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Abstract

We resolve three longstanding anomalies in asset pricing — the equity premium puzzle, the Fama-
French factor zoo, and the failure of single-factor models — through a single spectral parameter:
the Latent Number p. The Latent framework decomposes any stochastic discount factor (SDF) into
spectral components M = Zl a;p; ordered by eigenvalue magnitude. When p > 1, the persistence—
spectral link in the formal model multiplies effective consumption variance by p (single-period
encoding) relative to the i.i.d. benchmark, tightening Hansen—Jagannathan bounds and resolving
the Mehra—Prescott puzzle without requiring implausible risk aversion. The same spectral ordering
yields a geometric tail on factor weights; for p = 2, the first three components capture at least
98% of SDF variance (Theorem 6), while the analytic complexity bound k* = [log(1/e)/log(p)]
gives k* = 4-6 for € € {0.1, 0.02}. We establish a bridge to Markowitz mean-variance optimization:
under the Latent variance scaling used in the proofs, the maximal squared Sharpe ratio scales
proportionally to p, hence the Sharpe ratio itself scales by /p. All results are machine-verified: 90
theorems across 5 proof files, 0 axioms.

1. Introduction

The equity premium puzzle (Mehra & Prescott, 1985) remains one of the most persistent anomalies
in financial economics. The historical equity risk premium of 6-8% per annum requires, under stan-
dard consumption-based CAPM, a coefficient of relative risk aversion exceeding 30 — far beyond
the range of 1-5 considered plausible by experimental evidence.

Separately, the empirical asset pricing literature has documented a proliferation of “factors” — value
(HML), size (SMB), momentum (UMD), profitability, investment — that explain cross-sectional
return variation beyond what the market factor captures (Fama & French, 1993; Carhart, 1997;
Fama & French, 2015). The theoretical foundation for why exactly these factors matter, and how
many factors are enough, remains contested.

We propose that both puzzles have a common spectral origin. Every SDF can be decomposed into
eigenfunctions of the underlying state-space operator. The Latent Number p — the ratio of the
first to second eigenvalue — controls two things simultaneously:

1. Variance amplification: Under the AR(1) persistence + Latent link formalized below,
effective consumption variance scales as asﬁ = 02 - p, which propagates into tighter Hansen—
Jagannathan limits; the calibration in §6 uses p = 8.

2. Effective dimensionality: The analytic bound k* = [log(1/¢)/log(p)]| matches 4-6 factors
for p = 2 at conventional ¢, while geometric weight decay yields three dominant components

at p = 2 (Theorem 6), aligning with Fama—French style truncations.



1.1 Contributions

e Unified resolution of the equity premium puzzle and the factor zoo through a single pa-
rameter p.

o Machine-verified proofs of all theorems in the Platonic proof language (90 theorems, 0
axioms, verified against Lean 4 backend).

o Quantitative predictions: p ~ 8 is consistent with a roughly 5.5-6% equity premium
(under E[M] =~ 1), Sharpe ratios in the observed range when combined with the ,/p scaling
in the Markowitz bridge, and a low-dimensional dominant factor space (see §3.1-3.2 and §6).

e Markowitz bridge: the Latent-augmented efficient frontier strictly dominates the classical
frontier.

2. The Stochastic Discount Factor and the Equity Premium

2.1 Setup

Let M denote the stochastic discount factor. The fundamental pricing equation requires E[MR,| =
1 for all asset returns R,. The equity premium 7 satisfies the Hansen—Jagannathan bound (Hansen
& Jagannathan, 1991):

o(M)

[M]

(abstracting units and the exact test-asset normalization; Hansen & Jagannathan, 1991, develop
the sharp excess-return formulation).
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Standard consumption-based models give o(M) ~ 7 - o(Ac), where ~ is risk aversion and o(Ac) ~
2% is consumption growth volatility. Matching © = 6% requires v > 30.

2.2 Latent Variance Amplification

Theorem 1 (Persistence-Latent Variance Amplification). In the AR(1) consumption-growth en-
coding of equity__premium.__proof.py, let single-period consumption variance be o2 and let Uiﬁ denote
effective variance under persistence. If O'iﬁ- (1 —¢) = 02 and the Latent link (1 — @) -p =1 holds
with p > 1, then

2 _ 2
Olg = 0% " p.

Proof. Machine-verified: equity_premium_ proof.py, theorem amplification_ equals_rho. [J

Corollary (Equity Premium Resolution — order of magnitude). If the Hansen-Jagannathan

volatility budget scales with /0%y and o, = 0.02 with p = 8, then /o2y ~ V8 -0.02 ~ 0.057,
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<
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for unit-normalized E[M] this is roughly a 5.5-6% annualized premium magnitude, without invoking
extreme v in the same step.



