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The Competitive Trap ...
of AI Over-Automation

Why rational firms are
mathematically driven to
destroy aggregate demand, and
the structural solutions
required to fix the market failure
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Executive Synthesis

The Reality

Al labor displacement is
accelerating faster than job
creation. In 2025 alone, over
100,000 tech workers lost
positions to automation.

The Paradox

Firms capture 100% of the cost
savings of automation, but bear
only a fraction of the resulting
demand destruction. The result is
a mathematically guaranteed
market failure.

The Solution

Voluntary corporate responses
cannot fix a structural externality.
Survival requires sectoral
coordination and Pigouvian
automation taxes to restore
economic equilibrium.
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The Velocity of Al Displacement

The Reality on the Ground
o Salesforce (2025)
Replaced 4,000 customer-support agents
o with agentic Al.

Cognition’s Devin (2025)
Al coding platform deployed at Goldman

of U.S. workers hold positions

susceptible to current-generation Sachs; achieves a 5-to-1 productivity ratio
Al models. (one engineer replacing five).
Block Inc. (Feb 2026)
I Eliminated ~5,000 positions (nearly 50% of
, workforce), citing Al obsolescence.

tech workers displaced in Core Insight: Unlike historical mechanization, current Al substitutes

2025 prim ari |y due to Al broad knowledge work instantaneously, severing traditional entry-level
: pathways before the reinstatement effect can create new roles.
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The Core Paradox: Limitless Productivity, Zero Customers

If all firms pursue limitless productivity simultaneously, they destroy
the very customer base required to sustain it.

1. Firms rapidly el . 4, Contracting
deploy Al to Llinftiees procuctivity —\ market demand

minimize A U E hits the original
labor costs. automating firms.

Aggregate
Demand
Contracts

3. 2.

Downstream Displaced knowledge

businesses \_’ Displaced Workers = workers immediately
experience Lost Purchasing Power (._/ reduce discretionary
revenue declines. spending.
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- Anatomy of a Market Failure: The Strategic Externality

Even if mass automation makes the entire industry less profitable, any rational firm that
refuses to automate will be outpriced and destroyed. It is a tragedy of the commons.

Arrow 1
Firm i automates. Captures 100% of the cost savings.

Arrow 2 Arrow 3 Competitors

N-1
Worker displaced. Competitors suffer (D
Overall consumer the remaining (N-1)/N
demand shrinks. of the lost sales.

Arrow 3

Firm i suffers only 1/N
of the lost sales.

Consumer Economy

Because Firm i does not internalize the full cost of demand
destruction, automation becomes a dominant strategy.
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The Over-Automation Wedge
A

Firm’s Incentive to Automate

Over-Automation Wedge

(1 - 1/N)/k]

Automation Rate

Socially Optimal
Automation

-
>

N— e

Market Fragmentation (Number of Competitors, N)

» Monopoly (N=1): Gap = 0. Firm internalizes all demand loss; optimizes perfectly.
 Duopoly (N=2): Gap expands. Slight over-automation.

* Fragmented Markets (N — «): Maximum gap. The fiercer the competition, the
deeper the trap.
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Case in Point: Acme
Business Solutions

Acme automated 40% of tasks,
dropping labor costs by 35%.
Margins initially spiked.

Within 6 months, rivals matched
the tech.

The regional aggregate demand
for healthcare admin shrank.

Acme’s revenue declined faster
than costs, leaving everyone
worse off.

Reversing course unilaterally
was mathematically impossible.
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' The Human Multiplier: Income Replacement (n)

The severity of the market failure depends entirely on n—the fraction of lost
wages recovered through new jobs, retraining, or transfers.

If n =1.0: No demand lost.

Retained Income (n) The externality disappears.

Total Displaced

Wage Income If n < 1.0: Demand

Lost Aggregate Demand (¢) destruction multiplies.
Formula: £ = A(1 — n)w

The Macro Impact Real-World Case: FintechForward
Unlike past manufacturing transitions, current Replaced 150 customer-service reps with an Al CRM. Only 40%
white-collar Al displacement shows persistently | found comparable roles (n=1). 25% fell into gig work (n=0.40).

incomplete n, creating cascading A L -
: ggregate discretionary spending for the cohort
downstream effects on local economies. permanently dropped by 30%, draining the local economy.
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Diagnostic Matrix: Evaluating Firm-Level Responses

Firm-level interventions are merely temporary damage control or PR. None fundamentally

correct the cross-firm mathematical market failure.

Strategy

Transparent
Communication

Primary
Mechanism

Procedural Justice

Corrects
Externality?

Core Limitation

Does zero to stop
demand drain.

Upskilling &
Retraining

Human Capital

Firm bears cost,
competitors free-ride.

Profit-Sharing
(ESOPs)

Capital Recycling

Workers must spend
100% in same sector.

Augmentation

Task Reallocation

Mathematically unstable
once Al is cheaper.

