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In section 3, we decompose the mechanisms through which innovation leads to inequality into two channels. First, inequality rises because innovators earn a surplus. Unless markets for innovation are fully contestable, the surplus earned by innovators is generally in excess of the costs of innovation and includes what we call innovator rents. We discuss policies that affect the sharing of such rents, such as antitrust policies and changes in intellectual property rights. The second channel is that innovations affect market prices; they change the demand for factors such as different types of labor and capital, which affects their prices and generates redistributions. For example, AI may reduce a wide range of human wages and generate a redistribution to entrepreneurs. From the perspective of our first- best benchmark with complete insurance markets, these factor price changes represent pecuniary externalities. We discuss policies to counter the effects of the resulting factor price changes.
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