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Preface

ke I ndustry 2020” has been prepared by the United Nations Industrial Devel opment Organization (UNIDO) in

cooperaion with the Ministry of Commerce and Industry, Government of the Kingdom of Saudi Arabia
within the framework of the Integrated Programme Strategies to Enhance Industrial Competitiveness and
Diversification in the Kingdom of Saudi Arabia.

The abjectives of the project are to recommend strategies for diversifying the economy away from excessive
reliance on resource-based oil and gas industries towards the acce erated devel opment of a broader spectrum of
globally competitive non-ail industries with employment-creating potential.

The present report is divided into three main parts:

B Part A reviews industry in the Kingdom of Saudi Arabiain the new global industrial setting, emphasiz-
ing the vision for industrid development (Chapter 1), the need for diversification and competitiveness
in the new global industria setting (Chapter 2), and the position of the country on the global map of
competitive industrial performance (Chapter 3).

m Part B outlines strategies for diversification and competitiveness, with a special emphasis on principles
and mechanisms (Chapter 4), the need to enhance domestic capability building (Chapter 5), improving
the business environment (Chapter 6), creating a Nationa and Regiona Innovation System
(Chapter 7), and promoting cluster-based industrial development (Chapter 8). These industrial strate-
gies are intended to create sustainable devel opment by improving wdfare and generating employment
opportunities. They are also intended to paosition the Kingdom in the globa league table of industrial
excellence in 2020 (Chapter 9).

m  Part C presents an agenda for action in terms of governance of strategy implementation (Chapter 10)
and detailed follow-up Industry 2020 action programmes (Chapter 11).

The report was prepared by a UNIDO team in close cooperation with a counterpart team from the Kingdom of
Saudi Arabia, led by the Deputy Minister for Industry, Dr. Khalid M. Al-Sulaiman, and comprising the Director
of the National Office for Industrial Strategy, Mr. Ahmed M. Al-Sadhan, and Mr. Khalid Al Baiz, consultant,
under the overall guidance of the Minister of Commerce and Industry, H.E. Dr. Hashim Abdullah Y amani.

The UNIDO team contributing to the report comprised: Mr. Yuri Akhvlediani, Deputy to the Director, Private
Sector Devd opment Branch, UNIDO, Mr. Jebamalai Vinanchiarachi, Principa Advisor to the Director-General
of UNIDO, Mr. Torben M. Roepstorff, former UNIDO senior official, Mr. Frederic Richard, former UNIDO
senior officia, Ms. Olga Memedovic, UNIDO Industrial Development Officer, Mr. Ricardo Seidl Da Fonseca,
Industrial Development Officer, and Mr. Jaime Moll De Alba, Industriad Development Officer, as well as
UNIDO experts Professor Lobna M. Abdd-Latif, Mr. Chris Rodrigo, Mr. Adnan H. Tameesh, Mr. Carlos
Aguirre, Mr. Peter Heydebreck, Mr. Riad Houry, Mr. Diaa Noureldin, Mr. Christian Ketds, Mr. Philip Nicolas
Cooke, Mr. Vadakkepat Padmanand and Mr. Paul Hesp. Editorial assistance was provided by Ms. Jane
Kinnonmont, Ms. Georgina Wilde and Ms. Pend ope Plowden. Mr. Michad Geyer prepared the artwork for the
cover page. Ms. Turhan Donegan and Ms. Ime da Scallan produced the camera-ready copy.

In addition to writing several chapters, based largdy on inputs from different team members, Mr. Torben M.
Roepstorff has consolidated this document into an Industry 2020 strategy. Professor Lobna M. Abdd-Latif has
made substanti ve contributions to the report, including an important Background Paper.

The report greatly benefited from a series of UNIDO working papers prepared specificaly for this project.
Some of these have been drawn upon in the drafting of the report, including in particular a UNIDO Diagnosis
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of Industrial System and Sectoral Competitiveness prepared by ateam under the guidance of the late Professor
Sanjaya Lall of Oxford University.

The team wishes to take this opportunity to pay tribute to the pioneering research undertaken by the late
Professor Sanjaya Lall in the context of his innovative diagnosis of the industrial sector in Saudi Arabia. His
constructive vison on competitive industrial performance and his views on the importance of building indus-
tria, and in particular technological, capabilities permeate most parts of this report, with its aim of positioning
the Kingdom in the global league table of industrial excellence by 2020.
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Explanatory notes

References to dollar ($) areto US dollars, unless otherwise specified.

Billion means 1,000 million.

References to tonnes are to metric tonnes, unless otherwise specified.

Totals may not add up precisdy because of rounding.

Unless otherwise stated, region or regiona in this document refers to sub-national regions. Where region or
regional is used to signify a supra-national region (involving for example, the GCC region, the Arab region, the
MENA region) it emerges from the text.

The following abbreviations are used in this report:

AAGR
AERI
AGRI
Bpd
CBE
CIP
CPI

DIP
DLP
ECRI
EPS
ERI
ERIS
ESCWA
EU

FDI
GAFTA
GCC

GDP
GERD
Gls
GNI
GOSP
GOTEVOT
HT
ICT
ICDB
ICTs
IDR
IICDB
11PA
ILO
IMD
IMF

Explanatory notes

Average Annua Growth Rate

Atomic Energy Research Institute

Astronomy and Geophysi cs Research Institute

Barrels per day

Competitive Business Environment

Competitive Industrial Performance

Consumer Price Index

Drivers of Industria Performance

Digital Light Processing

Electronics and Computers Research I nstitute

Expanded Pal ystyrene

Energy Research Institute

Entrepreneurial Regional Innovation System

United Nations Economic and Social Commission for Western Asia
European Union

Foreign Direct Investment

Greater Arab Free Trade Area

Gulf Cooperation Council; now officially named the Cooperation Council for the Arab
States of the Gulf

Gross Domesti ¢ Product

Gross Expenditure on R&D

Geographic Information Systems

Gross National Income

Gas Oil Separation Plant

General Organization for Technica Education and Vocational Training
High Technology, as in the categories of “high-tech” industries
Informati on and Communi cations Technol ogy

Industrial Competitiveness and Diversification Board

Informati on and Communi cations Technol ogies (used as a noun)
Industrial Development Report (UNIDO flagship report)
Industrial Innovati on Coordination and Devel oppment Board
International Intellectua Property Alliance

International Labour Organization

International Institute for Management Devel opment
International Monetary Fund




IPP
IPRs
IRIS
ISO

IT

ITA
KACST
KSA
KWh
LPG
LT
MCI
MENA
MHT

MinPet
Mn
Mn b/d
MT

MVA
M&A
NGL
NRERI
NIS
N(R)IS
NRIS
occ
OECD
oJT
PDC
PMI
PPIRI
PR

RB

RCA
R&D
R&T
SABCAT-1
SABIC
SAGIA
SAMA
SASO
SCADA
SCFD
SEDC
S|

SIDF
SITC
SME
SMEs
SOICTZ
SPS

Innovative Platform Palicy

Intellectua Property Rights

Institutional Regional Innovation System

International Organization for Standardization

Information Technology

Information Technology Agreement

King Abdul Aziz City for Science and Technology

Kingdom of Saudi Arabia

Kilowatt-hour, or 1,000 watt-hours (Wh)

Liguefied Petroleum Gas

Low Technology, asin the categories of 'low-tech’ industries
Ministry of Commerce and I ndustry

Middle East and North Africa

Medium and High Technology, as in the categories of “medium and high-tech” industries,
products, exports, or activities

Ministry of Petroleum and Minera Resources

Millions

Millions of barrds per day

Medium Technology, as in the categories of “medium-tech” industries, products, exports, or
activities

Manufacturing Vaue Added

Mergers and Acquisitions

Natural Gas Liquids

Natural Resources and Environment Research I nstitute
Nationa Industrial Strategy

Nationd (Regional) Innovation System

Nationa Research and Innovation System

Operations Control Centre

Organisation for Economic Co-operation and Devel opment
On-the-job training

Patent Documentation Centre

Project Management | nstitute

Petroleum and Petrochemica Industries Research Institute
Primary Resources, as in the categories of “primary resource” industries, products, exports,
or activities

Resource-Based, as in the categories of “resource-based” industries, products, exports, or
activities

Reveal ed Comparative Advantage

Research and Devel opment

Research and Technaol ogy

A new catalyst used in the production of Butene-1, which is manufactured by SABIC
Saudi Basic Industries Corporation

Saudi Arabian General Investment Authority

Saudi Arabian Monetary Agency

Saudi Arabian Standards Organization

Supervisory Control and Data Acquisition

Standard Cubic Feet per Day

Saudi Export Devel opment Centre

System Integration

Saudi Industria Devel opment Fund

Standard Internationa Trade Classification

Small and Medium-sized Enterprise

Small and Medium-sized Enterprises

Saudi Organization for Industria Cities and Technology Zones
Sanitary and Phyto-Sanitary measures

Industry 2020




SR

SRI
SWCC
SWOT
TBT
TNC
TRIPS
UAE

UN
UNCTAD
UNDP
UNESCO
UNIDO
us

USA
WEF
WITS
WTO

Explanatory notes

Saudi riyals

Space Research Institute

Saline Water Conversion Corporation

Strengths, Weaknesses, Opportunities, and Threats (analysis)
Technical Barriersto Trade

Trans-Nationa Corporation

Trade-Reated Aspects of Intellectual Property Rights
United Arab Emirates

United Nations

United Nations Conference on Trade and Devel opment
United Nations Devel opment Programme

United Nations Educationd, Sdentific and Cultural Organization
United Nations Industrial Development Organization

United States

United States of America

World Economic Forum

World Integrated Trade Sol ution

World Trade Organization
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Executive Summary

Vision 2020

A s embodied in its “Vision 2020”, the Government of the Kingdom of Saudi Arabia (KSA) has pledged to
strive for a diversified and prosperous economy that guarantees the existence of rewarding job opportuni-
ties and higher levds of economic welfare for Saudi citizens, and provision of education and health care for the
population to equip the labour force with adequate skills, in addition to preserving the religious values and cul-
tural heritage of the Kingdom.

The chall enge whi ch the Kingdom has set for itsef invol ves ambitious targets in terms of transformation of the
economic base from resource-intensive to knowledge-based industrial expansion triggered by innovation. The
task is, however, achievable given an appropriate institutional and policy framework supported by stakehol der
consensus and backed up by a detailed programme of actions based on a thorough assessment of the KSA's
current capabilities and future needs.

An underlying premise of Vision 2020 is that manufacturing is critical to Saudi Arabia's future progress.
Global experience shows that manufacturing is the main engine for deploying new technol ogies and increasing
innovation, both of which are essentia for success in the emerging world economy. Manufacturing is a dy-
namic force, crucial to enhancing exports and moving them from low-vd ue-added products to higher value,
skill and technol ogy-intensive products that grow more rapidly in world markets and can sustain faster income
growth. Manufacturing is vita to the creation of new skills as wel as encouraging growth and technol ogical
change in other sectors, notably agriculture, finance, construction and modern services ind uding the manage-
ment of environmental quality. Manufacturing capability devel opment and externa linkages interact positively:
skills and capabilities develop faster and better if they can draw on the knowledge, technologies and qudity
standards provided by FDI and export markets and if they are exposed to global competition. Moreover, manu-
facturing in general is a more attractive source of economic growth than the financial sector, which is far less
labour-intensive.

Thus, the National Industrial Strategy aspires to develop Saudi industry as “a globaly competitive industry
based on innovation, acting as a base for transforming the Kingdom’s natural and human resources into sus-
tainable wealth and employment creation”.

The challenge of diversification

During the last decade, GDP growth has been closdy correlated with fluctuationsin the price of ail, leaving the
KSA economy vulnerable to the exogenous factors that influence it. There has been large-scd e investment in
oil-related industrial activities, but this highly capital-intensive sector offers limited opportunities for empl oy-
ment for arapidly growing labour force. Exports are overwhemingly dominated by the oil sector and markets
areinsufficiently diversified.

The challenge facing the KSA is to use oil revenues to stimulate sustainable growth in other productive sectors.
The industrial sector — including mining, downstream oil-processing activities and industry-related services —
should emerge as the key sector for sustaining high growth because of its dynamic interrelation with new tech-
nologies, innovation and knowledge, which are the key drivers of globa economic growth. Indeed, interna-
tional experience shows that industry-related services are one of the most dynamic growth sectors of most
economies. In addition, the industrial sector is characterized by forward and backward linkages with other
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critical sectors, including mineral processing, basic metals, agriculture and agro-processing, infrastructure,
tourism and other related economic activities.