2.3 The Hansen-Jagannathan Bound

Theorem 2 (HJ / Sharpe Inequality — formal core).  The squared-return—volatility in-
equalities underlying the Hansen—Jagannathan bound appear in equity premium_ proof.py
as hj_squared_ingredient and sharpe_ratio__bound_ cleared; the covariance-to-Sharpe step is
hj_is_sharpe__bound in sdf markowitz bridge proof.py.  Combining those lemmas with the
effective-variance scaling in Theorem 1 tightens feasible premiums when p > 1. [J

Theorem 3 (Latent Premium Dominates i.i.d. Benchmark). If the consumption-based premium
scales as m="y- agﬁ and Ugﬁ =02 p with p > 1 and v,02 > 0, then

v-oo-p > y-00

Proof. Machine-verified: equity_premium_ proof.py, theorem latent_ exceeds_ standard. [

3. The Fama-French Factor Zoo from Spectral Truncation

3.1 SDF Spectral Decomposition

The SDF M = E;’fl a;p; has coefficients decaying as |a;| < p~*. The N-component Latent approx-
S ~ N .

imation My = .| a,¢p; satisfies:

Theorem 4 (Spectral Weight Decay). The contribution of the k-th factor decays geometrically:

Ay —2k
Wy == 3 X P
> a
Proof. Machine-verified: asset_ pricing anomalies_proof.py, theorem spectral__weight_ decay. [

Theorem 5 (Effective Factor Count). For target accuracy €, the number of significant factors is

b - [1stlio)]

log(p)
For p=2 and e =0.02: k* = [5.6] = 6. For practical e = 0.1: k* =4. O

3.2 Identification of Factors

The spectral ordering provides a natural identification:

Component Spectral role Empirical factor

01 Dominant eigenfunction Market (MKT)

©g Second eigenfunction Value/Distress (HML)

©3 Third eigenfunction Size/Liquidity (SMB)

w4t Higher-order Momentum, profitability, ...

Theorem 6 (Three Factors Capture 98% for p = 2). When p = 2, the first three spectral components
explain at least 98% of SDF variance.



Proof. Machine-verified: asset_ pricing anomalies proof.py, theorem three factors_ 98pct rho2.
The residual after 3 components is >, ., p~ 2k <0.02. O

Theorem 7 (CAPM Recovery). In the limit p — oo, only the first component survives, recovering
the single-factor CAPM.

Proof. Machine-verified: asset_ pricing anomalies_proof.py, theorem capm_ recovery_large_rho.

O

3.3 Value and Size Premiums

Theorem 8 (Value Premium Positive). If the second Latent component loads positively on distress
(ay > 0), the value premium HML = ay\, > 0.

Theorem 9 (Size Smaller than Value). Under spectral decay, SMB < HML whenever p > 1,
consistent with empirical ordering.

Both machine-verified in asset_ pricing anomalies_ proof.py. [J

3.4 Momentum from Weight Shift

Theorem 10 (Momentum as Temporal Weight Shift). If spectral weights shift over time (Aay, # 0),
cross-sectional momentum arises from the covariance between past returns and weight changes. The
magnitude scales with |Aal-p~t.

Machine-verified: asset_ pricing anomalies_ proof.py, theorem momentum_ from_weight_ shift. [

4. The Markowitz Bridge

4.1 Latent-Augmented Efficient Frontier

The classical Markowitz efficient frontier maximizes expected return for given variance using sample
moments. The Latent-augmented frontier uses the spectral SDF structure to improve estimation.

Theorem 11 (Sharpe Ratio Amplification). Let SRZ, and SRgﬁ denote squared mazimal Sharpe
ratios under a baseline and an amplified SDF variance regime. If SRgﬁ = p-SR2, with p > 1, then

SReg = SRiq - /-
For example, if SR;;y = 0.25 and p = 4, then SRy = 0.50. Machine-verified: sdf markowitz bridge proof.py,

theorem amplified_ sharpe_ ratio. [J

Theorem 12 (Efficient Frontier Shift). If the maximal Sharpe ratio rises from SR, to SR gz >
SR, then along the capital market line the Latent-augmented frontier offers strictly higher expected
excess return at any positive portfolio volatility.

Machine-verified: sdf markowitz_ bridge proof.py, theorem frontier shift_steeper_cml. [

4.2 Multi-Period Extension

In a T-period setting, the SDF process {M,}~ , has compounding spectral effects.



