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Abstract:

Countries around the world are reckoning with the United States' new approach to trade policy. This in
mind, we ask how a small country can prepare to face a larger trading partner that uses trade taxes as a
means of terms-of-trade manipulation and as a carrot or stick for non-trade concessions. We focus on
whether and how the small country should use industrial policy in advance of trade-mediated conflicts.
When the two countries’ preferences over non-trade concessions are aligned, slightly misaligned, or very
misaligned, the small country uses capital subsidies to manipulate its terms of trade intertemporally.
When their misalignment is moderately low, it subsidizes capital varieties useful under autarky. When
their misalignment is moderately high, it combines both of the above policies with additional subsidies
that worsen its own terms of trade when facing terms-of-trade manipulation. In this final case, policies are
economically costly but prevent coercion on non-trade concessions; the small country “protects its
sovereignty.”



