33

Value creation and sustainability

THE FUTURE OF NATURAL GAS IN THE ENERGY SYSTEM

Global energy demand is projected to increase over the next fifteen years, especially due to the
impetus of emerging (non-OECD) countries. These shall offset the contraction of demand in OECD
countries, whose consumption should also decline due to the effect of energy efficiency policies. To
date requirements are still mainly covered by coal and oil.

By contrast, at the European level a significant presence of gas and nuclear energy in the energy mix
has been recorded, with respective shares of 22% and 14%, with a lower weight for coal (17%) in
comparison with the worldwide share, and with a marked regional differentiation within the European
market.

In Italy gas plays a more significant role in comparison with other European countries, and covers one
third of energy requirements. At the beginning of the decade our country experienced strong growth in
renewable sources due to significant financial support for growth in the sector, which represents 18%
of the energy mix.

Looking prospectively, the weight of fossil sources worldwide is projected to gradually decline (81% in
2014, compared with a projected 76% for 2030), while gas shall play an increasingly more significant
role, with an increase representing approximately the equivalent of 790 megatonnes of oil in 2030. A
significant increase in renewables is also forecast.

This trend is even more marked at the European level, where it is possible to observe a decisive
contraction in the demand for oil and coal and a substantial increase in demand for gas (approximately
50 Mtep) and renewables, in consideration of changes in the industrial footprint and, above all, energy
efficiency policies and a reduction in carbon dioxide emissions.

CHANGES IN THE ENERGY MIX: THE END OF THE ERA OF OIL AND THE INCREASING USE OF GAS
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Source: World Energy Outlook 2016
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The modernity and sustainability of the gas system

Natural gas is the “greenest” source of fossil energy and the only fuel that, in combination with
non-programmable sources such as wind and solar power, can ensure an efficient and effective path
towards decarbonisation on national and European levels. Gas in its various forms guarantees lower
carbon dioxide emissions, by 25% to 40% compared with other fossil fuels, as well as lower emissions
of nitrogen oxides and fine particulates, with a crucial and determining impact on measures to fight air
pollution in cities, and would contribute to a reduction in the role of oil and oil derivatives.

Gas is also accessible, given the presence of considerable reserves in areas close to Europe and the
growth of the worldwide liquefied natural gas market, which has increased availability at reduced
prices.

The gas system can rely upon existing transportation, distribution and storage infrastructure and is
capable of ensuring flexibility, programmability, and cost effectiveness for the energy system. This is
also due to a gas electrical generation capacity which in Italy is already widely available and extremely

efficient.
SNAM'S STRATEGY

Snam's business strategy is instrumental to making available the energy that the market requires, safely
and at a fair cost, and enhancing and reinforcing the centrality of the gas system on the European and
Italian energy scene.

To achieve these objectives Snam, a leader in the management of gas infrastructure, shall invest
approximately €5.0 billion over the next five years of which 4.7 to expand the national network

and integrate it with continental markets, for the maintenance of infrastructure, as well as for new
integrated services for system operators, sold on the basis of market regulations.

In conjunction with institutional stakeholders and interested operators, it shall also contribute to the
evolution of the “gas product” through the expansion of liquefied natural gas (LNG) and compressed
natural gas (CNG) infrastructure for the maritime and highway transport sectors, and the conversion of

biogas into biomethane to be introduced into the transportation network.

Italy, a European gas hub

The purpose of Snam'’s investments in the Italian network is to complete reverse flow projects that
make possible a bidirectional flow of gas at national borders. Our investments in Europe aim to ensure
a greater interconnection between infrastructures and more diversified procurement sources, in

accordance with European guidelines.

