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Robo Advisory and Investment Strategies

Melita Sheeba

Abstract

The emergence of robo-advisory platforms, which combine technology and conventional investment
management techniques, marks a significant advancement in the financial sector. The phrase "robo-
advisor" describes any of the increasing number of Internet-based investment consulting firms targeted at
retail clients that have appeared in the financial industry recently. In the future, more robo-advisors are
anticipated to emerge.

Introduction

In the field of investment management, robo-advisors have emerged as a popular and disruptive invention.
These automated financial platforms give people a simple, affordable option to invest their money,
generally through the use of algorithm-driven strategies. The market for investment goods and services
has undergone a considerable transformation as a result of the technological revolution. Without the
assistance of a broker, investment adviser, or other intermediary, individual investors can now purchase
and sell assets directly on the stock market thanks to new Internet tools. Many individual investors now
possess the knowledge and self-assurance necessary to manage their own online investment programs.
The market has seen the emergence of robo-advisors as a substitute for small investors who are at ease
utilizing Internet technologies but desire the confidence of an investment consultant guiding them. They
use algorithms and asset allocation models that are touted as being customized to each individual's
investment needs to provide investment advice and discretionary investment management services without
the involvement of a human adviser.

Background

In today's society, the majority of people are either directly or indirectly interested in investing in financial
products. However, rather than relying on expert expertise, many individual investors make investing
decisions based on their poor understanding of financial instruments. In contrast, institutional investors,
who have access to greater information, invest a large portion of their management assets, placing them
continuously at risk from a variety of uncontrollable factors in the financial market. Investor demand for
robo-advisors has surged as a result of these financial market conditions. An artificial intelligence system
called a robo-advisor gathers enormous amounts of big data and uses it to make judgments based on
algorithms. The financial industry now uses artificial intelligence technology in the form of robo-advisors,
which present a fresh approach to customer service and asset management.

Objectives

Understanding Robo-Advisors

Investment Strategies Employed by Robo-Advisors
Performance and Effectiveness

User Adoption and Satisfaction

Regulatory Environment and Challenges
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e Future Trends and Innovations

What are Robo-Advisors?

Robo-advisors are digital platforms that offer automated, algorithm-based financial planning and
investment services. They want to make investing easier and more accessible to a wider spectrum of
individuals, from novices to seasoned pros. Due to its accessibility, reasonable fees, and capacity to
provide a diverse portfolio customized to a client's risk tolerance and financial objectives, robo-advisors
have grown in popularity.

How Do Robo-Advisors Work?

Based on each person's investing objectives and risk tolerance, robo-advisors first determine their
respective investment strategies. Potential clients are questioned by robo-advisors regarding the
investment's goal and time horizon. Robo-advisors build portfolios with increased risk by boosting the
stock to bond ratio and investing in riskier assets within each type of instrument. Robo-advisors mostly
provide investing in exchange traded funds (ETFs) and index funds as a way to diversify investments at a
cheap cost. These financial vehicles frequently mimic an index or a basket of equities.

Robo-advisors typically operate in the following manner:

e Client Assessment: Investors start by providing information about their financial objectives, risk
tolerance, time horizon, and other pertinent aspects. A customized investing strategy is developed
using this data.

e Portfolio Allocation: The robo-advisor's algorithm decides on the best asset allocation plan based on
the client's responses. Choosing different asset types, such as stocks, bonds, and cash equivalents, is
part of this.

e Continuous Monitoring: Robotic advisors keep an eye on the portfolio and change it as necessary to
stay in accordance with the client's objectives and risk tolerance. This procedure frequently follows
predetermined criteria and is automated.

e Rebalancing: The robo-advisor will periodically rebalance the portfolio to preserve the intended asset
allocation as market circumstances change over time. By doing this, the investor's risk profile is
maintained.

Literature Review

Robo-advisory and investment strategies reveals a growing corpus of research examining the creation,
adoption, and efficiency of robo-advisors in the context of different investment strategies. The literature
on robo-advisories and investing techniques, in general, shows a dynamic and developing field of study,
with a focus on the real-world applications and efficacy of these automated investment platforms in a
variety of settings. This study aims to gain a proper understanding of investors' preferences for using
financial advisory services to help them make investment decisions by examining the discourse
surrounding the development of robo advisors and the understanding of behavioral aspects in financial
investment.

