
Beyond the S&P 500: Opportunities

for Diversification

           

  

It’s well known that stocks are one of the foundations of long-term portfolios. When included as 

part of a comprehensive financial plan, stocks have historically created wealth and helped 

investors achieve their financial goals. However, a natural question is: what type of stocks? While 

investors and the media tend to focus on the stocks of the largest companies, there are many 

other categories that can play important roles in diversified portfolios.

The stock market is often seen as synonymous with the S&P 500 or Dow Jones Industrial Average. 

The S&P 500 is an index that tracks the performance of the 500 largest publicly traded companies, 

weighted by market capitalization, a measure of company size. The Dow is an index that includes 

only 30 large, well-established companies. Both consist primarily of companies that are 

incorporated and headquartered in the United States.

So, due to the way they’re constructed, these indices focus only on the largest U.S. companies. 

This can be helpful when trying to understand the overall stock market and economy, since the 

largest companies are what drive those trends. However, when building portfolios, these indices 

may overlook other areas of opportunity. This is especially relevant when a handful of “mega cap” 

stocks, including those in the Magnificent 7, have been the primary drivers of both positive and 

negative returns.

In this market environment, how can investors broaden their perspective? Small-cap stocks and 

international markets are two examples of areas that can provide opportunities and diversification. 

Each offers distinct characteristics and potential benefits that can enhance portfolio diversification, 

especially during times of market volatility and economic uncertainty.
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Small caps have lagged but offer diversification benefits

Small-cap stocks represent companies with 

market capitalizations typically ranging 

from a few hundred million to a couple 

billion. This contrasts with mid and large-

cap companies that range from tens to 

hundreds of billions, and mega caps which 

are now valued in trillions of dollars.

The Russell 2000 index, which tracks 

small-cap performance, has generated 

5.0% annualized returns over the past 

decade compared to 10.5% for the S&P 

500, as shown in the accompanying chart.1 

This performance gap has been particularly 

pronounced in recent years as the market 

concentration from large and mega cap 

companies has increased, especially in 

technology and artificial intelligence-driven sectors. Small-cap companies typically have less 

exposure to the technology sector and derive more of their revenue from domestic operations, 

making them sensitive to changes in U.S. economic policy and trade conditions.

Notably, small caps have struggled so far this year due to ongoing uncertainty around tariffs and 

economic growth. However, this has created potentially attractive valuations. Small-cap stocks are 

currently trading at more reasonable price-to-earnings ratios compared to large-cap stocks. The 

Russell 2000 currently has a price-to-earnings ratio well below its 10-year average. More striking is 

the price-to-book value of approximately 0.8x, considerably lower than the historical average of 

1.2x. In comparison, many of the S&P 500’s valuation metrics are well above average, if not near 

all-time highs.

The interest rate environment is another important difference between large and small-cap 

companies. Small caps often rely more heavily on financing from floating rate debt than their 

large-cap counterparts, making them more sensitive to interest rate fluctuations. While this 

created challenges when interest rates rose rapidly beginning in 2022, the more stable 

environment since then could help. This is especially true if the Fed continues to cut rates later this 

year.

Many of these metrics point to the fact that small-cap stocks are more attractively valued than 

many other parts of the market. While large caps will continue to play an important role in many 

portfolios, this highlights the fact that there are opportunities in many other parts of the market as 

well.
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International markets continue to be attractively valued

Another area of attractive valuations is 

international stocks, which are typically 

categorized into two main segments: 

developed markets (such as Europe, Japan, 

and Australia) and emerging markets 

(including countries like China, India, and 

Brazil). These classifications reflect 

differences in economic maturity, market 

infrastructure, regulatory frameworks, and 

more. 

Although U.S. stocks have led global 

markets for much of the past decade, 

international stocks have outperformed 

this year. Specifically, the MSCI EAFE 

index, which tracks 21 key developed 

market countries, has gained about 17.5% 

year-to-date in U.S. dollar terms. The MSCI EM index, which tracks emerging markets, has risen 

10%.2 This has occurred despite global uncertainty due to trade.

Not only have these markets performed better this year, but valuation differences remain 

substantial. While the S&P 500 trades at elevated price-to-earnings ratios, international markets 

offer more attractive valuations, as shown in the chart above. This is partly due to political and 

economic challenges in many of these regions over the past ten years, some of which have begun 

to turn around.