Implications of the new global industrial setting for Saudi industry

The new globa environment for industry has the following mgor characteristics: industry is becoming more
globalized as transnational corporations locate their operations not only in the most cost-efficient locations but
also in those where there exists a pool of knowl edge-intensive talent; building industrial capabilities is becom-
ing the key driver for achieving competitiveness; sustained productivity growth represents the main source of
industrial growth and competitiveness; technological innovation and upgrading are becoming increasingly
important; the distinction between industry and services is becoming blurred; stricter global norms require
compliance in the fidd of environment (Montred and Kyoto Protocols), intdlectual property rights, and inter-
national product and process standards; innovative enterprise structures, enterprise collaborations, networking
and business practices are emerging within industry and in cross-border enterprise cooperation; and greater im-
portance is attached to good public governance on the one hand and efficent corporate governance on the other
hand. In this connection, importance is being placed on trust-based public-private partnerships for devel opment
including Corporate Social Responsi bility arrangements (CSR); widespread liberalization of international trade,
markets and capita flows, as well as deregulation and privatization, are enhancing the rol e of the private sector.

The intensity and pace of these multifaceted trends are increasing rapidly, posing formidable challenges to the
Saudi industrid economy, especidly after its entry to the WTO. Bilateral and regional trade agreements that the
Kingdom plans to sign as part of the Gulf Cooperation Council (GCC), including the agreements being negoati-
ated with the EU and Japan, will further increase competitive pressures. Saudi industry needs continuously to
adapt to the new industrial redlities in order to compete in the globaized industrial economy. This requires con-
tinuous improvement in the performance of Saudi industry in terms of accd erating manufacturing val ue added
(MVA) in relation to GDP, expanding manufactured exports in relation to GDP and totd exports, and deepen-
ing the technologica content of MV A and of manufactured exports. It also requires investing in and continu-
ously upgrading the industrial capabilities necessary to meet the new chdlenges in terms of skills, knowl edge,
technol ogy, foreign direct investment and modern infrastructure, both digital and traditional.

The demands of the new situation

In these circumstances, industrialization strategies followed with consi derabl e success in the past, especialy in
the East Asian Tiger economies, cannot be replicated in other countries. They relied on a top-down approach in
which government agencies took the lead in picking winners and setting targets, often deliberately using mar-
ket-distorting policies to favour selected sectors. They rdied on competitiveness-building behind protectioni st
bariers. They often focused on economies of scale, creating large-scale “national champions’ and designing
the policy environment to favour these industrial giants without paying sufficient attention to the vital role that
SMEs can play in building adynamic industria sector.

A contemporary competitiveness-building strategy requires a consensus-led, flexible set of evolving policies
and drategies, adapted to changing circumstances. Successful adaptation requires a continuing dialogue
between stakeholders within an institutional framework in which the results of dialogue can be played out. This
needs to be informed by frequent evaluation of potential diversification opportunities, ways of pursuing them
and assessments of their requirements. It cals for establishing an effective industrid governance system in
which changing opportunities and needs are communi cated to stakehol ders, and responses are coordinated. This
becomes a prerequisite for the design and i mplementation of gppropriate policies. Continuous monitoring of the
KSA's performance in terms of both international and domestic benchmarks is of vital importance for policy
flexibility. That is why the present report stresses the importance of the mediating role to be played by the
Ministry of Commerce and Industry (MCI), at the hub of the KSA’s industrial nexus, in designing and imple-
menting appropriate strategies, policies, programmes and packages.
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| mproved industrial perfor mance

Saudi Arabia has achieved significant improvementsin its position on the global map of industrial performance
during the last 20 years, where it was among the world's winners in terms of improving its competitive indus-
tria performance ranking, which rose by 18 places in the period 1980-2000. More recent data suggest that
Saudi Arabiaiswell positioned in the UNIDO technology advance index, ranking 38 out of 99 countries, with
the highest rank among regional comparators and above countries such as India and Indonesia among interna-
tional comparators. However, the country’s rank in the industrial advance index was lower and declining, con-
firming the need for accd erated diversification towards industrial devel opment.

Despite a favourable level of MV A and manufactured exports per capita in the KSA, the degree of industridi-
zation as measured by the share of MV A in GDP islow by regional and internationd standards, reflecting the
dominance of the ail sector. Moreover, the favourable technological structure of MV A has yet to penetrate the
export structure, as is evident from the small share of medium and high-tech (MHT) products in manufactured
exports. Although the economy is going in theright direction, it is not moving fast enough in terms of research
and innovation-induced products.

However, there is a fast-growing export base in dynamic groups of products such as organic chemicals, glass,
pigments and paints, perfumery and cosmetics, and plastic products. Analysis of the KSA’s manufactured ex-
ports structure as it now stands suggests that there are niche opportunities in several medium and low-
technology product categories, which could foster the new course of industria diversification.

Proactive diversification and strategic goals

Broad targets in terms of the growth and changing technological structure of MV A are set out in Industry 2020.
The Saudi Arabia General Investment Authority (SAGIA) aims to position the country within the top ten best
performers in the World Bank’s "Doing Business" ranking of competitive business. In the light of past per-
formance and current priorities, it seems reasonable for the KSA to aim to reach the top 30 countries in the
league of industrid excdlence over the next 14 years. The overarching goa is to accelerate the rate of growth
of manufacturing value added and exports and to transform the structure of the sector towards medium and
high-technology activities, with a target of 60 per cent for MV A and 30 per cent for manufactured exports by
2020. The goa implies that the Kingdom would need to improve al key industrial performance indicators, in
particular MV A and manufactured exports per capita, the share of MV A in GDP, the share of manufacturing in
total exports and the praoportion of higher technology exportsin total exports.

There are two magjor industry-sector scenarios to be considered. The first is to expand oil-related industries by
building on existing resource endowments. The second, which is strongly favoured by this report in order to
meet the goals and targets set for Industry 2020, is proactive diversification. This would involve diversification
and technological upgrading based on in-depth assessments of the prospects for industrial growth and diversifi-
cation, maximizing the benefits of regional integration, enhancing industrial capabilities, building industrial
trade capadity, creating an enabling business environment, establishing a national and regiona innovation sys-
tem, promoting devel opment of industrial clusters and integrating into global value chains.

Such a reorientation of economic strategy would also am to generate new employment opportunities for the
growing labour force and address the problem of unemployment, particularly among the younger generation of
Saudi nationals. In the past, growth has been both too slow and too capital-intensive to absorb the rapidly grow-
ing number of new entrants into the labour force. M oreover, a proportion of the labour market is dependent on
expatriates and migrant workers, partly reflecting an i mbalance between the skills possessed by Saudi nationals
and the skills that domestic private industry requires. Improving employment opportunities means not only cre-
ating jobs, but providing nationa's with skills suitable for rewarding, high-vdue-added work and thereby cor-
recting the imbalance in the Saudi 1abour market.
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Industries promoted by existing public-private partnerships, particularly petrochemicals, have aready reached
high levels of competence based on technology and R&D resulting from comprehensive Government support.
Strong private-public partnerships will enable private companies to lead future development. Therefore, the
responsibility of the new generation of industries goes beyond achieving normal industria growth and requires
a combination of investment, utilization of natura resource wealth and the development of science and infor-
mation technology, and rewarding entrepreneurship. This process needs to be inspired by a Government-led
consensus and strategy.

Guiding principlesand priorities of National Industrial Strategy —
I ndustry 2020

The National Industrial Strategy — Industry 2020 — aims to achieve unprecedented growth in industrial vaue
added and to position the Kingdom among the top 30 countries in the league of industrial excellence.

The Government has determined the following parameters for the National Industrial Srategy: The Strategy is
a conti nuous process based on constructive did ogue between the public and private sectors; the Strategy should
be flexible in order to ensure adequate industrial-sector response to the rapidly changing globa redities; the
Strategy should provide a framework for coordination of nationa policies and initiatives related to competi-
tiveness, diversification and innovation of national industries; the Strategy should be nationally owned and
driven by commitments from and partnerships with the major stakeholders; the Strategy implementation
mechanism should be based on a modern system and tools of industrial governance; the Strategy should address
intracregional (GCC), national and particularly regional (within the KSA) leves of industria innovative devel-
opment and diversification. Following these major parameters, the foll owing key strategic pillars were sd ected,
based on extensive dialogue between national stakehol ders and leading national and international experts:

m  Enhancing domestic capacity building;

B Improving the business environment, especialy for SMEs,

B Creating anational and regional industrial innovation system;
®  Promoting cluster-based industria devel opment;

m  Strengthening the system of industrial governance.

The combination of the sdected strategies and a well-coordinated and managed implementation process will
alow the Kingdom to achi eve the ambitious devel opment goal's of Industry 2020.

| mplementation of the Strategy will be at three major levels

At the intra-regional (GCC) level, the strategic initiative of the Kingdom will focus on enhancing cooperation
between the member countries to strengthen intra-regiona innovation platforms through the Regional
Technology Foresight initiative. It will dso initiate the development of a joint learning platform on cluster
devd opment for the sub-national regions (within the country) of the GCC member states.

At the national level implementation of the Strategy will focus on building domestic capabilities, improving the

business environment, strengthening the Nationa Innovation System and particularly the system of industria
governance.
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Special attention will be given to sub-national regions, focusing on sustai nable regional industrial devel opment
and growth through improving the local business environment, especially for SMEs, and promoting duster-
based devd opment and regiona industrial innovation systems to ensure vertical and horizontal diversification
processes. The implementation of regiona industrial development strategies will be organized on a pilot basis
in five sdected regions. Riyadh, Jeddah, Eastern Province, Gassim and Hail. Fina sdection of the regions,
however, will be decided by the Government in the course of strategy implementation.

A major precondition of the successful implementation of Industry 2020 is establishing an effective system of
industrial governance. Some dements of the system, such as the National Steering Committee for Industria
Strategy composed of national public and private stakeholders and the Office for National Industrial Strategy in
the M Cl, have been established in the course of the formulation of the National Industrial Strategy.

Strategies to enhance domestic capacity building

Five key drivers are instrumental in explaining the observed divergence in industrialization experience among
devel oping regions of the world. These are:

m  Skills (human capital);

m  Technological effort (R&D);

B Inward FDI;

B Royalty and technical payments abroad;
®  Modern infrastructure, especially ICT.

The KSA isin a generaly unfavourable position compared with comparator countries in terms of skills, tech-
nology transfer and FDI inflows to non-oil activities. In contrast, it is relatively well positioned with regard to
imports of capita goods as a source of technology transfer and modern digital and physica infrastructure,
thanks to its record of large-sca e investment in infrastructure. A comprehensive Government-inspired pro-
gramme to build on existing strengths and address deficiencies is needed. The skills issue is perhaps the most
important of dl.

Skills for industrial development

Priority for the development of skills associated with specific industrial needs. This includes dl stages of edu-
cation and training and R&D. An assessment of skills needed by theindustria sector, both currently and in line
with future perspectives for industrial diversification and competitiveness based on the National Industria
Strategy, is urgently required.

Strategies for enhancing human resources for accelerated industrial development will focus on the following
objectives: raising the standards of technical and scientific education; enhancing managerid competence and
the innovative capabilities of existing firms through industria learning by producing for competitive markets;
encouraging the expansion of technology-based skills heeded by SMESs; devel oping a Nationa Innovation Sys-
tem to support technological learning, innovation and the exchange of technological knowledge between R& D
centres and private firms; providing support for firms to establish strategic alliances and networking with inter-
national technology leaders such as domestic technol ogy centres, especialy KSA universities, licensing provid-
ers, and the use of domestic and foreign consulting services.
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A spedid priority area for human resource development is the need to enhance ICT skills for wider application
in competitive industrial deve opment in certain key areas. enhancing access to knowledge, technol ogy, innova-
tion and learning; introducing new management and organizationa systems for improved industria efficiency
and productivity; and i mproving access to markets, distribution channels and global vaue chains.

To achieve these goals, the Government should also aim to broaden access to ICT facilities, particularly per-
sonal computers and the internet, from the current low leves. Thereis great potential to increase the use of ICT
in schools.

Technological effort and trade capacity building

Technological efforts depend on the share of industrial R&D spending in GDP and the leve of R&D by pro-
ductive enterprises. The effectiveness of technologica efforts can be measured from their outcome in accor-
dance with international standards.