The emergence of the Robo-advisor — Jill Fisch, Marion Laboure, John A Turner (2019)

In this paper, we look at how technology is changing financial applications and how FinTech claims to
bring about a comparable revolution in retirement planning. Mobile savings apps and robo-advisors are
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two examples of impending developments. However, these modifications will also result in new ethical
and legal problems, design issues relating to encouraging adoption by an older population less inclined to
trust technology, and worries about data security and privacy. Our authors assess the disruptive effects of
financial technology on retirement planning, saving, investing, and decumulation. They also emphasize
important problems that regulators, plan sponsors, academics, and legislators must take into account as
retirement habits rapidly change.

Influence of Robo-advisory in Investment decision — Kevin Mulia Rachman, Citra Sukmadilaga
(2022)

This study compares the relevance and effectiveness of robo advisory to human financial advisors in order
to determine the possible influence of robo advisory, complete with features and technical advancements
that would aid and assist in investment decision-making. In order to properly understand investors'
preferences for accessing financial advisory services to help them make investment decisions, this research
aims to study the discourse surrounding the development of robo advisors and the understanding of
behavioral aspects in financial investment.

Robo-Advisors for Portfolio Management - Jae Yeon Parkl , Jae Pil Ryul , Hyun Joon Shin (2016)
The study begins by going over how robo-advisory services have developed and how popular they are
becoming in the financial markets. The next section explores the underlying technology and algorithms
that robo-advisors utilize to efficiently build and manage portfolios.

Robo-Advisors: Investing through Machines - Facundo Abraham, Sergio L. Schmukler, José
Tessada (2019)

In this study, it is discussed how robo-advisors—online automated investing platforms—are becoming
more and more common. By making it simpler and more affordable to open investment accounts, receive
financial advice, plan and automate investment decisions, robo-advisors increase access to wealth
management services. However, the popularity of robo-advisors means that customers need to be aware
of their limits and receive the right financial training. Policymakers must consider how robo-advisors will
affect the entire financial sector and reexamine existing regulation and supervisory procedures.
ROBO-ADVISORS: A CLOSER LOOK - MELANIE L. FEIN (2015)

This study investigates whether robo-advisors actually offer personalized investing advice, save expenses,
and avoid conflicts of interest. Additionally, it assesses whether robo-advisors adhere to the highest
fiduciary standards and behave in the clients' best interests. This article comes to the conclusion that robo-
advisors fall short of the DOL's praise after carefully examining the user agreements for three prominent
robo-advisors. Retail and retirement investors seeking personalized investment advice should exercise
caution when using them because they are not intended for retirement accounts subject to ERISA.
Portfolio Selection: Efficient Diversification of Investments - Markowitz, Harry M (1959)

In this study, we look into multiperiod portfolio selection issues in a market of the Black-Scholes type,
where a continuous basket of 1 risk-free and m risky assets is traded. Within the category of "constant
mix" portfolios, we search for the most advantageous wealth distribution. In order to achieve a goal capital
at the conclusion of the time period under consideration, a decision maker must first address the portfolio
selection problem for a decision maker who makes investments at specified periods in time. A second
issue involves a decision-maker who invests some cash (the initial wealth or provision) in order to meet a
number of future needs or financial commitments.
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Behavioural Finance in an Era of Artificial Intelligence: Longitudinal Case Study of Robo-Advisors
in Investment Decisions - Shanmuganathan, Manchuna (2020)

This paper focuses on the current and potential effects of applications based on artificial intelligence (Al)
and technological problems associated with behavioral finance. However, the field of Al-based
applications within the financial services sector has seen tremendous growth, particularly in behavioural
finance. The most current advancements in Al-related algorithms for financial advice services are
discussed in this paper. Its effectiveness in creating trustworthy portfolios based on investors' behavior
through a theoretical framework-based learning model in the financial arena is known as robo-advising.
Robo-Advisors : Investing through Machines - Abraham, Facundo, Sergio Schmukler, and Jose
Tessada (2019)

In this research Robo-advisors, or online automated systems for investing, are becoming more and more
common. By making it simpler and more affordable to open investment accounts, receive financial advice,
plan and automate investment decisions, robo-advisors increase access to wealth management services.
However, the popularity of robo-advisors means that customers need to be aware of their limits and receive
the right financial training. Policymakers must consider how robo-advisors will affect the entire financial
sector and reexamine existing regulation and supervisory procedures.

Investment Strategies Employed by Robo-Advisors

The use of robo-advisors has completely changed how people approach financial management. They

provide a practical and affordable option for investors looking for expert advice and portfolio

management. Robo-advisors have democratized access to sophisticated investment tools and made it
simpler for people to work toward their financial objectives by making a wide variety of investment
strategies and approaches available. Investors should carefully compare several robo-advisor systems to
determine which one best suits their unique requirements and preferences. There are many different
investing methods available through robo-advisors, and each service may choose an alternate approach.

