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ABSTRACT
Studies within the recent literature have demonstrated consistent evidence of a reduction in the exposure of stock returns to exchange rate risk through financial hedging, ultimately leading to insignificant exchange rate risk pricing. Considering that investors are  concerned with the disclosure of earnings to support their evaluation of stocks, we hypothesize that the use of ‘artificial techniques’ for managing earnings serves to reduce exposure to exchange rate risk as effective as ‘real actions’ involving hedging through the use of foreign currency derivatives. Using a sample of S&P 500 non-financial firms, we find that earnings management activities, particularly those undertaken for income smoothing, significantly reduce firm-specific exposure to exchange rate risk. We also provide evidence of earnings management playing an important role where there is limited availability of appropriate currency derivative instruments. These results complement attempts in the prior studies to explain the absence of firm-specific exposure of stock returns to currency risk.
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