Patent applications (filed nationally) indicate a comparatively modest performance for the KSA both regionally
and internationally. 1SO certification covering 1SO 9000 and ISO 14000 — an indication of increasing confor-
mity to international quality and product-safety standards — showed a significant improvement from 2001 to
2005 and compares quite favourably with regional comparators. The position of the KSA in the Innovation and
Technological Capabilities Index indicates an advantageous position vis-a-vis regional comparators.

In order to convert comparative advantages into competitiveness, a mgjor endeavour is needed to enhance in-
dustrial trade capacity building. This requires building industrial capabilities, removing supply-side constraints
for increasing industrid exports and establishing the required infrastructure and facilities to meet global norms
for product and process standards. In this regard, the WTO agreements on technical barriersto trade (TBT) and
on sanitary and phyto-sanitary measures (SPS) play a critical rolein international trade and require trade capac-
ity building measures for competing successfully in internationa trade for industrial products

FDI and technology transfer

The KSA has the highest stock of foreign direct investment (FDI) in the Middle East and North Africa (MENA)
region, but it is primarily directed to the energy sector. In comparison, very little FDI is attracted by export-
oriented projects in the non-ail sector. Effective integration into global manufacturing value chainsis yet to be
realized, depriving the country of one of the most important drivers of successful industrial performancein the
developing world. However, innovating firms will be ready to license their technology to the KSA in view of a
strong intellectual property rights (IPR) regime. There is a need to enhance the KSA's capacity to absorb tech-
nology. Effective transfer of technology entails enhanced industrial capabilities to acquire, assimilate, adopt,
adapt, learn and innovate.

It is also important to channel FDI into non-energy sectors and, probably, to take steps to increase KSA imports
of non-energy reated technol ogies, partly by improving institutional support for such aspirations for innovation
based on technol ogy transfer.

Modern infrastructure
The physical infrastructure base in the KSA compares favourably with regional comparators and represents a
strong base for future industrialization initiatives. However, further development of industrial cities with mod-

ern infrastructure, gas and eectricity networks will be important in fostering private-sector-led industrial
growth.
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In terms of the digital infrastructure, figures indicate that the KSA has a competitive edge vis-&vis regional
competitors pertaining to the number of te ephone landlines, mobile te ephones and the availability of personal
computers. In rdlation to international comparators, the KSA aso compares rd ativdy wel. But the ICT expen-
diture to GDP ratio compares unfavourably, which is aso reflected in data on internet users, broadband sub-
scribers and international internet bandwidth. Roughly one in five of the world's population now uses the
internet, whereas Saudi Arabia is lagging behind with less than 7 per cent. In contrast, the KSA compares
favourably with regard to secureinternet servers both regionaly and internationally.

Strategy for improving the business environment

The genera aobjective is to bring the Saudi economy into line with current practice in OECD countries as re-
gards domestic competition and the role of the public sector, subject to exceptions that rdate to cultura and
religious practices. The main issueis the effid ency and speed with which these objectives can beredized. That
depends mostly on the ability of the leadership to carry through a transformation in the attitudes, motivations
and mores of the various public sector organizations involved. As measured by World Bank's “Doing
Business’ survey, by comparison both with OECD averages and with most internationa comparators the KSA
does reasonably well on dealing with licences, hiring and firing workers, registering property, getting credit,
protecting investors and paying taxes.

Other strengths that the Kingdom can build on in terms of the business environment include: a positive macro-
economic outlook, with improving macroeconomic management; a Government that ensures continuity of
policy; a low tax level; WTO entry and ongoing trade liberalization; and a reatively good physical and, to a
lesser extent, ICT infrastructure. In addition to ardativey affluent domestic market, the KSA has an excellent
geo-strategic location for trade with the rest of the Arab world

From World Bank and other sources it emerges that the KSA needs to improve the business environment in the
following areas. starting a business; trading across borders; enforcing contracts; closing a business; the business
environment for SMEs, especidly in terms of access to industrial cities, business training and technol ogical
information; trade administration; industrial cities with sufficiently developed infrastructure; partnership
between the Government and the private sector in the process of formulating policies and monitoring perform-
ance; ICT infrastructure to match the stated objectives of the Government; and macroeconomic data, where
only alimited range of indicators are made public, making it more difficult for firms to assess the performance
of the macroeconomy in order to plan their business strategies.

The dtrategies recommended for improving the business environment for enhanced industrial performance
comprise the following.

Trade policy and administration, including industrial trade capacity building. The trade administration
system should be modernized, streamlined and made transparent, to facilitate imports and exports, by cutting
down unnecessary delays in customs etc; tariff reform should continue in line with WTO commitments; and the
infrastructure and facilities to meet globa norms for product and process standards need to be established. In
this regard, the WTO agreements on technical barriers to trade (TBT) play a critical role in internationa trade
and requireindustrid trade capacity building.

Ease of doing business. Regulations for starting and closing businesses need to be simplified and made trans-
parent to bring the KSA into line with competitor nations. Other regulations pertaining to the operation of busi-
nesses could be modernized along the lines aready identified within the KSA; business law relating to
investment and the resol ution of business disputes should aso be streamlined and explicitly codified; and the
ICT infrastructure needs to be upgraded and more e-governance introduced into the regulation and administra-
tion of business to further facilitate and improve the business environment. The Government has recently taken
some positive steps by alocating a sum of some SR3bn (US$0.8bn) to introduce e-governance over the next
few years; an Observatory for measuring the attractiveness of the national and regional business environment

Executive Summary XiX




for industrial investment should be set up, under the aegis of the MCI. This would measure the ability to attract
industria investment through global benchmarking. A project to facilitate the use of mineral resources and min-
ing should be set up in order to enhance the formation of new industrial clusters. Anindustria legislation pack-
age to review al laws rdating to industry should be designed along with the activation of new industrial
legislation in the areas of intelectua property, antitrust, competition and liberalization of the labour market;
infrastructure should be further developed; and the network of industrial cities extended into different regions
of the country.

Access to business information, services and coll ective learning. Public provision of business information and
services should be improved; a strong public-private partnership would he p in the identifi cation of problems as
they arise and in the expeditious working out of solutions; data collection and publication should be improved
in line with international standards; and the capabilities and networking of providers of business devel opment
and sector-specific services should be strengthened.

SME development. Access to finance for SM Es should be improved by building on the steps dready in place; a
single authority for SME deve opment should be set up; greater dia ogue should take place within and between
public agencies and SME ingtitutions and associations, business and technical advice to SMEs should be
improved; business partnerships between universities, large companies and SMEs should be set up to enhance
horizontal and vertical linkages; programmes to support SME cluster development in the regions should be
established; and innovative entrepreneurship training programmes should be promoted.

The initiative "10 by 10", led by SAGIA, has aready addressed many of the above-mentioned issues and an
implementation process is underway in close cooperation with the MCI and other relevant public and private-
sector institutions to set up a competitive business environment at the highest international standards.

Strategiesto promote national and regional (sub-national) innovation

National Innovation System

Nationa and Regiona Innovation Systems comprise the whole complex of public and privately owned physicd
infrastructure, institutions and systems that support and develop productive-sector innovation at the national or
sub-national leve. Innovation and technology development stem from a complex set of relationships among
actors in the system, where knowledge and skills constitute factors of production, and the players include uni-
versities, research institutions, and enterprises. For policy and decision-makers, understanding of the National
Innovation System can help identify leverage points for enhancing the innovative performance of firms, and the
competitiveness of products.

There is great potential to enhance the scope and increase the effectiveness of the KSA’s current innovation
system. Therole of the MCI in al matters rdated to industrial R&D and innovation should be defined. Stake-
holders involved in fostering industrial development (SAGIA, the MCI, the Ministry of Petroleum and Mineral
Resources, etc.) will need to reach consensus on the sectors that could potentially be promoted. The MCI
should take the lead and build consensus on a specific vision for those sub-sectors. Importantly, the technical
and economic fead bility of large projects should be ensured before they are approved for implementation. Any
industria strategy should specify criteriafor screening viable projects.

The main institutional structure for science and technol ogy policy in the KSA should be revamped as follows:

e An Industrial Innovation Commission should be set up within the Industria Competitiveness and
Diversification Board, to be coordinated by the MCI, with the task of coordinating the activities of al
agenciesinvolved inindustrial innovation;

XX Industry 2020




e An Industrial Research Network and Consulting Centre, operating as a “laboratory without walls’,
should generate and transfer industrial technology and network with international institutions and firms
in order to enhance innovation capabilities;

e [Industrial Innovation financial mechanisms should be provided for in the Industry 2020 Fund to
support enterprise innovation and R&D;

e An Industrial Innovation Branch should be created within the Industrial Development Agency, af-
filiated to the MCI, to disseminate knowledge through seminars and workshops and other means of
communi cating with the broader community.

Strategic tasks for the National Innovation System include; facilitating knowledge dissemination and indus-
try/university/institution linkages; promoting state-societd arrangements that promote international competi-
tiveness, with public institutional arrangements to facilitate the upgrading of skills in cooperation with the
private sector; encouraging multi-stakeholder partnerships; promoting venture capital; deve oping internal link-
ages and networking; establishing and managing regional industrial devel opment agencies in the newly created
Economic Zones; and increasing positive spillovers to local companies from foreign companies.

Increasing the supply of technically trained human resources

Long-term initiatives: The educational system will need to be continually restructured to provide a growing
pool of skilled workers and technicians, as well as a rapid expansion of engineering, business and computer
education at tertiary level. More university graduates should be trained in engineering and technical aress. In-
centives may be offered to world-renowned universities and institutions, to encourage them to establish cam-
puses in the Kingdom, offering courses that contribute to the strengthening of the national and regional
industrial innovation systems. The KSA needs to formulae a long-term vision to create a strong skills base
capable of supporting the country’s industrial innovation system, which in turn is likely to contribute signifi-
cantly to the process of industrial diversification.

Short-term initiatives: A graduate re-skilling programme should offer crash knowledge and skills-enhancement
programmes for unemployed graduates. The KSA will have to acquire foreign technologica capability and in-
novation capacities. The Government will need to put in place a whole host of essential support systems and
instruments to foster some adaptive R& D, to adapt imported technology to local conditions.

Regional (sub-national) Innovation Systems

Regional Innovation Systems (RIS) acknowledge the important role of institutions and coordination mecha-
nisms for knowledge creation and commercialization. Governance of regional innovation systems is usualy
based on a public-private coordinating body with palicy responsibility and resources to facilitate system coher-
ence by providing services and other mechanisms that facilitate interlinkages between various regional stake-
holders.

Innovative firms and their clusters operate in regiona networks. They cooperate and interact with suppliers,
clients and competitors, and with research and technol ogy resource organizations, innovation support agencies,
venture capita funds, and loca and regional government bodies.

Successful clustersin dynamic industrial locations seem to work well within well-established institutional con-
texts, which are formed by local institutions of education, training, research and the diffusion of technology.
The capabilities of firms are strongly affected by loca externdities. The policy approach should therefore fa-
vour convergence of factors that make the local environment conducive to facilitating networking both at loca
and transnational levds, with appropriate policy and institutional support to encourage the emergence of clus-
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ters as a way of maxi mising spillovers and | earning effects and maintaining an evolving consensus on goals and
progress towards them.

The RIS stakeholders can be divided in three main groups. The knowledge generation sub-system — university
leaders, research institutes (non-university) and other knowledge institutions; the intermediaries between
knowledge generation and knowledge commercialization (or exploitation) — knowledge transfer experts, inno-
vation lawyers (patents), investors (venture capital) and business services representatives, local paliticians, etc;
and the knowledge commer cialization (or exploitation) sub-system — firms, both large and SME, possibly a for-
eign firm representative.

The KSA can strive to form a Regional Industrial Innovative Policy Platform (RIIPP), to move towards a more
entrepreneurial, especially “knowledge entrepreneurial”, open innovation system by creating attractive loca
tions as unique places to work and live.

Strategiesfor cluster—based industrial development

The cluster—based industria devel opment strategy aims to contribute to the diversification of the economy away
from its current focus on natural resource-related activities. The weak presence of dustersin the KSA economy
is the result of the underlying weaknesses that exist in the business environment of the country. The cluster de-
velopment strategy can contribute to the general business environment upgrading. This in turn will be able to
seed clusters and to speed up their evolution, as these upgrading efforts will gradually remove the barriers to
cluster devel opment.

The strategy activey supports existing and new emerging clusters. Mobilizing and strengthening the potential
of existing clusters that have not yet reached their full potential has the best likelihood of success because it can
lead to a strengthening of existing industrial speciaization. To achieve diversification it is also crucia to iden-
tify industrial areas where new clusters can emerge. Those areas could be ones that require similar technol ogies
and skills, and therefore rdy on the potentia of existing absorptive capacity. This should serve to further KSA
capability for knowledge creation, absorption and diffusion.