Here are some common strategies:

e Passive Investing: Many robo-advisors use a passive investment technique by building portfolios that
mimic market indices or ETFs (Exchange-Traded Funds). This strategy seeks to maximize long-term
returns while minimizing trading and related expenses.

e Diversification: Robo-advisors place a strong emphasis on diversification across different asset
classes and geographical areas. This tactic aids in risk distribution and may lessen the effects of market
volatility.

e Risk-Based Portfolios: Some robo-advisors build portfolios that are customized to an investor's level
of comfort with market swings by altering the asset allocation. Investors won't take on more risk than
they can handle thanks to this strategy.

e Tax Optimization: Robo-advisors may use tax-efficient techniques, such tax-loss harvesting, to
reduce capital gains taxes and improve investors' after-tax profits.

e Goal-Based Investing: Some robo-advisors concentrate on achieving particular financial objectives,
such retirement, paying for education, or purchasing a property. They customize investment portfolios
to fit these goals.

e Socially Responsible Investing (SR1): Some robo-advisors provide ESG (Environmental, Social, and
Governance) compliant portfolios for investors interested in ethical and socially conscious investment.
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Effectiveness of robo-advisors in generating returns.

e Consistent Implementation of Investment Strategies: Numerous studies show that robo-advisors
are highly effective at continuously applying tried-and-true investment strategies, like Modern
Portfolio Theory (MPT). They effectively distribute resources among different asset types to maximize
risk-adjusted returns.

e Diversification and Risk Management: The benefits of robo-advisors in risk management and
diversification are continuously highlighted by research. These platforms build diversified portfolios
with a variety of assets, which can help lower risk and boost profits, especially in volatile market
situations.

e Lower Costs and Fees: Robo-consultants are more affordable than conventional human financial
advisors, according to numerous research. Higher net returns for investors may be a result of lower
fees and overhead expenses.

e Customization and Personalization: Robo-advisors use cutting edge algorithms to deliver
individualized investing recommendations catered to the objectives, risk tolerance, and time horizons
of individual investors. This customisation may result in portfolios that are better optimized and
possibly higher returns.

e Behavioral Finance Considerations: Some research investigate the ways in which robo-advisors can
lessen the behavioral biases that frequently impede individual investors. Robo-advisors can assist
investors in sticking to their selected strategy by removing emotion from the decision-making process,
which can produce better long-term results.

e Comparative Performance: Portfolios managed by robo-advisors and those managed by humans are
frequently compared in research. Numerous studies have demonstrated that, despite varying results,
robo-advisors can eventually produce competitive or even superior risk-adjusted returns.

e Market Conditions and Economic Cycles: Studies also look at robo-advisors' performance in bull
and bear markets, among other market circumstances. Some robo-advisors have proven they can
change with the market, possibly protecting cash during downturns and gaining during upswings.

e Regulatory and Compliance Considerations: The regulatory environment that surrounds robo-
advisors and its effect on their effectiveness are the subject of some research. The caliber of investment
advice and, subsequently, returns, can be influenced by adherence to fiduciary standards and financial
regulations.

e User Experience and Trust: A few research concentrate on the robo-advisor user experience and
how it might affect investor confidence. A good user experience can boost engagement, which may
have a favorable effect on profits as investors stick to their investment strategies.

e Long-Term vs. Short-Term Performance: Robo-advisors' suitability for long-term or short-term
investment goals is a topic of frequent research. According to the research, robo-advisors can be useful
for both, with many investors taking advantage of their automation and methodical approach.

Challenges:

Robo-advisories and investing techniques have a bright future, but they also come with a number of
difficulties. Robo-advisors must keep innovating, deal with regulatory complexity, prioritize
cybersecurity, and offer value-added services to satisfy the changing demands of investors if they are to
prosper.
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e Regulatory Compliance: The burden of negotiating complicated and changing regulatory
frameworks will increase as robo-advisors broaden their services and global reach. It can be difficult
to follow the many financial restrictions that apply in different regions.

e Cybersecurity: Robo-advisors must maintain strong cybersecurity procedures to safeguard customer
information and assets from cyber threats given the sensitivity of financial data and transactions.

e Market Volatility: In order to gauge the efficacy of their algorithms and methods, robo-advisors must
show that they can navigate and manage portfolios during times of market turbulence.