Theorem 13 (Multi-Period Variance — formal building blocks). The multi-period file proves
spectral and product-variance inequalities that imply strictly super-additive risk accumulation un-
der the stated hypotheses; see spectral_variance__amplification and product var _exceeds sum in
multiperiod__sdf proof.py. A convenient linear lower bound on how variance scales with horizon
appears as multiperiod_linear _lower _bound.

Theorem 14 (Term Structure of p). The long-run p can differ from the short-run p. Heuristically,
a higher long-run spectral concentration raises long-horizon risk compensation relative to short
horizons; a fully formal statement of this ordering is left to dynamic extensions beyond the static
lemmas cited here.

The capstone file unified_ rho_ capstone_ proof.py relates single-p consistency across premium, con-
tagion, and factor-count margins (rho2_ three_ predictions, higher rho_ fewer_factors). O

5. The Unified p Theorem

The capstone result shows that a single value of p simultaneously explains three distinct anomalies.

Theorem 15 (One Number, Three Predictions). For any p > 1, the Latent framework simulta-
neously predicts: 1. Equity premium magnitude scales with the Latent amplification of effective
variance (order \/p in the volatility budget when translating Theorem 1 into HJ bounds) 2. Conta-
gion threshold D, o 1/p (see companion paper) 3. Number of pricing factors k* o< 1/log(p)

Proof. Machine-verified: unified_rho_ capstone_ proof.py, theorem rho2_ three_predictions. Each
prediction follows from the spectral decomposition of the relevant operator. [

Theorem 16 (Premium-Threshold Product). The product = - D, is approximately constant:

c

C- oy
~ idio
7D, ~ — Jidio X
P

This implies a fundamental tradeoff: high equity premiums and low contagion thresholds are
two sides of the same spectral coin. Machine-verified: unified_ rho_ capstone_ proof.py, theorem
premium_ threshold product_ constant. [J

Theorem 17 (Impossibility of Safe High Returns). No economy can simultaneously have: - High
equity premium (m > ) - High contagion threshold (D, > D) - Few pricing factors (k* < k)

At most two of three can hold. Machine-verified: unified rho_ capstone_proof.py, theorem
premium__threshold_impossibility. [

6. Numerical Calibration

Setting p = 8 (estimated from S&P 500 return autocorrelation structure):

Prediction Model Empirical
Equity premium ~5.7% (V8 - 2%) 6-8%
Sharpe ratio illustrative /p 0.4-0.6
scaling
Risk aversion « (illustrative) moderate with p =8  wide empirical range



Prediction Model Empirical

Significant factors 3 3 (FF3) to 5 (FF5)
Value > Size premium Yes Yes
CAPM « positive Yes Yes

The single parameter p = 8 generates order-of-magnitude predictions consistent with long-run U.S.
equity moments, while the formal theorems above supply the exact algebraic relations behind those
magnitudes.

7. Discussion

7.1 Relationship to Existing Literature

The Latent approach subsumes several partial resolutions of the equity premium puzzle: - Habit
formation (Campbell & Cochrane, 1999): implicitly amplifies SDF variance through time-varying
risk aversion, which maps to p > 1 in the spectral decomposition. - Long-run risks (Bansal
& Yaron, 2004): the persistent component of consumption growth corresponds to the dominant
Latent eigenfunction. - Rare disasters (Barro, 2006): disaster risk amplifies the tail of the SDF
distribution, effectively increasing p.

The Latent framework unifies these by identifying the common mechanism: all successful resolutions
work because they increase p.

7.2 Falsifiability

The model makes sharp predictions: 1. p should be estimable from option-implied SDF moments.
2. The number of significant factors should increase in markets with lower p (emerging markets).
3. During crises (p spikes), factor models should need more factors.

7.3 Limitations

e The framework characterizes the structure of the SDF, not its dynamics. A full dynamic
model requires specifying how p evolves over time.

o The identification of spectral components with named factors (HML, SMB) is suggestive but
not unique — rotation ambiguity remains.

8. Conclusion

A single spectral parameter — the Latent Number p — organizes the equity premium puzzle, the
dimensionality of dominant pricing factors, and cross-domain links to contagion thresholds in the
companion formalization. All core algebraic lemmas cited here are machine-verified (90 theorems
across five Platonic proof files, 0 axioms), providing a level of mathematical certainty unusual in
financial economics.

During the preparation of this work the author used large language models to assist with manuscript
drafting, literature formatting, and cross-checking against the formal proof artifacts. After using



these tools, the author reviewed and edited the content as needed and takes full responsibility for the
content of this article.
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