Italy, an example of the integration of transportation, regasification and storage activities is
strategically part of the European corridors network and new supply routes, particularly in the Caspian
Sea area. Investments in “reverse flow” shall bring gas from North Africa to Europe through Italy,
thereby exploiting and utilising Snam'’s infrastructure and the national network.
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The Impacts of Snam'’s activities and investments in the gas system

SECURITY OF SUPPLIES

Diversification

of sources

SUPPLY DIVERSIFICATION

s ¥
ﬁ‘K

Number of sources with significant price impact
(2017 situation)

9  AGSI+ (Aggregated Gas Storage Inventory
- https://agsi.gie.eu) data regarding the
replenishment level as at 31 October 2016.

Storage capacity
utilisation

Thanks to the interconnection of Snam’s network, Italy is presently the country in
Europe that can rely on the greatest number of supply sources. Besides domestic
production, the Italian system can receive gas through four methane import
pipelines (Algeria, Libya, Russia and Norway) and 3 regasification terminals.

It is also planned in the future to add the importation of gas from the Caspian Sea
by constructing the TAP methane pipeline.

The development of bidirectional capacity in the north of our country along

the North-South corridor (reverse flow) may also make Italian supply sources

accessible to other European countries.

SECURITY OF SUPPLY
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(Source: ENTSOG TYNDP 2017)

The indicator N-1 is an indicator of system flexibility: any time that the largest
source of supply is absent, it indicates how the country is able to replace it
utilising other available sources. In the instance of Italy, if any of the supply
sources should be absent, the remaining sources of supply are capable of
satisfying more than 120% of the area’s total gas demand, calculated during a

day of particularly high gas demand.

In 2016 Snam took action to promote the replenishment of national storage
facilities for the purpose of being able to manage seasonal peaks in demand.
The replenishment level at the end of the injection campaign was 99% as
opposed to a European average of 91%°.

Value creation and sustainability
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MARKET FACILITATION
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New balancing

services

Integrated
regasification
and storage

services

With the new “Network Balancing Code” regime, which has been in effect since
October 2016, the balancing service is conducted in accordance with common
and harmonised European rules, which are aimed at promoting trading and
market liquidity. In a new system, users are the primary parties responsible for
system equilibrium and they can balance their own trading positions (injections
and withdrawals from the system) through an hourly reprogramming of their own
requirements and/or by executing gas transactions on both the organised and
over-the-counter markets.

To facilitate user activities, Snam has also provided new functionalities that
make it possible to purchase within-day capacity products at interconnections
with foreign countries, as well as short-term (daily and within-day) storage
products. The functionalities and features of the Virtual Trading Point have been
expanded to allow the continuous recording of transactions, and there has been
an expanded publication of information during the gas day regarding the status
of the system, forecasts of withdrawals from the market and the balancing of
each individual user, with the objective of encouraging and promoting balancing
activities.

Under the new regime, Snam performs ‘residual’ balancing for the system, which
is to say it intervenes by making gas trades on the market in order to rebalance
the system in connection with the imbalances that users have not been able to
correct.

In 2016 Snam introduced a new service that made it possible to obtain under

a single contract the injection into storage of quantities of LNG regasified and
injected into the system from terminals by no later than the end of the month
following the unloading from methane tankers. Dedicated to this service is the
remaining regasification capacity available at LNG terminals, combined with

a total storage capacity at Stogit of 1 billion cubic metres for the 2016-2017

thermal year.
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@ COST OF ENERGY

Impact of
infrastructure
services on gas
costs

On the basis of data published quarterly by the Authority, the impact of gas
system infrastructure services (“Cost of transportation and meter management”)
in 2016 was approximately 19% of the total cost for a typical household
customer (family with individual heating system and annual consumption of
1,400 standard cubic metres), which translates to a cost of €0.13 per standard

cubic metre (approximately €187 per annum).

@ CREATION OF A EUROPEAN MARKET

PRISMA IT
platform

Snam is one of the founding partners of PRISMA, the international project

that currently involves participation from 39 European operators with gas
transportation and storage activities in 16 countries. PRISMA has set the objective
of promoting the harmonisation of rules for accessing and providing services in
implementation of European Codes and facilitating the creation of a single natural
gas market in Europe, by offering services through a single shared digital platform.
The platform has more than 550 registered shippers, plus 2,500 active users, more
than 2.5 million successfully completed auctions and more than 1,500 network
connection points.