Income Support

Severance

Creates a consumption
cliff when benefits end.
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Deep Dive: The lllusion of PR and Augmentation

The PR lllusion:
Procedural Justice

Case: Midwest Manufacturing Cooperative

e Cut 40% of welders with an exemplary
18-month transparent procedural
justice process.

Result: Maintained employer brand and
morale, but displaced workers still
stopped spending locally. Procedural
fairness does absolutely zero to stop the
demand drain.

Human Capital
Innovations

The Augmentation Illusion: N j
Humans in the Loop ‘ﬁ@

Case: Healthcare Diagnostics Group

e Used Al to pre-screen scans, boosting
radiologist throughput by 35% without
firing anyone.

Result: Highly effective for individual firms,
but mathematically unstable. The moment
Al reaches substitution parity (cheaper
than human oversight), competitive
pressure forces firms to abandon
augmentation and fire the humans anyway.
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Deep Dive: The Limits of Upskilling & Profit-Sharing
The Limits of Profit-Sharing

The Limits of Upskilling

\\“\‘”"l””'/“/l
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0.4

Skill Re-entry (n)

Case: TechCorp Training Initiative

e Automated 60% of support; trained humans
for Al oversight. Achieved a massive n = 0.95.

The Flaw: Competitors shared the macro-demand
benefits of TechCorp’s training, but TechCorp
bore 100% of the cost. The free market
mathematically under-provides retraining.

Human Capital
Innovations

Case: Industrial Cooperative Network

¢ 30% mandatory equity vesting. Displaced
workers retained dividend income (n = 0.75).

The Flaw: Profit sharing only works if workers
spend all their new capital income exactly within
that specific sector (Propensity to consume, A = 1).

A mathematical impossibility.
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The Resilience Staircase

Transitioning from firm-level damage control to systemic policy correction.

7

2

Level 1: Firm Mitigation

e Severance, PR, Isolated
Retraining.

Status: Failing
Firm bears the cost;
competitors free-ride. The
Wedge remains open.

A

<

Level 2: Sector Coordination

e |ndustry Consortia,
Caparility Security,
Sectoral Bargaining.

Status: Mitigating
Expands the internalized
demand loss from 1/N to
IM/N.

7

Level 3: Policy Correction

e Pigouvian Taxation,
Continuous Learning
Ecosystems.

Status: Solving
Fully aligns private cost
with social optimum.
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Strategy 1: Recalibrating the Psychological Contract

Employment Security Capability Security

The expectation of keeping a The expectation of maintaining
specific job indefinitely. permanent employability.

Actionable Implementation (Technology Services Firm Case)
* 20% Learning Allocation: Dedicating paid work hours to continuous skill-building, competing equally with production.

e Portable Micro-Credentials: Subsidizing external certifications so workers exit with verified, market-ready skills.

 Result: When automation reduced routine coding by 15%, affected workers transitioned seamlessly, achieving n= 1.0
within four months.
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Strategy 2: Distributed Governance & Consortia

By binding together, a coalition of M firms shifts the demand loss burden. They internalize M/N
IM/N of the aggregate demand drop, neutralizing the dominant strategy of reckless automation.

. O

Fragmented Market (Isolated Nodes) Sectoral Consortium (Bound Cluster)

Real-World Case: Regional Manufacturing Alliance

* 15 mid-sized fabrication firms established common standards: a shared retraining fund (1.5% of total payroll)
and a 6-month severance floor.

* The Output: When automation hit, displaced workers accessed consortium-wide job matching. Aggregate
replacement hit n = 0.85, and no single firm could gain a toxic cost advantage by shirking support.
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Strategy 3: The Policy Imperative

Voluntary coordination always risks defection. The structural fix requires targeted macroeconomic policy.

The Precision Tax

: : 2 A Pigouvian tax applied
E;!I’iglrle‘t’tlggtgaz A\ precisely to the per-task
j automation margin,

calibrated exactly to the

uninternalized demand loss.

Private
Automation
Incentive

The Virtuous Loop v/ \ The Revenue Cycle
This public-private ecosystem sustains 7 — = National Retraining Partnership: Taxes

n ~ 0.90-0.95. High n shrinks the T , : . directly finance lifelong learning
demand externality, which subsequently | Continuous Learning | accounts, stackable micro-credentials,
lowers the required tax rate. i Ecosystem and income-share agreements.

www.innovativehumancapital.com


http://www.innovativehumancapital.com

oo R Se
Conclusion & Strategic Imperatives

Prioritize 1 il COordinaie
Over PR to Survive

Isolated automationis [ < Stop lobbying against
a suicide pact. Form automation oversight.

and procedural fairness. binding sectoral Champion precision
Funnel capital exclusively alliances to pool incentives (Pigouvian
into QUrable, por.tabl.e retraining funds and . taxes) that save your
| retraining that maintains establish baseline your aggregate
purchasing power. transition standards. consumer base.

2 Stop spending CSR dollars [~
on temporary severance

We must reframe intervention not as wealth redistribution, but as systemic efficiency enhancement.
Protecting the displaced worker is the only mathematical way to protect the firm.
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