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Abstract

Robo advice, the automated provision of financial advice without human intervention, holds
the promise of cheap, convenient and fast investment services for consumers i freed from
human error or bias. However, retail investors have limited capacity to assess the soundness
of the advice, and are prone to make hasty, unverified investment decisions. Moreover,
financial advice based on rough and broad classifications may fail to take into account the
individual preferences and needs of the investor. On a more general scale, robo advice may
be a source of new systemic risk.

At this stage, the existing EU regulatory framework is of little help. Instead, this paper
proposes a regulatory fisandboxd I an experimentation space i as a step towards a
regulatory environment where such new business models can thrive. A sandbox would allow
market participants to test robo advice services in the real market, with real consumers, but
under close scrutiny of the supervisor. The benefit of such an approach is that it fuels the
development of new business practices and reduces the fitime to marketo cycle of financial
innovation while simultaneously safeguarding consumer protection. At the same time, a
sandbox allows for mutual learning in a field concerning a little-known phenomenon, both for
firms and for the regulator. This would help reducing the prevalent regulatory uncertainty for
all market participants.

In the particular EU legal framework with various layers of legal instruments, the
implementation of such a sandbox is not straightforward. In this paper, we propose a figuided
sandboxo, operated by the EU Member States, but with endorsement, support, and
monitoring by EU institutions. This innovative approach would be somewhat unchartered
territory for the EU, and thereby also contribute to the future development of EU financial
market governance.
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I. Introduction

Machines and automated processes are replacing human beings in many areas. fiRobo
adviceo is the catchphrase for a new phenomenon in the world of investment advice:
automatic, web-based tools that help individuals with their investments into certain types of
financial assets. Robo advisors will not fully replace human interaction with their clients 1 far
from it i but they have gained a considerable market share over the past several years and
are predicted to grow at least at the same pace. The advantages for investors are obvious:
they promise higher speed and significantly lower costs in comparison with regular
investment services provided by humans. Moreover, their availability is around the clock, and
automated advice holds the promise on an unbiased and neutral approach that is free from

human error or prejudice.

While the availability of robo advice is clearly a welcome addition to the choices
available for many investors, its merits warrant close scrutiny. The main target group of robo
advice are retail investors acting in their personal capacity. Such consumers have limited
capacity to assess the soundness of the advice, and are prone to make hasty, unverified
investment decisions. Moreover, financial advice based on rough and broad classifications,
as used by robo advisors, may fail to take into account the individual preferences, situations,
and specific needs of the investor. On a more general scale, where automated services
recommend certain asset classes to investors on a similar pattern, this bears the risk of
large-scale parallel behaviour, the development of bubbles, and ultimately the emergence of

systemic risks.

Regulation, which should address these concerns, is of little help. The key elements
of the European body of financial regulation concerning investment advice are still written
with the leitmotif of human interaction in mind. Many categories used by the Markets in
Financial Instruments Directive (MiFID) are difficult to match to the activities of this new
breed of investment advisors. Worse still: parts of the European framework have been
implemented differently across EU Member States. Even where harmonisation has been
achieved, rules are partly interpreted differently by the national authorities. The result is a
patchwork of different rules and requirements that applies to robo advisors, depending on
which EU Member State they are operating in, creating great uncertainty not only among

robo advisors, but also on the side of the regulators.