One key difference between investing in the U.S. and internationally is that currency fluctuations 

can affect returns. In particular, the weaker dollar has created favorable conditions for U.S.-based 

investors. This is because foreign assets increase in value when the currencies they are 

denominated in strengthen, allowing them to be converted back to more dollars. This currency 

tailwind has been a meaningful contributor to the strong performance of international stocks this 

year, providing an additional boost beyond the underlying performance of foreign companies.
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It's important to diversify across regions and market capitalizations

For long-term investors, maintaining 

exposure to areas such as small-cap and 

international stocks can help create more 

balanced portfolios. This is especially true 

after the significant performance of large-

cap stocks which have been driven by just 

a handful of the largest companies.

This is not to say that U.S. large caps will 

become less important. This is also not an 

argument for making significant changes 

to well-constructed portfolios. Instead, 

maintaining long-term portfolios is all 

about holding the right asset allocation 

across all these types of investments. By 

including more attractively valued parts of 

the market, we can potentially strengthen 

long run risk-adjusted outcomes, and take advantage of market opportunities. While any single 

asset class may underperform during certain periods, their different characteristics and return 

patterns can provide valuable diversification benefits over time.

The bottom line? While the S&P 500 and Dow remain important benchmarks, investors 

should consider the benefits of diversifying across many other parts of the market, 

including smaller companies and international stocks. Holding appropriate portfolios for 

the long run is still the best way to achieve financial success.

1. Russell 2000 and S&P 500, price returns, from January 2, 2015 to May 23, 2025

2. MSCI EAFE and MSCI EM, total returns, January 1, 2025 to May 23, 2025
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Intelligent Capitalworks is the tradename for ICW Investment Advisors LLC ("ICWIA"). ICW 

Investment Advisors LLC is registered as an investment adviser with the Securities and Exchange 

Commission (SEC) and only transacts business in states where it is properly registered, or is 

excluded or exempted from registration requirements. SEC registration does not constitute an 

endorsement of the firm by the Commission, nor does it indicate that the firm has attained a 

particular level of skill or ability.

This publication has been prepared for informational purposes only and is not an offer to buy or sell 

or a solicitation of an offer to buy or sell any securities, or to participate in any trading strategy.

ICWIA believes the information presented in this publication is factual and up-to-date, but does not 

guarantee its accuracy and you should not regard this publication as a complete and exhaustive 

analysis of the subjects discussed herein.

All opinions expressed reflect our judgment as of the date of publication and are subject to change. 

You should not construe the content of this publication as being personalized investment advice. 

You should engage a professional advisor before pursuing any of the investment ideas or 

implementing any of the strategies presented in this publication.

Past performance may not be indicative of future results. All investment strategies have the 

potential for profit or loss. Different types of investments involve varying degrees of risk, and there 

can be no assurance that any specific investment or strategy will be suitable or profitable for your 

portfolio. There can be no assurances that an investment or portfolio will match or outperform any 

particular benchmark.

Working with a financial advisor is not a guarantee of future financial success.

Always consult an attorney or tax professional regarding your specific legal or tax situation. ICWIA 

does not provide legal, tax, accounting, actuarial, or pension consulting advice or services.

Clearnomics® is the author this material and the legal entity responsible for the production of this 

publication.

_________________________________________________________

Copyright (c) 2025 Clearnomics, Inc. All rights reserved. The information contained herein has 

been obtained from sources believed to be reliable, but is not necessarily complete and its 

accuracy cannot be guaranteed. No representation or warranty, express or implied, is made as to 

the fairness, accuracy, completeness, or correctness of the information and opinions contained 

herein. The views and the other information provided are subject to change without notice. All 

reports posted on or via www.clearnomics.com or any affiliated websites, applications, or services 

are issued without regard to the specific investment objectives, financial situation, or particular 

needs of any specific recipient and are not to be construed as a solicitation or an offer to buy or sell 

any securities or related financial instruments. Past performance is not necessarily a guide to 

future results. Company fundamentals and earnings may be mentioned occasionally, but should 

not be construed as a recommendation to buy, sell, or hold the company's stock. Predictions, 

forecasts, and estimates for any and all markets should not be construed as recommendations to 

buy, sell, or hold any security--including mutual funds, futures contracts, and exchange traded 

funds, or any similar instruments. The text, images, and other materials contained or displayed in 

this report are proprietary to Clearnomics, Inc. and constitute valuable intellectual property. All 

unauthorized reproduction or other use of material from Clearnomics, Inc. shall be deemed willful 
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infringement(s) of this copyright and other proprietary and intellectual property rights, including 

but not limited to, rights of privacy. Clearnomics, Inc. expressly reserves all rights in connection 

with its intellectual property, including without limitation the right to block the transfer of its 

products and services and/or to track usage thereof, through electronic tracking technology, and 

all other lawful means, now known or hereafter devised. Clearnomics, Inc. reserves the right, 

without further notice, to pursue to the fullest extent allowed by the law any and all criminal and 

civil remedies for the violation of its rights.
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