The co-existence of many regional clusters, both within and among countries, with various knowledge bases
and different relationships with the regional (sub-national) innovation system will require more devel oped re-
gional governance structures. This would imply the need for planned and systematic coordination between in-
dustry and knowledge-creating and diffusing organisations, which may imply a platform approach.

In order to stimulate diversification and thus the creation of dynamic comparative advantages collaborative,
initiatives are called for. These can be pursued through the platform approach, which assumes using: Industry
platforms: exploring related variety of industries; Stakeholders’ platforms. pursuing planned and systemic co-
operation and interaction between universities, industries and Government; and Policy platforms: targeting
economi c ingtitutions, skills and infrastructure.

Some of the cluster and regional innovation system deveopment will deliver results that will become visible
quite rapidly while others will take longer. The availability of better information on the compaosition of eco-
nomic activities in the different regions of the country, the more effective identification of existing business
environment weaknesses and improvements in the efficiency of existing economic policy instruments, will be
visible quite rapidly. Clusters serving local markets could become significant within a few years, while devd-
opment of clusters with export potential unrelated to oil and gas will take longer.

To overcome the current constraints, industrial strategies and policies for promoting cluster-based industria
devel opment woul d need to focus on five main avenues.
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Thefirst is the creation of a sound factual and knowledge base to guide cluster-based polices. The following
areas are particularly important: mapping of existing clusters; evaluation of regional business environments;
creation of an observatory to monitor competitiveness and cluster development over time; financia and techni-
cal support for cluster initiative administration.

The second avenue is defining a cluster development action agenda to set realistic objectives focusing on the
following sectors: il and gas clusters, emerging export-oriented clusters with an existing base (including oil-
related sectors such as plastics, as wdl as transportation & logistics); clusters serving the domestic market
(retail, finance, construction, hedlth, agro-rdated, services ec); other emerging/potential clusters.

The third avenue involves benefiting from improving existing economic policy and programmes through a
cluster focus. Four areas in particular have significant potential: foreign direct investment attraction; branding
of clusters asindustria platforms, such as economic/industrial cities, valleys/industrial zones/technol ogy zones;
skills upgrading; SME support in terms of finance and technical assistance

The fourth avenue is the creation of a business environment that is more supportive to cluster development.
The following policy areas are particularly important: infrastructure and | ogistics capabilities; competition law;
business regulations; financial market; and trade palicy.

Finally, the fifth key avenue is the formulation of regional industrial development strategies to support
regional diversification and build regional comparative advantages.

Implementation of the National Industrial Strategy

The implementation of Industry 2020 will require the commitment, efforts and contributions of the
Government, the private sector and support institutions at national and regional level: the Government will have
the overall responsbility to manage the implementation of the strategy and of the platform of policies and
programmes; the private sector and the investment community will be directly involved in the devel opment and
formation of industrial clustersin the regions of the Kingdom; and the institutions of the national and regional
innovation systems will be responsible for providing a range of services to firms and clusters, including (for
example) training programmes, technol ogy deve opment, financ ng, and globd links.

The Ministry of Commerce and Industry (MCI) will be the focal organization of the governance system
responsible for the implementation of the National Industrial Strategy for Industry 2020. Its mission will be to
promote and support the process of collaboration, based on consensus. The MCI’srole will be:

e To promote Industry 2020 and to support collaborations and partnerships between the Government, the
private sector and the institutions of the national and regional innovation systems for its implementa-
tion;

e To formulate and propose measures and policies to improve the framework conditions: industrial
capabilities; business environment and private sector development; and to promote and support the
process of development of competitive and innovative industrial clusters and of national and regiond
innovation systems;

e To monitor and evaluate the overall implementation process of the industrial strategy and the platform
of palicies and programmes,

e To establish an Industry 2020 Fund to contribute to the financing of the programmes supporting the

industrial strategy, and in particular to collaborative projects between the Government, the private
sector and support institutions.
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At the apex of the governance of the Industry 2020 will be the Industrial Strategy Commission. It will include
core economic Ministries and other important Government agencies and institutions and be chaired by the
Minister of Commerce and Industry. Its role will be: to monitor and decide measures to improve industry’s con-
tribution to the overall economic devel opment of the KSA; to decide on palicies and programmes; to decide on
implementation of strategy; to decide on the Industry 2020 Fund; and to evaluate the implementation of
Industry 2020.

Regional and local government authorities will collaborate with the private sector and support institutions for
regional industrial development strategies. They will cooperate with the MCI and the Industrial Devel opment
Agency in the development of regional clusters and innovation systems.

Organization of the Governance System
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The Industrial Competitiveness and Diversification Board (ICDB) will be co-chaired by the Minister of
Commerce and Industry and a representative of the private sector. Itsrolewill be:

e Toidentify and devel op consensus between the private sector and the Government;

e To recommend measures to enhance industrial competitiveness, speed up the diversification process
and support the devel opment of industrial clusters;

e To advise on and recommend revisions to policies and programmes;

e To organize systems of consultations; and

e To contribute to regular reports on industrial performance and capabilities.
The Industrial Palicy Office, which managed the formulaion of Industry 2020, will be strengthened and be-
come the Industrial Development Agency, with particular responsibility for implementing the Regional

Industria Cluster Development Programme and programmes to support the development of nationd and
regional innovation systems and monitoring implementation of the Strategy. It will aso cooperate with
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innovation systems and monitoring i mplementation of the Strategy. It will also cooperate with agencies respon-
siblefor clusters and nationa innovation systems.

Process of implementation

The progressive implementation of Industry 2020 will include the following.

A national campaign will be organized by the MCI to promote and explain the strategic vision and goals, In-
dustry 2020 and the platform of policies and programmes. It will aim at building awareness among the private
sector, support institutions and regional governments and at encouraging their participation in the implementa-
tion process.

Then the MCI, in conjunction with the Industrial Devel opment Agency, will start to implement the programmes
to develop the national and regional innovation systems and will introduce the Industrial Cluster Devel opment
Programme in three or four regions. The Industrial Strategy Commission, on the basis of the presence of com-
petitive regional industrial clusters and a good industria capabilities base, will sdect the first group of regions.
The Industrial Devdopment Agency will help regional governments to formulate and implement a collabora-
tive strategy with the private sector and support institutions for the development of a regiona innovation sys-
tem and of competitive and innovativeindustria clusters.

The results will be assessed and the lessons learned used for improving implementation of the programme in
other regions. After one year, the implementation of the Industry 2020 Industrid Strategy and the platform of
palicies and programmes will be evaluated and the lessons |earned used for the overall improvement and devel -
opment of the Industry 2020 Industria Strategy and the platform of policies and programmes.

Industry 2020 — Agenda for Action

Given the paramount importance of industrial diversification and the dynamics of global development, the
Strategy proposes a programmatic framework to guide and drive the strategy implementation process. To this
end, five dearly defined programmes, each containing a number of project concepts, are coined with aview to
highlighting the expected outcome of respective project activities and budgetary guesstimates. The ideas con-
tained in the programme and project concepts are subject to a thorough review by Saudi authorities and indus-
tria stakeholders in the course of Strategy implementation. The duly approved project concepts will be
developed into fully fledged project documents for implementing a three-year fast-track programme. Based on
the lessons learned from the implementation of the fast-track programme, substantive industrial sector inputs
will be prepared for the Five Y ear Plan starting in 2010. The programmes will be financed by the Industry 2020
Fund and managed by the Industrial Development Agency under the supervision of the MCI and with guidance
from the Industrial Strategy Commission and the Industrial Competitiveness and Diversification Board, with a
unique blend of vision and action as embodied in the Programmatic Framework for Industry 2020 in
Chapter 11 of the present report.

Executive Summary XXV




XXVi Industry 2020




Overview

XXVii




XXVili Industry 2020




Part A: Industry in the Kingdom of Saudi
Arabiain the new global
Industrial setting

A vision for industrial development in the Kingdom of Saudi Arabia

he challenge for the Kingdom of Saudi Arabia (KSA) is to shift the economic basis of prosperity away

from excessive rdiance on natural resource endowments to mastery over knowledge-based technol ogies
over the next 10-15 years. This challenge was recognized in “Vision 2020”, an expression for a comprehensive
set of strategies for diversifying and modernizing industries in the KSA to the year 2020. The strategies
emerged as a broad consensus at a Symposium hed in October 2002, organized by the Saudi Ministry of Econ-
omy and Planning in collaboration with other Ministries and Public Authorities.

An industrial development strategy needs to address the specific situation of each country and the KSA is
unique on account of its history, culture and resource endowments. The initial conditions of each country and
the increasingly rapid evolution of global economic challenges require — indeed demand — country-specific
strategies for optimal industrial development conducive to achieving rapid economic growth. The KSA has
already made some progress in diversifying its economy and stimulating industrial development. But at this

crucia juncture— now that the Kingdom has achieved WTO entry and is stepping up its efforts to integrate into
the increasingly globalized world industrial economy — it isimperative to build a new framework for the future.

Key development goals
The KSA'’s key devel opment goal s can be specified as foll ows:

B To ensure stable and high growth rates and achieve balanced growth and prosperity for different
regions,

B Todiversify the economiesin the regions of the Kingdom;
B Toinvalvethe private sector in economic and social devel opment;

m To strengthen the economy’s capacity to respond to domestic and internationa changes in a flexible
and effective manner;

®  To reduce rdiance on the extraction and export of oil and to maximize the value added of natural
resources,

m  To diversify the sources of national income through the expansion of other productive sectors such as
industry and services;

®  To improve employment opportunities for Saudi nationals and reduce the private sector’s dependence
on expatriate labour;

®  To expand investment ininfrastructure;
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m  Tointegrate Saudi industry into the globa industrial market following the KSA's entry to the WTO at
the end of 2005;

®  To keep up with scientific and technologica devel opments and promote scientific research and devel -
opment, innovation, education and training and the dissemination of knowl edge and technol ogy;

m  Toincrease private and public investment in research and devel opment, building on the proud history
of sciencein the Idamic world;

B To cregte a talented, entrepreneuria industrial community capable of facing challenges and seizing
opportunities;

m  To preserve the environment agai nst pollution and ensure the optima use of naturd resources so as to
guarantee prosperity for future generations;

m  To achieve regional economic integration with the Gulf Cooperation Council (GCC) member states as
well as with the region and the world in general .

M anufacturing asthe main engine of growth

An underlying premise of Vision 2020 is that manufacturing is critical. It isthe main engine for deploying new
technologies and raising innovation. It is crucial to enhancing exports and moving them from low-va ue-added
products to higher value, skill and technol ogy-intensi ve products that grow faster in world markets and can sus-
tain faster income growth. Manufacturing is dso vital to create new skills and induce growth and technologica
change in other sectors. Moreover, manufacturing in general is a more attractive source of economic growth
than the financial sector, because the latter is far less |abour-intensive.

Globa experience highlights that industrial deved opment requires collaborative efforts, involving both the
private and public sectors, to bring about a significant industrial leap in a short period of time as abase for sus-
tainable economic development. Moreover, given the KSA’s high rate of population growth, maintaining
growth in per capitaincome requires drastic increases in investment in high-growth industries. Furthermore, it
entails targeting a magjor change in the structure of industrial value added, in the direction of industries with
higher technological content.

Diversification and competitiveness in the new global industrial setting

A number of oil economies have been using oil revenues to diversify, focusing on the devel opment of export-
based manufacturing and related services with attendant benefits for competitiveness and employment. The
new international environment poses new challenges for industridization strategies.

Fluctuating oil pricesand volatile economic performance

Between 1975 and 2005, real GDP inthe KSA grew by 2.7 per cent a year. With population growth of 3.9 per
cent a year, real GDP per capitatherefore declined by an average of 1.2 per cent ayear. The KSA’s reliance on
oil means growth and living standards are vulnerable to unpredictable external factors outside the domain of
national economic policy. In years of declinein oil prices, non-oil growth has not been strong enough to pre-
vent the economy from experiencing negative growth rates. Moreover, in the years where growth in the oil sec-
tor was negligible, GDP was almost stagnant despite the fact that the non-oil sector experienced some growth.
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Thanks to robust oil prices in 2000-2005, overall GDP grew by an average of 4.2 per cent per year, and per
capita GDP recorded annual growth of 1.7 per cent. However, the economy’s recent performance would have
been considerably weaker without the global economic devel opments that pushed ail revenues to record nomi-
nal highs.

