system’s revenues derive from social insurance contributions based on wages (paid
by employers and employees) and national taxes (largely levied on wages), of which the key tax is the
CSG.* According to the French National Institute of Statistics and Economic Studies (INSEE), social
insurance contributions for the entire social insurance system (i.e. the UIS and SSS) totalled €304
billion in 2008 (providing 68% of the system’s total revenue), while national taxes provided €129
(29% of total revenue).

Accumulating Deficits Are Expected to Lead to Rising “Social Debt" Risk

System has reported persistent deficits over the past two decades

According to a report by the French Audit Board of Social Security (Commission des comptes de la
Sécurité Sociale), the General Regime has recorded only three annual surpluses’® over the past two
decades (1990-2008). During that time frame, deficits averaged €6 billion annually. Moreover, most
recent data indicates that these deficits have widened to approximately €10 billion per year. The UIS
has achieved a more balanced performance overall; between 1990 and 2008, its annual deficit averaged
approximately €250 million, achieving a balanced position on eight occasions.

The differences between the financial health of the two systems are related less to revenue fluctuations
(as both are sensitive to changes in the economic cycle)® and more to changes in their expenditure.
UIS’s expenditure, largely benefits to the unemployed, tends to accelerate during economic downturns
and decelerate or even fall during upturns. As a result, its financial position typically improves during
times of economic expansion and deteriorates during recessionary periods. Despite the apparent
asymmetry, the surpluses generated almost compensate for deficits.

The CSG (Contribution Sociale Généralisée or General Social Contribution) is a tax is based on the revenue of French residents
> Between 1999 and 2001
¢ In both cases, more than 90% of revenues are derived from compulsory contributions principally levied on wages
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FIGURE 2
UIS' financial balance

W Financial position at year-end

Real GDP (growth rate)

Number of salaried people (growth rate)

Million euros Growth rate
6000 r 5
5000 L4
4000 L 3
3000 L
2000 L,

1000
- 0

0
1000 T
-2

-2000
-3000 -3
-4000 ro-4
-5000 - -5

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Source: INSEE and Unedic

In the case of the General Regime, deficits largely reflect those accrued in the healthcare sector, as its
expenditures, unlike those of the UIS, tend to continue to grow both during periods of economic
expansion and contraction, at a rate exceeding that of GDP (see figure 3).

FIGURE 3
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FIGURE 4
General Regime's financial position over 1990-2008
Real GDP (growth rate)
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The General Regime’s accumulated deficits are reflected in the growth in CADES’s debt since its
inception.

Social insurance debt likely to double from 2008 levels by 2012

The accumulated debt of all of the agencies in the French social insurance system (i.e. ACOSS,
CADES and Unedic) is expected to rise to €224 billion in 2012 from approximately €105 billion in
2008 reflecting persistent and rising deficits.

»  Forecasts for wages and GDP remain negative given economic conditions in France. As a result,
the revenues of the main regime of the SSS (General Regime) are expected to fall by an average of
0.9% year-on-year in 2009 and 2010. In turn, ACOSS’s annual deficit is expected to reach €23
billion in 2009 and €31 billion in 2010 according the general social security budget law for 2010.
Forecasts are based on prudent assumptions; they anticipate a fall in wages of 2.25% in 2009 and
0.4% in 2010 as well as a 2.2% drop in real GDP during 2009, before improving slightly in 2010
(+0.8%). Moreover, as General Regime’s deficit reduction is not linked to the buoyancy of the
economy, any recovery from the economic downturn will only serve to stabilise deficits; therefore
forecasts beyond 2010 by the central government are based on stabilised deficits at €30 billion
annually.

» In the same way, an unbalanced financial position is anticipated for the FSV (Solidarity’s Pension
Fund or Fonds de Solidarité Vieillesse), whose major revenue source is the CSG. As FSV is not
designed to cover deficits, its expected deficits (approximately €4 billion per year) could be either
financed through debt transfer to CADES’, or supported by ACOSS which is in charge of
collecting FSV’s revenue.

»  According to most recently published projections (Equilibre Financier de I’Assurance Chomage on
the financial balance of the UIS), Unedic’s financial position is expected to have deteriorated from
a surplus of €4.6 billion in 2008 to a deficit of €1.1 billion in 2009 and weaken even further to a
deficit of €4.1 billion in 2010.

7 This option was chosen by the Central Government to deal with FSV’s accumulated deficit as of year-end 2008. According to the general social security budget law for

2009, ESV’s accumulated deficit as of year-end 2008 was transferred to CADES in the amount of €4 billion.
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FIGURE 5
Social debt estimates
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Moody's Related Research

Analysis
»  Caisse d’Amortissement de la Dette Sociale (CADES), September 2008 (11104

»  Caisse d'Amortissement de la Dette Sociale (CADES), May 2010 (124375)

»  Agence Centrale des Organismes de Sécurité Sociale (ACOSS), November 2008 (112868

»  UNEDIC, October 2009 (119607)

Special Comment:
»  Aaa Sovereign Monitor, March 2010 (123414)

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of
this report and that more recent reports may be available. All research may not be available to all clients.
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