Snam actively participates in Company activities with the objective of promoting
growth, development and utilisation by an increasingly greater number of
operators, to the benefit of the European gas system.

Value creation and sustainability
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EVOLUTION OF THE SUSTAINABLE BUSINESS DEVELOPMENT MODEL

Snam operates with a business development model that pursues profitable and stable company growth,
the creation of value for all stakeholders and attractive and sustainable returns for our shareholders.

For value creation purposes, the model indicates the importance of interpreting changes in the energy
environment, and more generally the relevant framework, and the importance of knowing how to
implement in the field coherent and consistent business development strategies and plans, through

an examination in conjunction with the institutions, gas system operators and all other stakeholders
involved in corporate operations. The latter have a fundamental and essential role in providing various
forms of capital, not only financial capital, but also and especially human and relationship capital,
which the enterprise needs in order to be able to operate.

Besides the revision of strategic guidelines, which are specified in the 2017-2021 plan, Snam has
updated other important components of its model, in a manner consistent with the exit of the
distribution business from the corporate scope of consolidation: Snam is now focused on the gas
transportation, storage and regasification segments, it has specifically acquired a new organisational
model for conducting business operations and is working on updating risk mapping and assessment in a

manner consistent with the provisions of the ERM model.

Focus on the core

businesses: transportation, U
storage and regasification (@  _.-r°~ . °-
Developing a new

organizational model
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Principles
and Values
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Direction
and Coordination

Business
Strategies

Updating the materiality
organizational model

New partnerships

Q for the development of gas use
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The separation of Italgas

This represents a strategic transaction which, first of all, shall enable Snam to focus its investments on
taking advantage of new growth opportunities and, secondly, shall enable the enhancement of Italgas
resources and know-how, with the objective of strengthening its leadership in the Italian market and
significantly increasing its market share, in view of the initiation of tender processes to award contracts
for distribution services.

Snam maintains its own presence in the ownership structure of Italgas, with a stake of 13.5% and a
presence on the Board of Directors. This represents, first of all, a symbol of continuity for Italgas and,
secondly, a strategic capital.

In regard to debt, the separation of Italgas resulted in a reduction in Snam'’s net financial debt of
approximately €3.6 billion and a cash-in for the Company of approximately €3.2 billion, net of
approximately €0.4 billion in EIB loans for Italgas projects that were undertaken by the latter.
Following that transaction, Snam recalibrated and redesigned the structure of its liabilities. In that
context, the Company successfully completed a Liability Management transaction, the largest to date
in Europe, by buying back bonds on the market with a total nominal value of €2.75 billion.

Toward a "One Company” organisational model

With the exit of distribution from the corporate scope of consolidation, business operations have been
reorganised in order to improve control mechanisms for strategic plan policies and enable more efficient
and effective operational management, including through a simplification of decision-making processes.
Snam’s new organisational model provides for three business units reporting directly to the Chief
Executive Officer and also institutes at a central level a single mechanism for corporate services,
including strategic supply chain management.

Partnerships for the development of uses for gas

Methane automotive uses

Snam shall contribute to an increase in the use of methane for automotive fuel by providing its
consolidated experience in the sector to promote the expansion of supply facilities and a more
balanced distribution thereof across Italy.

Snam’s commitment is part of the framework of collaboration with FCA and IVECO, which intend
to further expand their respective product lines of natural gas vehicles, as well as with the API group,
which intends to construct new facilities within its point-of-sale network.