Need for new growth strategy from non-oil sector to maximize value added from
oil wealth

The main development dilemma facing the KSA is how to conceive a new growth strategy that is sustainable
under the dominance of ail. In this new growth strategy, oil revenues are expected to remain an important con-
tributor to the economy, but will be used to stimulate sustainable growth in other productive sectors that maxi-
mize the added value from the oil wealth. Investment in human capital will be key. The challenges facing the
KSA economy now, in the age of WTO membership, are very different from those encountered in the past. A
proactive strategy for industrial diversification and competitiveness is therefore needed.

New employment opportunities must be generated

Such a reorientation of economic strategy would also aim to generate new employment opportunities for the
growing labour force and address the prablem of unemployment, particularly among the younger generation of
Saudi nationals. In the past, growth has been both too slow and too capital-intensive to absorb the rapidly grow-
ing number of new entrants into the labour force. M oreover, a proportion of the labour market is dependent on
expatriates and migrant workers, partly reflecting an i mbalance between the skills possessed by Saudi nationals
and the skills that domestic private industry requires. Improving employment opportunities means not only cre-
ating jobs, but providing nationals with skills suitable for rewarding, high-val ue-added work.

However, human capital and technological infrastructure are areas needing attention, and leves of research and
development (R&D) spending are low by world standards. Oil revenue could potentially be used to help
address these weaknesses through new investment. Moreover, the abundance of oil and gas aso offers Saudi
industry a comparative advantage in terms of the availability of energy, which can be further exploited by har-
nessing more of the Kingdom’'s natural gas reserves and improving e ectricity output and distribution.

Integrating the KSA economy into global value chains

Qil revenue can play an enhanced role in devel oping the non-oil economy to foster the KSA’s integration into
theinternational industrial economy and the international knowledge system. This requires integrating domestic
industry into global value chains, creating competitive and dynamic clusters, and generating synergies between
the non-oil sector, research and development institutions, and the National Innovation System (NIS), for the
development of private-sector, small and medium-sca e industry.

Industry asa main vehicle for achieving sustainable economic growth

The industrial sector — including mining, downstream oil-processing activities and industry-related services —
should emerge as the key sector for sustaining high growth thanks to its dynamic interrd ations with new tech-
nologies, innovation and knowledge, which are now the key drivers of globa economic growth. Indeed, inter-
national experience shows that industry-related services represent one of the most dynamic growth sectors of
most economies. In addition, the industrial sector enjoys various forward and backward linkages with other
economi ¢ sectors, which are critica for overall economic growth. These include mineral processing, basic
metals, agriculture and agro-processing, infrastructure, tourism and other related economic activities.
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Implications of the new international setting for Saudi industry
e Industry is becoming more internati onalized.
e Buildingindustrial capabilities isbecoming the key driver for achieving competitiveness.
e Sustained productivity growth represents the main source of industrial growth and competitiveness.
e Technological innovation and upgrading are becoming increasingly important.
e Thedistinction between industry and services is becoming blurred.

e Stricter globa norms reguire compliance in the fid d of environment (Montreal and Kyoto Protocols),
intelectual property rights and international product and process standards, including the WTO agree-
ments on technical barriers to trade (TBT) and on sanitary and phyto-sanitary measures (SPS).

e |nnovative enterprise structures, enterprise collaboration, networking and business practices are emerg-
ing within industry and in cross-border enterprise cooperation.

e Greater importance is being attached to good public governance on the one hand and efficient corpo-
rate governance on the other hand. In this connection, importance is being placed on trust-based pub-
lic-private partnerships for deve opment.

e Widespread liberalization of international trade, markets and capital flows, as well as deregulation and
privatization, are enhancing the rol e of the private sector.

Saudi Arabia on the global map of industrial performance

Theinterna and external challenges facing industrial growth in Saudi Arabia are increasing rapidly and while
important steps towards industrializati on have been undertaken in the past, they have not yet managed to meet
their full objectives.

Improved industrial performance

Saudi Arabia has achieved significant improvements in its position on the global map of industria performance
during the last 20 years, where it was among the world's winners in terms of improving its competitive indus-
tria performance rank, which rose by 18 places in the period 1980-2000. More recent data (UNIDO 2005c)
suggest that Saudi Arabiais well positioned in the UNIDO technol ogy advance index, ranking 38 out of 99
countries, with the highest rank among regiona comparators and above countries such as India and Indonesia
among international comparators. However, the country’s rank in the industrial advance index was lower and
declining, confirming the need for accel erated diversification towards industrial devel opment.

Despite a favourable level of MV A and manufactured exports per capitain the KSA, the degree of industriali-
zation as measured by the share of MV A in GDP is low by regional and international standards, reflecting the
dominance of the ail sector. Moreover, the favourable technological structure in MV A has yet to penetrate the
export structure, as is evident from the small share of medium and high-tech (MHT) products in manufactured
exports. Although the economy is going in theright direction, it is moving neither far nor fast enough.
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Product and market diversification

The considerable technological upgrading in terms of MV A has not yet permeated export performance and
exports remain dominated by oil and ail-related products, athough thereis a small but rapidly growing export
base of other dynamic groups, especialy other organic chemicals, glass, pigments and paints, perfumery and
cosmetics, and plagtic products. Although the Kingdom's market share is still small, there are signs of increas-
ing export competitiveness in the medium and low-tech and resource-based sub-groups.

The KSA is dependent on three main export markets: the United States of America, Japan and the Republic of
Korea, which accounted for nearly 42 per cent of exportsin 2003. However, the KSA is gaining ground in other

Asian and some European markets, which reduces its vulnerability to a downturn in any one economy. More-
over, the Asian countries in question are growing more rapidly than the USA.

M anufacturing employment, wagesand labour productivity

Manufacturing’s share of total employment in the KSA is the lowest among its comparators and the average
wage is high. Overal labour productivity fell in 1980-2001 and KSA competitiveness has declined signifi-
cantly, which is a serious drawback both for non-oil export performance and attracting investment. The issue

needs to be addressed urgently. Labour productivity in manufacturing has also declined in absolute terms, |ead-
ing to concerns about the skills base.

Main constraintson industrial competitiveness and diver sification

Previous industrialization efforts, which focused on the development of heavy industry because of the
Kingdom'’s abundant cheap energy sources, have not met their goals. This has created structural problems and
failed to address the issue of unemployment. The focus on capital-intensive, heavy i ndustries has meant that the
industrial sector has been unable to absorb the increasing numbers of Saudi entrants to the labour force.

The current industrial structure and performance in the KSA face the following constraints to industrid diversi-
fication and competitiveness.

e Rdative weakness of theindustrial base.

e Rdativey low capacity of the manufacturing sector to create val ue added.

e A hightechnological gap, preventing industries from moving into higher-val ued-added activities.
e Dominance of basic industries.

e Lack of technological capacity.

e The KSA isat the periphery of integration into global value chains (GVCs) and internationa produc-
tion networks.

e Rdativdy high wages and falling labour productivity.

e Asahighwage, capital and energy-intens ve economy, suitable market niches need to be found.
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Opportunities and action

Although the challenges, both internal and externd, to industrial growth are multiplying, the opportunities are
also increasing. The private sector’s industrial experience, accumulated both within the Kingdom and through
large industrial investments in developed and newly industrializing countries, in addition to the considerable
efforts being made to formulate an industrid vision and accompanying political support, are all critica ee-
ments for creating a new, sustained growth path based on raising industrial competitiveness and diversification.

This implies a leap forward towards 2020 for Saudi society and the national economy to improve public and
private efforts to operate in harmony, and the devel opment of a National Industrial Strategy that represents the
core of the overall national vision towards sustainable devel opment. This emerges from action plans that inter-
sect with other industrial strategies for improving the diversification and competitiveness of the Kingdom.
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Part B: Industry 2020: Industrial
strategiesfor diversfication and
competitiveness

Principles and mechanism for industrial strategies

How to achieve the objective of industrial development
Long-term industrial devel opment can be achieved by positioning the Kingdom as a

e Manufacturing and exporting centre for key industries;
e Distinguished technological centre;
e Global hub for investment with a central position in the Arab world within global value chains.

In order to achieve this, the Government will need to establish a strong partnership with the private sector to
accderateindustrial growth, manage natural and human resources, absorb the growing demand for jobs, reach a
high technologicd leve and achieve balanced regiond industrial devel opment. It must adopt an industrial strat-
egy as pat of anationa strategy for economic and social development and ensure that state institutions have
integrated action plans.

This will require creating an enabling environment for private-sector industrial development and establishing
partnerships between the public and private sectors. There are three possible leves of partnership — minimum,
deep and strategic. Whichever is chosen, Government assi stance should be limited to hel ping industries start up
and develop in their early stages, rather than long-term support through subsidies, which would be a burden on
fiscal palicy.

Once the roles of the partners and key stakeholders are identified, the targeted industries must be decided.
Several scenarios could be used in the process of industrial targeting. These include: targeting industries based
on natural resources and the value-added chain; targeting a range of industries that have potential in the
dynamic globa market; targeting industries with a high technological and skill content; and building industrial

clusters for integration into the international production process. The latter scenario aims at achieving a distin-
guished industrial position with a strong knowledge base.

Mechanismsof industrial strategy
The National Industrial Strategy (NIS) includes the following components: vision; message; path; strategic
godls; strategi ¢ tasks; i mplementation mechanisms; and strategic leadership.
Strategic goals
¢ To promote industries based on the comparati ve advantages of the Kingdom.

¢ Toreorient industrid deve opment towards products with high-va ue-added content.
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¢ Toreorient theindustrid structure towards industries with high technol ogical content.

¢ To deveop human resources through skills upgrading in the education and training system to meet the
needs of industry for competing in a globaized industrial economy.

¢ To improve the business environment for industrial competitiveness covering regulations, procedures
and policies.

¢ Tobuild a strong, national innovation system for technol ogical upgrading.

¢ To adopt industrial clusters as a new source of industrial growth opportunities, benefiting from econo-
mies of agglomeration.

¢ Tosupport and promote smal and medium-sized industrial enterprises.
¢ Todevelop and provide therequired physical and ICT infrastructure.

¢ To build trade capacity for enhancing the industrial competitiveness of domestic products in terms of
internationa product specifications and standards.

¢ To build and support balanced regional industrial devel opment.

¢ Tostrengthen regional and global industrial linkages and networking.

Strategic tasks

To enable the successful implementation of the industrid strategy, there are a number of tasks that must be ful-
filled. These include: establishing a globaly competitive business environment; facilitating the transfer of im-
provements in the business environment to all types and sizes of companies; stimulating the participation of all
segments of society to share the benefits of industrid growth; diversifying towards medium and high-tech as
wdl as R&D-intensive activities; and mobilizing different geographic levels to achieve higher competitiveness
and diversification.

Strategic scenarios

The National Industria Strategy — Industry 2020 — aims to achieve unprecedented growth rates in industrial
vd ue added through partnerships between the Government and the private sector. The Government would be
responsible for creating an encouraging environment for investment, production and global transactions that
matches the most competitive environments existing worldwide, whereas the private sector's responsibility
would be to make effective use of every opportunity for building a diversified and globally competitive indus-
tria base.

Strategic industrial diagnosis and preliminary sectoral analysis of Saudi industry show that:

®  The bulk of manufacturing activities are in the resource-based group, such as refined petroleum prod-
ucts, iron and sted scrap, cement, glass and mineral manufactures,

m  Several low-tech groups seem open to regional competition, such as further-processed iron and sted
products, paper and paper board, furniture, office supplies, €tc;
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m  Medium-tech groups could constitute a target market in such areas as petrochemicals, synthetic fibres,
cosmetics, fertilizers, plastic materials and high-end iron and sted products;

B Modest exports in medium-tech, non-petrochemical products may support diversification.

A choice of two scenarios

In this context, there are two mgjor industry sector scenarios to be considered. Thefirst is to expand oil-related
industries by building on existing resource endowments. The second, which is strongly favoured by this study
in order to meet the goals and targets set for Industry 2020, is proactive diversification. This would involve di-
versification and technol ogical upgrading based on in-depth sectord assessments of prospects, maximizing the
benefits of regional integration, building industrial capabilities, creating an enabling busi ness environment, es-
tablishing a nationa and regional innovation system, promoting development of industria clusters and integrat-
ing into global value chains.

Industries promoted by existing public-private partnerships, particularly petrochemicals, have aready reached
high levds of competence based on technology and R&D resulting from comprehensive government support.
Strong private-public partnerships will enable privete companies to lead future devdopment. Therefore, the
responsibility of the new generation of industries goes beyond achieving normal industrial growth and requires a

combination of investment, use of natural resource weath and the development of science and information
technol ogy.

