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Samoa Tala 
 

Greg Casagrande, founder and president of the South Pacific Development Foundation (SPBD), a 
non-profit microfinance institution (MFI) that provides financial services to women in Samoa, was 
worried about the additional variability in SPBD’s cash flows due to unexpected currency 
fluctuations. SPBD borrows in major currencies like US Dollar and New Zealand Dollar for making 
microfinance loans in Samoa and faces exchange rate uncertainty when the loans are repaid in 
Samoan Tala, the currency of Samoa.  

Though SPBD had not yet suffered large losses, Greg recognized the risk of leaving the exposure 
unhedged. The value of the Samoa Tala had moved significantly in the past few years, from a low of 
US$0.27 per Tala, to a high of US$0.40 per Tala. It had exhibited yearly movements ranging from  
-14% to +16% in one year. Greg was wondering if it were advisable to hedge the currency risk and 
wanted to explore potential strategies to do so. 

Background 

Microfinance is a financial system to provide poor families with very small loans (usually less 
than $200) to individuals, usually women, to establish or expand a small, self-sustaining business. For 
example, a woman might borrow $50 to buy chickens for her small egg-selling business. Such 
initiatives can help pull her and her family out of poverty as it is a cost-efficient alternative to paying 
excessive interest rates charged by unofficial moneylenders in developing countries. 

Microfinance has proved to be a powerful strategy to fight poverty. In many ways, it has helped 
support the Millennium Development Goals campaign of the United Nations to help halve the 
number of poor people. There has been a rapid growth of microfinance institutions in recent years, 
particularly after the United Nations launched the International Year of Microcredit in 2005 and the 
pioneer of microcredit for women, Mohammad Yunus, founder of the Grameen Bank, was awarded a 
Nobel Prize in 2006. 
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Today, microfinance is becoming an emerging business with significant profit potential. 
According to a Deutsche Bank research report1

1. The most advanced MFIs (‘self sustainable’ MFIs) exhibit an attractive financial return. In a 
sample of around 704 MFIs, the leading 176 MFIs exhibited a return on equity of 17.2%, an 
RoE that in some countries is even higher than that of conventional banks. It needs pointing 
out, though, that RoEs as high as the ones mentioned are realized by the largest and most 
advanced MFIs only, whereas the RoE for a broader, more representative sample of MFIs is 
around 4% only. Furthermore, default rates of MFI loan portfolios in the sample are lower 
than those of commercial banks in domestic countries with MFIs exhibiting an average loan 
write-off ratio of only 1.1%. For investors, strong credit quality of micro-borrowers is 
attractive as it also strengthens the financial position of a whole MFI. 

, microfinance attracts private investors mainly for 
two reasons:  

2. Microfinance investments appear to be conducive to an efficient diversification of portfolios. 
The returns of leading MFIs were largely stable over economic cycles and exhibited modest 
correlation with the returns of traditional asset classes. 

Inspired by the success of Grameen Bank and having realized the potential of microfinance to 
improve the quality of life of poor families, Greg established SPBD in Samoa. SPBD’s vision was to 
become a leading MFI in the South Pacific. It aimed to become a financially self-sustaining 
organization (i.e. revenues covering all costs) resulting in the realization of an organization 
permanently dedicated to serving the financial needs of the poor of Samoa and South Pacific.2

SPBD is a Grameen Bank style MFI serving those living in poverty in the Pacific Islands. Its first 
target market was the island nation of Samoa, where it targeted the population that the UNDP has 
declared as being food deficient -- estimated to be around 48% of the families of Samoa according to 
the UNDP study. Traditional banks were of little help to these families since they demand collateral 
or proof of a steady and sizable income in order to secure a loan. Unsecured lending was generally 
not available. Pawn shops preyed on the poor and charge rates well in excess of 500% per annum. As 
a result, most poor had no access to affordable credit and little opportunity to reach their potential. 