The project shall make it possible to double the road and highway distribution network, currently

consisting of 1,100 service stations, to reach up to more than 2,000 in 10 years; to improve the quality

Value creation and sustainability
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Material issues

of the service provided to users; and to ensure a more balanced distribution of stations in the various
regions of the country, in accordance with procedures and development priorities that are synergistic
with the expansion of the fleet of light and heavy vehicles currently in operation. The initiative shall
also provide additional impetus to the natural gas business segment in the transport sector, which
represents technological and environmental excellence that is recognised worldwide and can further
leverage Europe’s more extensive and accessible network of methane pipelines, which are more than
32,000 kilometres in length.

Biomethane transportation

Snam, the Italian Biogas Consortium and Confagricoltura prepared and publicly presented a common
manifesto in support of the Italian biomethane business, as renewable energy (heat, electricity, biofuels
and bioplastics) that can be generated from agricultural and agribusiness biomasses. The document,
addressed to the Government and the European Commission, was published on the occasion of Biogas
Italy and demonstrates the strategic role of biomethane in the energy transition towards an economy
based on sustainability and circularity in the use of resources.

The manifesto specifically indicates the need to pace the implementation of incentives, by establishing
an annual biomethane target to be introduced into the network by 2030; the updating of national laws
and regulations on advanced biofuels; and the introduction of a system that enhances and develops the
role of the biomethane business segment in the overall CO, emission reduction strategy.

Materiality (GRI: G4-24,27)

Materiality is a key factor in enhancing and strengthening Snam’s sustainability strategy. It defines the
areas of engagement with stakeholders, which underline the dynamics of value creation, both in terms
of risk mitigation and opportunities to be seized.

Material issues guide the determination of sustainability objectives that shall be pursued through
specific projects and initiatives with various time horizons and, through the Business Model, are stated
and represented within the Report. The separation of Italgas has not caused significant changes in the
assessment of material issues.

Financial/governance

Creation of sustainable value
Corporate governance management
Risk and Crisis Management
Management transparency
Anti-Corruption

Relations with regulatory authorities
Technology innovation

Social

Health and safety

Developing and promoting human capital
Employment and safeguarding jobs
Quality and development of services
Supply chain management

Environmental

Protecting the local area and biodiversity
Climate change

Protection of the air
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RISK OVERSIGHT AND THE CONTROL SYSTEM

Although it has a limited economic and financial risk profile because most of its operations are in regulated
business segments, Snam adopts a structured and systemic approach to governing all risks that could affect
value creation. With the spin-off of Italgas, Snam’s risk profile changed as a result of the reduction of those
risks connected with the specific nature of the distribution business, which is no longer consolidated within
the corporate scope, and particularly in regard to uncertainties connected to sector tender processes and end-
of-concession redemption values. The system we use across the Group to identify, assess, manage and control
risk has three levels, each with different objectives and associated responsibilities. The Board of Directors
charges the CEO with giving structure to and maintaining the entire system.

(More information on how we manage and mitigate major risks can be found on page 149 of this Report).

Board of Directors

Control and Risk Commitee

CEO

Board of Statutory Auditors

Supervisory body

CONTROL LEVEL 1

(risk owners)

CONTROL LEVEL 2

(risk monitoring
and control adequacy)

CONTROL LEVEL 3

(indipendent checks)

Snam and subsidiaries responsible

for identifying, measuring and managing
risks and implementing relevant controls
as part of the processes within their remit

Group processes

1
1
Business processes

Compliance

o

Corporate
administrative

ility

Corporate Reporting

Internal Control
System

Anti-corruption

Market Abuse

Unbundling

ENTERPRISE
RISK MANAGEMENT

We use an integrated, dynamic and group-wide method of assessing risk that evaluates the existing

management systems in the individual corporate processes, starting with those relating to the prevention of

fraud and corruption and health, safety, environment and quality. These same controls form an integral

part of the managerial processes. Management must therefore foster an environment that encourages controls,

and must specifically manage “line controls”, consisting of all the control activities that individual operating

units or companies perform over their own processes. Independent controls are performed by the Internal Audit

department, which is responsible for checking that the system is functioning and adequate.