Four main pillarsof theindugrial strategy
The Nationa Industrial Strategy for Industry 2020 comprises four main interrel ated pillars.
e Enhancing domestic capability building for accel erated industrialization.
e Improving the business environment for enhanced industrid performance, especialy for SMEs.

e Creating anational innovation system for technol ogical upgrading.

e Promoting cluster-based industria development for improved competitiveness.

Enhancing domestic capability building for accelerated
industrialization

The availability and competitiveness of the drivers of industrial competitiveness help in the diffusion of new
technologies and ensure the continued expansion of the potential capabilities of an industrial sector. The key
structura drivers affecting compeitiveindustrid performance are:

e Domestic drivers comprising human resources, domestic technological effort and finance support for
industria establishments;

e External drivers comprising FDI and technol ogy transfer; and

e Supportivedrivers such as digital infrastructure and ICT indicators.
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Domestic drivers. ills

A magjor effort is needed in this area in the KSA. The main concerns are the skill base of available human re-
sources, and the domestic technologica effort. Other issues of concern refer to further strengthening the fund-
ing of smal and medium-sized enterprises (SMES) and the need to increase the use of ICT for industria
operations.

In the KSA, despite high literacy rates relative to the Arab world, improvements in secondary and tertiary en-
rolment ratios remain low reative to both regional and international comparators. Enrolments in technica and
vaocationd programmes at the secondary level are modest in comparison with other comparator countries and
availableindicators indicate a preference for specialization in studies related to education and humanities, and a
relative neglect of technical and business-related fields. The latter two are of paramount importance in equip-
ping the labour force with the capability to undertake indigenous technological effort and nurture the entrepre-
neurial spirit in the private sector. Saudi industry cannot compete in low-tech market segments where labour
costs are the main source of competitive advantage. Focusing on technol ogy-intensive and innovation-driven
industries in the long term requires a significant overhaul of both education and training systems, as well as
labour market institutions, to send the right signal to educational establishments.

Need to balance supply of and demand for industrial labour with advanced ills

The quality of education and its rel evance to job opportunities is another key issue. Recent studies suggest that
amagjor problemin the Middle East and North Africa (MENA) region in generd is a sharp disconnect between
the outputs of the education and training systems and the demands of the labour market. This imbalance is the
case in the KSA as wdll, as evidenced by the relativdy high unemployment leve of Saudi national s despite the
existence of sizeable labour demand, which isinstead supplied by non-nationals.

Thereis an ever-rising need for advanced technical skills, particularly those required in new technol ogies such
as ICT and biotechnology. Educated workers are essentia for the introduction of new technologies. Modern
business organi zations increasingly need multi-skilled workers able to operate in teams and take responsibility
for improving quality and raising productivity.

Technological effort and trade capacity building

Data on overall R&D spending are not available, but business enterprise expenditure on R&D, both in absolute
terms and as a percentage of GDP, compares unfavourably with most regional comparators. Patent applications
(filed nationally) aso indicate a comparatively modest performance both regionaly and internationaly. 1SO
certification covering SO 9000 and ISO 14000 — an indication of increasing conformity to internationa quality
and product-safety standards — showed a significant improvement from 2001 to 2005 and compares quite fa-
vourably with regional comparators. The position of the KSA in the Innovation and Technological Capabilities
Index is advantageous vis-a-vis comparators such as Egypt, Syria and Oman, but the fact that it scored lower
than other comparators suggests that more investment is needed in domestic capabilities supporting technol ogy
and innovation.

In order to convert comparative advantages into competitiveness and to enhance domestic capacity to absorb
imported technology and skills, a major endeavour is needed to enhance industrial trade capacity building. This
requires building the required industrial capabilities, removing supply-side constraints for increasing industrial
exports and establishing the required infrastructure and facilities to meet global norms for product and process
standards. In this regard, the WTO agreements on technicd barriers to trade (TBT) and on sanitary and phyto-
sanitary measures (SPS) play a critical rolein internationa trade and requires trade capacity buil ding measures
for competing successfully in international trade for industrial products.
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Domegtic financing for small and medium enterprises

The Saudi Industrial Devdopment Fund (SIDF) provides financing to meet the needs of the private manufac-
turing sector, and extends subsidized credit facilities that can reach up to 50 per cent of total project costs. The
growth and liberdization of the banking sector should facilitate greater lending from private banks to private-
sector manufacturing firms in the coming years. However, most finance has been directed towards large-scd e
enterprises, often public, and there is a need to ensure that the private sector, especidly SMEs, is further
strengthened.

External drivers. FDI and technology transfer

The KSA has the highest stock of foreign direct investment (FDI) in the MENA region, but this is primarily
directed to the energy sector. In comparison, very little FDI is attracted by export-oriented projects in the non-
oil sector. Effectiveintegration into global manufacturing value chainsis yet to berealized, depriving the coun-
try of one of the most important drivers of successful industrial performance in the developing world. Innovat-
ing firmswill be readier to license their technology to KSA firms if theintellectual property rights (IPR) regime
is strengthened. There is a need, as noted above, to enhance the KSA's trade capacity in order to better absorb
cutting-edge technology. It is dso important to channel FDI into non-energy sectors and, probably, to take steps
to increase KSA imports of non-energy rd aed technol ogies, partly by improving institutiona support for such
imports.

Supportivedriverssuch asdigital infragtructureand ICT indicators

The physical infrastructure base in the KSA compares favourably with regional comparators and represents a
strong base for future industrialization initiatives. The digital infrastructure is also relatively strong overall, but
leves of internet access and ICT spending as a proportion of GDP both remain low, which means the KSA is
missing out on potential productivity gains. The extent and qudlity of the digital infrastructure is becoming cru-
cially important in shaping overal competitiveness, especially in export-oriented economies relying on innova
tion and technol ogy-intensi ve sectors. It dso provides access to information and statistical data, which are key
inputs into the decision-making processes of modern business organizations. After the ail price boom, maost
Government expenditure went into the development of the transportation network, housing facilities, water,
eectricity, schools and hospitals.

In terms of the digital infrastructure, figures indicate that the KSA has a competitive edge vis-&vis regional
competitors pertaining to the number of teephone landlines, mobile td ephones and the availability of personal
computers. In reation to internationa comparators, KSA also compares rdatively well. However, the ratio of
ICT expenditure to GDP compares unfavourably, which is also reflected in data on internet users, broadband
subscribers and international internet bandwidth. Roughly one in five of the world's population now uses the
internet, whereas Saudi Arabia is lagging behind with less than 7 per cent. In contrast, the KSA compares
favourably with regard to secureinternet servers both regionally and internationaly.

Indudtrial strategiesfor enhancing industrial capabilities

Industrial strategies for enhancing industrial capabilities are needed in the following areas:

e Improving human resources and the skills base;
e |nnovation and technologica upgrading;

e Channdling FDI and domestic financing towards the private manufacturing sector, especialy private
SME sector industrial devel opment; and

Overview XXXIX




Enhancing industria trade capacity building.

These will be reinforced by strategies for cluster-based industrial devel opment.

Strategies for ills for industrial development

The strategy for the devel opment of skills for industrial devel opment consists of five axes.

1)

2)

3)

4)

5)

Priority for the devel opment of skills assodiated with specificindustrial needs. Thisincludes all stages of
education and training and R&D. An assessment of skills needed by the industrial sector, both currently
and in line with future perspectives for industrial diversification and competitiveness based on the na-
tional industrial strategy, is urgently required.

Developing skills consistent with the overal vision for the industrial sector proposed in the nationa
strategy in order to maximize the use of such skillsinindustry.

Skills devel opment should be characteri zed by long-term continuity, requiring the building up of an insti-
tutiona structure to enhance the skills of employees in a flexible way to meet the emerging needs of
existing and future industrial activities.

Developing of training opportunities and programmes to meet the requirements of industry in the short
term.

Establishing a two-way process of public-private sector dialogue and partnership to dovetail industry’s
need for human resources with output of the education and training system through an assessment of
skills needs by the private industrial sector.

Strategies for enhancing human resources for accelerated industrial development will focus on the following
objectives:

Raising the standards of technical and scientific education;

Enhancing managerial competence and the innovative capabilities of existing firms through industrial
learning by producing for competitive markets;

Encouraging the expansion of technol ogy-based skills needed by SMEs,

Devdoping a National Innovation System to support technological learning, innovation and the ex-
change of technological knowledge between R&D centres and private firms;

Providing support for firms to establish strategic alliances and to network with internationa technol-
ogy leaders, domestic technology centres (especidly KSA universities), licensing arrangements, and
the use of domestic and foreign consulting services.

A specid priority area for human resource development is the need to enhance ICT skills for wider application
in competitive industrial development in four key aress:

x|

Enhancing access to knowledge, technol ogy, innovation and learning;

Introducing new management and organizational systems for improved industrid efficiency and pro-
ductivity; and
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B Improving access to markets, distribution channels and global value chains.
To achieve these goals, the Government should also aim to broaden access to ICT facilities, particularly per-

sonal computers and the internet, from the current rather low levels. There is great potential to i ncrease the use
of ICT in schools.

| mproving business environment for enhanced industrial performance,
with special referenceto SMEs

The genera aobjective is to bring the Saudi economy into line with current practice in OECD countries as re-
gards domestic competition and the role of the public sector, subject to certain exceptions that relate to cultural
and religious practices. The mainissueisthe efficiency and speed with which these plans and objectives can be
realized. That depends mostly on the ability of the palitical leadership to carry through a transformation in the
attitudes, motivation and mores of the various public sector organizations involved. In the longer term, the
speed of adjustment to the globaizing world economy will also depend on the alacrity with which reformsin
the educational system are implemented, among other factors.
Current business environment
Although Saudi Arabia compares favourably with regional averages, it is seeking to compete on the world stage
and anaysis based on the World Bank’s “Doing Business’ considers other successful emerging-market econo-
mies as international comparators. By comparison with both OECD averages and most of the international
comparators chosen, Saudi Arabia does reasonably well on the following indicators, which the report therefore
does not discuss further:

e Dealing with licences;

e Hiring and firing workers;

e Registering property;

e Obtaining credit;

e Protecting investors,

e Paying taxes.

Physical infrastructure in the KSA is advanced, by both regional and international standards, and constitutes a
key source of strength.

Activities for which it compares | ess favourably with OECD countries and Singapore and Malaysiainclude:
e Starting a business,
e Trading across borders;
e Enforcing contracts;

e Closing abusiness.
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Thebusiness environment and SME development

SME devel opment is crucia to rapid job creation and the diversification of industry in general, with the poten-
tial to support innovation and economic activity in the regions as well. The rationale for supporting SMEs is
therefore based on ther potential contribution to economic growth and new job creation. However, specid
policies for SME devel opment are needed to ensure the redlization of this potential. Access to finance is being
improved and further, necessary, policies could be organized a ong the following major axes:

Improving the business environment;
Enhancing business devel opment services,
Facilitating access to business and technol ogical information;

Further improving access to finance.

Government and private sector strategies for SME development should involve:

Facilitating SMES' access to markets,

Enhancing information flow and developing instruments for risk management for investment capital
and operating finance;

Investing in public goods that improve SME competitiveness, including infrastructure, education and
technology devel opment;

Reconsidering regulations that result in higher costs for SMEs and setting up e-governance regulation
of SMEs;

M obilizing the private sector to provide entrepreneurship and general business training.

Strength, Weakness, Opportunity and Threat (SWOT) analysis of the business
environment

A SWOT analysis of the collected data and information summarizes the findings above as follows.

The Kingdom'’s strengths lie primarily in the following aress:

xlii

A positive macroeconomic outl ook, with improving macroeconomic management;

A Government that ensures continuity of palicy;

A low tax levd;

WTO entry and ongoing trade liberalization;

A relatively good physical and, to alesser extent, ICT infrastructure. In addition to ardatively affluent

domestic market, the Kingdom has an excdlent geo-strategic location for trade with the rest of the
Arab world.
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The Kingdom' s weaknesses are as follows:

There are serious shortcomings in the existing business environment rd ating to the starting of a busi-
ness, closing a business, obtaining licences, commercial dispute resal ution and the enforcement of con-
tracts. SAGIA and the MCI are working to reduce some of theseg;

Trade administration is perceived to bein need of improvement;

There is an unfavourable business environment for SMESs, especialy in terms of access to industrial
cities, business training and technol ogical information;

Lack of industria cities with sufficiently deve oped infrastructure;

Lack of astrong partnership between the Government and the private sector in the process of formulat-
ing policies and monitoring performance;

Insufficient ICT infrastructure to match the stated objectives of the Government;
A serious shortage of macroeconomic data, with only a limited range of indicators made public, which

makes it more difficult for firms to assess the performance of the macroeconomy in order to plan their
business strategies.