e Investor Education: To earn and keep customers' trust, it will be essential to inform them about the
robo-advisory services' limitations, risks, and advantages. Customers should be aware of how these
platforms operate and what to anticipate under various market circumstances.

e Algorithmic Biases: It is crucial to guarantee that the algorithms utilized by robo-advisors are devoid
of prejudice and ethical issues. Biased algorithms may produce unfair or unsatisfactory investing
results.

e Competition: Due to the entry of new fintech firms and established financial institutions, the robo-
advisory market is becoming more and more competitive. For robo-advisors, differentiating
themselves and providing distinctive value propositions will be essential.

e Data Privacy: It is essential to adhere to data privacy laws, such as the GDPR in Europe. Delivering
individualized services while handling and preserving client data will be difficult.

e Robust Customer Support: It might be difficult to strike a balance between the need for responsive
customer service and automation. Customers could need human engagement in challenging
circumstances or emotionally charged market occurrences.

e Market Saturation: Competition may result in pricing pressures and decreased profit margins as
more robo-advisors enter the market. Businesses will need to innovate and uncover new sources of
income.

Future Trends:

e Al and Machine Learning Integration: To enhance portfolio optimization, risk management, and
customer personalisation, robo-advisors will increasingly use cutting-edge Al and machine learning
techniques. These innovations will improve decision-making procedures and enable more effective
adaptation to shifting market conditions.

e Hybrid Models: Hybrid models, which combine robotic advisers with human advising services, will
continue to grow in popularity. The goal of this strategy is to offer the best of both worlds by utilizing
automation for efficiency while providing individualized guidance and emotional support.

e Expansion into Alternative Investments: Robo-advisors may broaden their product offerings to
include alternative assets like private equity, real estate, and cryptocurrency in addition to traditional
asset classes. This diversification might draw more types of investors looking for better returns.

e Sustainable and Responsible Investing (SRI1): The incorporation of SRI tactics into robo-advisory
platforms will be prompted by a greater focus on environmental, social, and governance (ESG)
aspects. There will be more opportunities for investors to match their investments with their ideals.

e Fractional Ownership and Micro-Investing: Robo-advisors might make it possible for investors
with low capital to diversify their portfolios through fractional ownership of assets. Microinvesting,
which enables users to make recurring little investments, will also become more well-liked.
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e Al-Powered Financial Planning: With the help of artificial intelligence (Al), robo-advisors may
broaden their services to encompass full financial planning, such as retirement planning, budgeting,
and debt management.

e Customized ETFs: To increase client-specificity and personalisation, some robo-advisors may design
exchange-traded funds (ETFs) or structured products just for them.

e Global Expansion: Robo-advisory services will keep growing internationally, reaching investors in
emerging areas and giving a larger audience access to diverse portfolios.

The Future of Robo-Advisors

Robo-advisories and investing strategies have a bright future, but they also come with a number of
difficulties. Robo-advisors must keep innovating, deal with regulatory complexity, prioritize
cybersecurity, and offer value-added services to satisfy the changing demands of investors if they are to
prosper. Robo-advisors have the ability to encourage more sophisticated investment habits among a
population that isn't used to having access to financial advisors because of their low cost and ease of
accessible. Certain demographics, such as younger people or households with comparatively lower
incomes, may find robo-advisors to be particularly appealing. These people may not invest because their
investable assets are too small, they live far from urban areas, or they just find human advisors to be
intimidating. Few studies have examined the many effects of the robo-advisory sector, which is still in its
early stages, on the financial system, notably on asset markets. The concentration of robo-advising activity
in a few economies from which investors from across the world can access it or the existence of domestic
robo-advisors in each economy would be interesting to research. It would be insightful to investigate
whether the same robo-advisor provides consumers in various economies with specialized
recommendations depending on regional goods and settings.

Conclusion

Robo-advisors have become a disruptive force, changing how people manage their finances and make
investments. Within the financial sector, the realm of robo-advisory and investment techniques represents
a dynamic and revolutionary terrain. A substantial change in the financial landscape can be seen in the
employment of robo-advisors in the domain of investment strategy, as supported by actual data and recent
study. Robo-advisors have frequently been found to enhance financial inclusion by lowering entry
barriers, according to research. They have facilitated wealth accumulation among a greater population by
increasing the accessibility of investing activities to a wider variety of people. Robo-advisors are more
cheap than traditional advice services, according to extensive research. By reducing management fees and
trading costs through automation, these platforms raise net returns for investors.
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