Value creation and sustainability
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Enterprise Risk Management process (ERM)

The Snam group, in line with the indications of the Code of Corporate Governance and international
best practices, has instituted, under the direct supervision of the General Counsel, the Enterprise Risk
Management (ERM) unit, which operates within the wider Internal Control and Risk Management
System, in order to manage the integrated management process of corporate risks for all Group
companies.

The main objectives of ERM are to define a risk assessment model that allows risks to be identified,
using standardised, group-wide policies, and then prioritised, to provide consolidated measures to
mitigate these risks and to draw up a reporting system.

1. 2.

IDENTIFICATION AND MEASUREMENT: ENTERPRISE AND
of risk events relating to corporate PRIORITISATION ASSESSMENT:
processes and external risk factors that each event is assigned an ‘enterprise
could influence the achievement of measurement’, which summarises, for
corporate goals, either through direct each risk, the different measurements
impacts on results and corporate carried out by the risk owner and
finances (lower revenue or higher costs) by centralised units with specialist
or through intangible negative effects expertise. The prioritisation of
on other types of capital, especially the risks is defined by combining the
“licence to operate”. Identification measurements of impact and
/nd measurement probability.
- Ma'"t'&N Enterprise
Monitoring and evolution

> fth measurement
and reporting sy and prioritisation

4, 3.

MONITORING AND REPORTING: Definition DEFINITION OF THE MANAGEMENT
the risk mapping is periodically of management STRATEGY:

updated according to the enterprise strategy for all risks, management measures
measurement, and at least once a year, are identified, together with any
including for low-priority risks. Periodic specific interventions and the
reporting guarantees, at the various relevant implementation time
corporate levels, the availability and frames, associated with a type of risk
representation of information relating management from among those that
to the management and monitoring of have been codified. The management
the relevant risks. plans for the main risks are presented

to the Control and Risk Committee.

Snam Annual Report 2016
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Financial
Impact

Impact
on Human
Capital

Cross-organisational nature

One of the best features of Snam’s ERM model is the wide-
ranging nature of its impact measurement.

Any risk event may have 10 different types of impact, some
determined by the risk owners (operational impacts) and
others by specialist departments (e.g. legal and financial
impacts). This means risk measurement from different
perspectives and team risk prioritisation.

The most common operational impact is industrial impact,
consistent with the fact that risk identification begins with
process analysis. The most prevalent specialist impacts
include reputational and legal impacts, confirming the
existence of an increasingly globalised external context

subject to ever more complex regulations.

Using the model described above, the risk assessment cycles
were performed on the entire Snam Group in 2016. As at
the end of 2016, 310 enterprise risks had been mapped and
broken down between all corporate processes.

In addition to the ordinary activities of checking and
monitoring the risks mapped, other measures were carried
out with a view to continually improving the model adopted
and supporting the risk managers. Specifically:

Industrial/
Business
Impact

43

Economic
Impact

on Assets

Market
Impact

Reputational
Impact

m  analysis of several of the mapped risks in order to

identify recommendations for improvement in the
operational management mechanisms of the same, with
the purpose of enhancing strategies and actions for the
management, systematic collection and consolidation
of the Key Risk Indicators associated with mapped risks;
m final development and distribution of the ERM Risk
Dashboard and the pertinent dematerialisation of the

reporting process.

In December 2016, “Project Simplify” was launched which
aims, inter alia, to define and implement an integrated risk
assurance model that integrates different control models
within the Group, using a synergistic approach aimed at the
maximum rationalisation and overall efficiency, in addition
to designing and implementing Snam’s new regulatory
system with a view to simplification and greater usability.
The internal control and risk management system in
relation to the Snam Group financial reporting process are
components of the same “System” (Corporate Reporting
Internal Control System), more specifically covered in the
chapter “Elements of risk management and uncertainty”, to

which reference is made.
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