Present opportunities comprise:

The genera climate of business expectations engendered by WTO entry creates a window of opportu-
nity to rationalize and liberalize the trading regi me and trade administration;

Continuing high oil prices would facilitate heavy i nvestments needed in a number of critical aress,

The Kingdom could benefit from existing regional integration initiatives — especidly the Gulf
Cooperation Council (GCC) agreements and the eagerness of the private sector for further industria
expansion;

The attraction of FDI and initiatives to help link domestic enterprises to global value chains could be
crucid drivers of knowledge and technology transfer, if the business environment could be made more
attractive in a short space of time;

As a member of the GCC, the Kingdom is negotiating free trade agreements with the EU and Japan,
and is likdy to have the opportunity to sign other such deds, for example with emerging Asian
€conomies.

The most obvious threat isthat the KSA risks being marginalized in terms of FDI inflows and trade integration,
on account of slow diversification and weaknesses in the business environment.

Government initiativesto improve the business environment

This section reviews the main conclusions from individua interviews with key Saudi industrialists and business
analysts, conducted in October 2006 in Riyadh. The Government has already taken some measures to promote
the business environment and others areintrain.
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Ongoing initiatives

SAGIA reports the following measures, which address some of the above needs and shortcomings identified in
the previous sections.

*

*

Judicia reforms arein progress.

The KSA is committed to reducing customs duties on a large number of goods, particularly industrial
products. Plans are also underway to exempt a range of raw materials and intermediate i mports from
customs duty.

Laws rdating to commercia policy, state participation in the economy, capitd flows, foreign invest-
ment and the financia sector are being reviewed.

Plans are being prepared for the privatization of ports, the upgrading of operationa capacity, the use of
state-of-the-art security procedures, the simplification of port entry-permit procedures and the exten-
sion of railroads.

Measures are being implemented for simplifying the regulatory procedures related to inward invest-
ment.

Special incentives are being set up to encourage investments in the less-devel oped regions.

Intellectua property rights (IPR) protection is being streamlined, with patent applications being adjudi-
cated in under two and a half years.

Expected initiatives

The private sector expects the following additiona initiatives to improve the business environment.

*

*

Industrial cities: Further development of industria cities in different parts of the country.

Rental rates: Industrialists requested that rental rates for such new deve opments do not exceed rates
for existing sites such as Jubail and Y anbu.

Infrastructure: Industridists believe that investment in infrastructure by the Government as an
enabling condition for private investment does not contradict WTO regulations; however, to be certain,
specific plans would need to be checked against WTO regulations.

Labour legidlation: Industrialists would like the Government to ease Saudization regulations, especialy
for industries that are labour-intensive or high-technol ogy-based.

Logistics: Industrialists would like the Government to promote a better business environment by com-
pleting infrastructure development in the transport sector, gas networks and railroads, throughout all
industria areas. Thiswill boost mining, downstream activity and many other industries.

Industrial strategies for improving the business environment

The strategies recommended for improving the business environment for enhanced industrial performance
comprise the following.

xliv
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1. Trade policy and administration

The trade administration system should modernized, streamlined and made transparent, to facilitate
imports and exports, by cutting down unnecessary delays in customs, etc.

Tariff reform should continue in line with WTO commitments.

2. Ease of doing business

Regulations for starting and closing businesses would need to be simplified and made transparent, to
bring the KSA into line with competitor nations. Other regulations pertaining to the operation of busi-
nesses could be modernized dong the lines already identified by SAGIA.

Business law relating to investment and the resolution of business disputes should aso be streamlined
and explicitly codified.

The ICT infrastructure would need to be upgraded and more e-governance introduced into the
regulation and administration of business to further facilitate and improve the business environment.
The Government has recently taken some positive steps by alocating a sum of some SR3 billion
(US$0.8 billion) to introduce e-governance over the next few years.

An observatory for measuring the attracti veness of the national and regional business environment for
industrial investment should be set up. This would measure the ability to attract industrial investment
through global benchmarking.

A project to facilitate the use of mineral resources and mining, in order to enhance the formation of
new industrial dusters, should be set up.

Anindustria legislation package to review all laws relating to industry should be designed, along with
the activation of new industrial legislation in the areas of intelectual property, antitrust, competition
and liberalization of the labour market.

SAGIA has aready launched the 10 by 10 project, which is being implemented in cooperation with
major public and private stakehol ders.

Infrastructure should be further developed and the network of industrial cities extended into different
regions of the country.

3. Access to business information, services and collective learning

Overview

Public provision of business information and servi ces should be improved.

A strong public-private partnership would hdp in the identification of problems as they ariseand in the
expediti ous working out of solutions.

Data coll ection and publication should be improved in line with international standards.

Capabilities and networking of providers of business-devel opment and sector-specifi ¢ services should
be strengthened.
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4, SME development
B Toimprove access to finance for SMEs, building on the steps dready in place.
B Toset up asingle authority for SME devel opment along the lines described above.

B To establish a mechanism and foster greater did ogue within and between public agencies and SME in-
stitutions and associations.

®  Toimprove business and technical adviceto SMEs.

B To promote business partnerships between universities, large companies and SMEs to enhance hori-
zontal and vertical linkages.

m  Tolaunch programmes to support SME cluster development in the regions.
B To promote innovative entrepreneurship training programmes.

The recommendations for the above strategies are translated into concrete plans for follow-up actions in
Chapter 11 of the main report.

Creating national and regional (sub-national) industrial innovation
systems for technological upgrading

Theroleof Innovation Systems

Nationa and Regiona Innovation Systems comprise the whole complex of public and privatdy owned physical
infrastructure, institutions and systems that support and develop productive-sector innovation at the national or
sub-national leve. National systems for technol ogy devel opment and innovati on emphasize that innovation and
technology development stem from a complex set of relationships among players in the system, where knowl-
edge and skills constitute factors of production; the players ind ude universities, research institutions and enter-
prises. For policy- and dedsion-makers, understanding of the NIS can hep identify leverage points for
enhancing the innovative performance of firms and the competitiveness of products. Sustained efforts for
strengthening science and technol ogy systems can convert industrial operations into horizontally and vertically
integrated manufacturing, with ever-increasing deve opment of manufacturing-complementary service activi-
ties. The process enables devel oping countries to integrate the local vaue chain into the globa value chain. In
addition to the creation of a pool of technically trained personnd, the state should formulate and implement
strategies and policies that encourage intense innovation at ingtitutions and enterprises.

The new industrial geography is characterized by integrated international sourcing, technology, manufacturing
and services networks, which together comprise the spatia distribution of production. This system is governed
by large international firms and multifaceted sub-contract linkages between large and small enterprises, and
enables countries to insert their industrid sectors into local and global value chains.

Successful clustersin dynamic industrial locations seem to work well within well-established institutional con-
texts, which are formed by local institutions of education, training, research and the diffusion of technology.
The capabilities of firms are strongly affected by local externalities. The policy approach should therefore bein
favour of the convergence of factors that make the local environment condudi ve to facilitate networking both at
local and transnational levels.
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Existing framework offers potential

Thereis great potential to enhance the profile and effectiveness of the country’ s industria innovation system as
shown by the existing institutional framework in sd ected fie ds:

Universities, especidly those with engineering, science and business schoals;

Research ingtitutes and laboratories, of which King Abdul Aziz City for Science and Technology
(KASCT) and the Saudi Arabian Basic Industries Corporation (SABIC) areleading institutions;

Service ingtituti ons, including the Saudi Organization for Industria Estates and Technology Zones, the
Saudi Arabia Standards Organization (SASO), and the National Patent Office;

Funding organi zations. Today almost 90 per cent of funding is provided by the public sector, either by
the Government or by public enterprises;

Private and public enterprises and organizations. These include SABIC and Saudi Aramco, which both
carry out in-house R&D, as wel as private foundations such as the Saudi Foundation for the Gifted.
However, with some exceptions, most industrial firms (whether large or SMES) are not yet part of the
national research and innovation system, as generally they are not innovators;

Scientific societies. A relativdy large number exist in KSA in all areas of knowledge. These are
paticularly important for creating a more favourable environment for the diffusion of concepts and
visions of innovation.

Current challengesfor industrial innovation

The role of the Ministry of Commerce and Industry (MCI) should be strengthened in al matters related to in-
dustrial R&D and innovation. Stakeholders involved in fostering industrial devel opment (SAGIA, the MCl, the
Ministry of Petroleum and Minera Resources, etc) will need to reach consensus on the sectors that should be
promoted. The MCI should take the lead and build consensus on a specific vision for those sub-sectors. Impor-
tantly, the technical and economic feasibility of large projects should be ensured before they are approved for
implementation. Any industrial strategy should specify criteria for screening viable projects. An institutiona
mechanism to create an effective innovation system and related palici es needs to be established.

Government agencies can act:

a) Asapromoter, providing:

Tax incentives;
Financial incentives,
Protection of intellectual property rights;

Commercia channels for the transfer of goods, processes and technol ogies.

b) Asaproducer:

Overview

Carrying out or contracting industrial research;

Guiding public (and private) industrid research institutions.
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c) Asauser:
e By procurement.
d) Asafacilitator, acting as:
e Antennafor industrial technology, and al related information activities;

e Guiding and supporting the financia mechanisms for industry-related research and
innovation.

It is aso important for industrial strategy formulation and implementation to be strictly controlled by one en-
tity, preferably the MCI, which is currently in charge of industrial licensing. The new Industrial Policy Board at
MCI should be involved in more than the process of licensing industrial projects. New initiatives should in-
clude a component for the restructuring of the MCI within the framework of along-term vision, based on con-
sensus. It is important to identify the core capabilities and potentia of the KSA; a notable source of
comparative advantage is the Kingdom’'s ability to benefit from foreign expertise. In addition to energy-
intensive industries, the potentid for devel oping products through industrial clustersis aso important.

Addressing other key issues

Ancther key issueis how to take better advantage of the interre ationship between science and technol ogy. The
NIS in the KSA should become a creative space in socid learning for the exchange of knowledge and informa-
tion flows among national, sub-national and sectoral agents. The main institutional structure for science and
technology policy should be revamped. All mgjor policies with respect to industrial innovation will need to be
formulated and implemented by a specialized agency, namely an Industrial Innovation Coordination and De-
velopment Board (11CDB). The chief strategies are summarized below.

Increasing the supply of technically trained human resources

Long-term initiatives: The educationa system will need to be continually restructured, with an accent on
technical and vocational education below tertiary level to provide a growing pool of skilled workers and techni-
cians, as well as arapid expansion of engineering, business and computer education at tertiary level. More uni-
versity graduates should be trained in engineering and technical areas. The proportion of students enrolled in
engineering, science, management and mathematics at the universities should be targeted to reach at least 60
per cent of university enrolment by 2010.

Incentives may be offered to world-renowned universities and institutions, to encourage them to establish cam-
puses in the Kingdom, offering courses that contribute significantly to the strengthening of the national and re-
giona industrial innovation systems.

When the density of scientists and engineers engaged in R&D and innovation has been increased, efforts should
be initiated to disseminate scientific information with commercia potential and to generate commissioned re-
search projects. A strong acknowledgement of the necessity of deveoping linkages between basic research,
applied research, industrial activities and national objectives should be encouraged among sci entists and techni-
cal personnd, as well as among policy-makers.

The Government will need to adopt an incentive system that unleashes entrepreneurial zeal. Currently, the

country is not creating sufficient jobs for Saudis. Thisislargely owing to the system failurein meeting the type
of skills and knowledge needed for rapidly changing production systems. The KSA needs to formulate a long-
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term vision to create a strong skill base capabl e of supporting the country’ s industrial innovation system, which
inturnislikdy to contribute significantly to the process of industrid diversification.

Short-term initiatives: A graduate re-skilling programme should offer crash knowledge and skills-
enhancement programmes for unemployed graduates. High-quality vocational training and quality learning can
boost technical and vocational speciaization, while focusing on meeting the skills needs of many sectors. In
order rapidly to acquire technological capacity and innovation capabilities, the first task is to reduce the gap
between best locd practice and best international practice. The KSA will haveto acquire foreign technol ogical
capability and innovation capacities. The Government will need to put in place a whole host of essential sup-
port systems and instruments to foster some adaptive R& D, to adapt imported technol ogy to loca conditions.

Regional (sub-national) innovation systems (R1YS)

In the context of the KSA Eighth Development Plan, regiona innovation systems alongside d usters can be
used as poalicy frameworks for achieving long-term regional development. The key to the success of RIS isin
institutional innovations (governance) that facilitate the creation of dynamic comparative advantage. These in-
stitutions promote cooperative practices among actors in the economic and industrid system; they promote the
building of collective entrepreneurship, which can result in collective gains in terms of regional economic de-
velopment. For the KSA, as for developing countries in general, the importance of a “public goods” role for
state intermediation means that a hybrid model of RIS is best. Institutional support is needed for appropriate
talent formation in the tertiary education sector “platform” and an Innovative Policy Platform (IPP), moving
regions towards a more entrepreneurial, especially “knowledge entrepreneurid”, profileis required.

Summary of key proposals

A number of new agencies and strategies are proposed. Key agencies are listed below.

An Industrial Innovation Commission should be set up within the Industrial Competitiveness and Diversifi-
cation Board, to be coordinated by the MCI, with the task of coordinating the activities of all agenciesinvolved
in industrial innovation.

An Industrial Research Network and Consulting Centre, operating as a “laboratory without walls", should
generate and transfer industrial technology and network with international institutions and firms in order to en-
hance innovation capabilities.

Industrial innovation financial mechanisms should be provided for in the Industry 2020 Fund to support
enterprise innovation and R&D.

An Industrial Innovation Branch should be created within the Industrial Development Agency, affiliated to

the MCI, to disseminate knowledge through seminars and workshops and other means of communicating with
the broader community.

Strategic tasks:

¢ Facilitating knowl edge dissemi nation and i ndustry/university/institution linkages;

¢ Encouraging state-societa arrangements that promote international competitiveness, with public insti-
tutiond arrangements to facilitate the upgrading of skillsin cooperation with the private sector;

¢ Encouraging multi-stakehol der partnerships;
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¢ Promoting venture capital;
¢ Deveoping internal linkages and networking;

¢ Establishing and managing regiona industrial development agencies in the newly created Economic
Zones;

¢ Increasing knowl edge spilloversto local companies from foreign companies;

¢ Establishing Innovative Policy Platforms (1PPs).

Promoting cluster-based industrial development for improved
competitiveness

What is the role of clusters, how could they contribute to the industrial diversification of the KSA and what
steps would be needed to achieve this?

Regional and cluster-based industrial innovation systems. conceptual
issues

Clustersand regional innovation strategies

Clusters are groups of companies linked by geographi ¢ proximity and the production of related products or ser-
vices. They can improve competitiveness and productivity through sharing best practices, labour and manage-
ment pools and training as wdl as driving the direction and pace of innovation. Clusters can thus become a
source of regiona competitive advantage. In regional innovation systems, innovative firms and their clusters
operate in regiona networks, cooperating and interacting with suppliers, clients and competitors, and with re-
search and technol ogy resource organizations, innovation support agencies, venture capital funds, and local and
regional government bodies.

Cludgters, regional compar ative advantage and r elated var iety

Cluster initiatives are often joint initiatives, involving companies, educational and research institutions and
relevant government agencies. The evidence suggests that maobilizing and strengthening the potential of exist-
ing dusters that have not yet reached their full potential has the best likelihood of success. However, focusing
only on existing clusters is not a viable strategy for diversification. It is crucial to identify industriad areas
where new clusters can emerge.

The goa of RIS is promoting new economic activity based on industries with a similar analytical knowledge
base. The co-existence of many intra-regional clusters with various knowledge bases and different rdations to
the RIS will require more-devel oped regional governance structures to secure planned and systematic coordina-
tion between industry and other institutions that create and diffuse knowledge. Creating regional comparative
advantages requires purposive activity through the platform agpproach, namdly:

a) Industry platforms. exploring ardated variety of industries;

b) Stakeholders' platforms: pursuing planned and systemic cooperation and interaction between univer-
sity, industry, and government; and
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¢) Policy platforms: targeting the economy, skills and infrastructure.

Creating cluster sthrough an improved business environment

Many locations aim to launch completdy new clusters. An appropriate regional strategy to stimulate entirely
new dusters is to improve the overal business environment, for example by upgrading the skills, finance and
infrastructure availablein the region, streamlining Government rules and regulations, supporting more sophisti-
cated local demand and opening up to foreign investment and competition.

Attracting FDI becomes more effective by following a cluster approach. Clusters provide a better environment
for companies to operate in and, for many of them, a market for their products and services. Other important
instruments for the promotion of cluster activities are the creation of various kinds of economic zones, parks
and cities. But accession to the WTO has limited the potential to use various special incentive packages, such as
tax holidays. Incentives must be in line with the WTO Agreement on Subsidies and Countervailing M easures
(ASCM).

Role of the Government in cluster development
The Government has an important role to play in cluster devel opment. Experience suggests the following:

¢ A successful cluster palicy builds on sound overall economic poli cies targeting areas such as education,
labour market regulation and competition law;

¢ The Government should be open to support al clusters that show willingness for cooperation and have
some objective strengths to build on;

¢ The Government should be engaged in cluster initiatives as a facilitator and participant. The most suc-
cessful cluster initiatives are public-private partnerships;

¢ The Government should not provide subsidies, protection, or rd axation of competition laws in order to
develop dusters.

Regional cluster-based industrial development in the KSA

The current situation

The KSA faces a number of challenges in terms of improving the business environment conditions affecting
cluster development, of which the most important is probably the need to upgrade human skills. Another issue
is the existence of large business groups. Over the last few decades, the business environment has not provided
a supportive context for dusters to be developed and there is little evidence of functioning clusters outside the
oil and gas sector. However, thereis some geographic agglomeration, suggesting scope for future clusters.

There may be particular scope for clusters to emerge producing relatively non-tradable goods and services, i.e.
those that tend to servetheloca market. These products and services could include retail, finance, construction,
health and agro-rlated services, alongside other products targeting domestic or regiona demand. Furthermore,
oil and gas-rdlated intermediates and downstream chemical and speciality chemicals, as well as agro-business,
inorganic chemicals, cosmetics, pharmaceutical and knowledge-based industries may aso offer scope for clus-
ter-based devel opment. The nexus between competition in the domestic market and export-oriented industrial
development is particularly important following the KSA’s accession to WTO membership.
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Cluster-based strategies and paliciesin the KSA currently suffer from a number of weaknesses that undermine
their potential to move the economy towards a more-diversified industry structure. Firstly, many efforts are
largely focused on real-estate development and the creation of physical infrastructure. Secondly, where a spe-
cific industry focus exists, thereis insufficient clarity on the specific va ue that the regional cluster or the clus-
ter-specific business environment will provide. Thirdly, there are competing, or a least insufficiently
coordinated, cluster efforts by a number of different agencies. Fourthly, there is a limited appreciation of the
different roles of the private and public sectorsin a cluster.

Strategies for cluster-based industrial development

To overcome the current constraints, industria strategies and policies for promoting duster-based industria
devel opment woul d need to focus on five main avenues.

Thefirst isthe creation of a sound factual and knowledge base to guide cluster-based policies. The following
areas are particularly important:

e Mapping of existing clusters;

e Evauation of regiona business environments;

e Creation of an observatory to track competitiveness and cluster devel opment over time;
e Financial and technical support for cluster initiative administration.

The second avenue is defining a cluster development action agenda to set realistic objectives focusing on the
following sectors:

e Oil and gas cluster;

e Emerging export-oriented clusters with an existing base (including oil-related sectors such as plastics,
aswell as transportation & logistics);

e Clusters serving the domestic market (retail, finance, construction, hedth, agro-reated, services c;

e Other emerging/potential dusters.
From the point of view of industrial strategies, emerging industrial clusters should be viewed in the context of
the following industry categories:

¢ Oil & gasindustries;

Traditional oil-rdated industries;
Strategic industries;
High-tech industries;

* & o o

Emerging knowl edge-based industri es;
¢ Other non-oil-related industries.

The third avenue invol ves benefiting from improving existing economic policy programmes through a cluster
focus. Four areas in particular have significant potentid:

e Foreigndirect investment attraction;
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e Branding of dusters as industria platforms, such as economic/industrial cities/valeys, industria
zones, technol ogy zones, €tc;

e Skillsupgrading;
e SME support in terms of finance and technical assistance.

The fourth avenue is the creation of a business environment that is more supportive to cluster development.
Thefollowing policy areas are particularly i mportant.

e Infrastructure and logistics capabilities;

Competition law;

Business regulations;

Financial market;

Trade policy;
e Nationd Cluster Development Plan.

Finally, the fifth key avenue is the formulation of regional strategies and policy instruments to support eco-
nomic diversification and build regional comparative advantages.

Theway forward

Theindustrid strategies proposed for cluster-based industrial development for improved competitiveness in this
chapter include three major programme components for follow-up action:

m  Technical and financial support for regional cluster initiatives;
m  Devedopment of regiona industrial clusters (beginning with five pilot regions);

®  Replication of duster-based approach in other regions of the Kingdom.

Positioning the Kingdom of Saudi Arabia in the global league table of
industrial excellence by 2020

Transforming compar ative advantages based on natural resourcesto competitive
strength based on knowledge and skills

The KSA has ambitious, but nonetheless achievable, targets for accelerating the growth of MVA as a whole
and reconfiguring the structure of MV A towards more technology and knowl edge-intens ve sectors. Positioning
the Kingdom at a distinguished place in the global league table of industrial excellence will be determined by a
combination of the aspirations of Saudi sod ety and enhanced industrial performance towards accd erated indus-
tria diversification and improved industrial competitiveness.

Overview liii




Inter national developments need to be monitored

The efficient implementation of Industry 2020 for the KSA will greatly accelerate the development of a more
diversified and competitive industrial economy, leading it into new industrial horizons and prosperity. Efficient
industrial governance for implementing the strategy will be vital for positioning Saudi Arabia in the global
league table of industrial excellence in the context of Vision 2020.

This will be determined by a combination of the aspirations of Saudi society and enhanced industrial perform-
ance towards accel erated industrial diversification and improved industria competitiveness. This, in turn, will
result from the effective implementation of the Industry 2020 strategy. However, it will be vital for the King-
dom to monitor international developments in order to benchmark its own performance against that of key
comparators — both in the region and further afield — and to learn from relevant experiences in other countries.

To that end, the strategy aims to position the country at a distinguished place among the world’ s leading indus-
trial economies. Thereis inevitably some uncertainty over the precise extent of future progress in the rankings,
as a country’s relative position is also affected by changes in the performance of other countries. SAGIA aims
to position the country within the top ten best performers in the World Bank’s “Doing Business” league table of
competitive business environments. This index is based on different criteria to the UNIDO Competitive
Industrial Index, focusing on the business environment in general and not specifically on industrial competi-
tiveness, although a more competitive business environment will aso bring benefits for theindustria sector.

This ambitious but achievable target calls for a commitment to excelence in terms of improving industrial ca-
pebilities, creating a sustai nable business environment, establishing a dynamic innovation system and promot-
ing cluster-based industrial development (the four principal pillars of the Industry 2020 strategy). It also
reguires substantia investment in follow-up programmes and institutional efficiency in the plan of action. The
Kingdom is fortunate in being in a near-unique position, enjoyed only by a few other countries, to stimulate
economi ¢ diversification and competitiveness and to leapfrog in the global competitiveness race, because of the
substantial financial resources available to help it achieveindustrid excelence

Transforming all these challenges into a working agenda requires atwo-step procedure. Firstly, success features
of international experience haveto be styled to the Saudi context to revead the required targets for both the leve
and growth of industrid value added. Secondly, the resultant targets should be converted into sub-targets re-
garding the structure of the sector.

Restructuring the industrial sector

The second task is to identify the accompanying package related to the structure of the industrial sector. This
should shift towards activities that have higher technological content yet remain related to the country’s naturd
and created comparative advantages. This would transform comparati ve advantages based on natural resources
to comparative advantages based on knowledge and skills and create a new developmental context.

The strategy is therefore to restructure the sector towards activities at a higher position in the value chain
through the adoption of the concept of clustering, founded on both natural and technological bases. The sug-
gested target isto achieve aratio of MV A to production of at least 45 per cent. To reach this, thelevd of higher
technology activities (involving medium to high technology) isto rise to 60 per cent, accompanied by a 30 per
cent share of these activities in the structure of industria exports. For this purpose, the restructuring of produc-
tion should rely on both loca innovation efforts and industrial trade capacity building. Therefore