 

Since inception, SPBD had disbursed approximately 18 million Tala to Samoan families. The 
write-offs on the disbursements had been approximately 2.6% of this total. In 2007, SPBD disbursed 
4.7 million Tala worth of loans. It raised around 2.5 million Tala, amounting to a total of 6.2 million 
Tala in soft-loans/quasi-equity.3

Financial Management at SPBD 

 Greg was optimistic about the growth of SPBD in Samoa. He 
considered 10,000 clients in Samoa within the next five years to be a worthwhile target. He expected 
the revenues to grow by 20% year on year, while the costs to increase only by 15% per annum. 

The goal of SPBD’s financial policy was to raise debt financing at minimum cost.  As a not-for-
profit they could not raise equity.  Though they got modest amounts of donations, they did not look 
at it as a long term source of funds.  

Greg generally found it easier and cheaper to raise funds in hard currencies such as the US dollar 
and the New Zealand dollar as opposed to the Samoan Tala. However borrowing in these currencies 
                                                           
 

1 Deutsche Bank Research, “Microfinance: An emerging investment opportunity.” 
2 http://www.spbd.ws/insidespbd.htm. 
3 South Pacific Business Development Foundation—Financial Statements, December 31, 2007. 
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introduced currency risk—though Greg had reliable estimates of the amount of Tala expected to be 
received in the future, the volatility of exchange rates made it difficult for him to forecast the exact 
amount of US dollars or New Zealand dollars that will be available to meet his currency debt 
obligations in the future. If the exchange rate of the Samoa Tala had been fixed to any one currency 
like the US dollar, then this uncertainty would not be there and he could always calculate the amount 
of Tala required to pay off a US dollar loan. However the exchange rate regime of Samoa fixed the 
Samoa Tala to a basket of currencies as opposed to just one currency and thus this was not possible.  
An alternative was to simply hedge the currency risk using forwards or futures on the Samoa Tala.  
Unfortunately, because of the modest size of the Samoan economy, there was no market for forwards, 
futures, swaps, or options on the Tala. 

An additional challenge was the fact that the actual weights of the Samoan Tala were somewhat of 
a closely guarded secret of the Central Bank of Samoa.  First, no specific information about the 
weights of the currencies had been made public and second, there is a big difference between de facto 
exchange rate regimes, that is, the regimes that countries follow in practice, and de jure exchange rate 
regimes, that is, the regimes that national governments officially claim to be following.  The Central 
Bank of Samoa currently claimed to be employing a basket comprised of the New Zealand dollar, US 
dollar, Australian dollar, Fiji dollar, the Japanese Yen, and the Euro.  But bankers in Samoa that Greg 
has spoken with mentioned that, based on their observations of Talan exchange rate behavior, the 
Yen and Fiji dollar seemed to be a very small component (if at all) of the mix.  They also pointed out 
that movements in the New Zealand dollar and Australian dollar were highly correlated and so only 
one of them was really required to construct the basket.  This meant that SPBD could easily borrow in 
any of the basket’s three major constituents as it already had bank accounts in the US dollar, the Euro, 
and the New Zealand dollar.  

In view of these considerations, Greg wondered whether borrowing in several of the currencies 
would increase or reduce his currency risk relative to borrowing in just one of the currencies in the 
basket.  Intuitively, it seemed to him that borrowing in more currencies would improve his 
diversification.  But even if he knew the precise weights, how much risk reduction could he really 
expect to achieve?  Should he borrow equally across all currencies in the basket or more in some than 
others?   
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Appendix A 

Products for Hedging Currency Risk 

Foreign exchange risk can be measured by the difference between the expected exchange rate of a currency in 
the future and the actual realized exchange rate of the same currency at the same time in the future. 
Organizations exposed to foreign exchange risk normally have the option of “hedging” against their exposure 
using financial instruments which protect against adverse movements of foreign exchange rates.  For many 
currencies, the following instruments exist to hedge this risk: 

Forward Contracts In currency forward contracts, the contract holders are obligated to buy or sell a 
certain quantity of the currency at a specified price and on a specified future date. Thus, the forward contract in 
the forex market effectively locks in the price at which an entity can buy or sell a currency on a future date, 
regardless of the market value that this currency may have at the time of the contract's maturity. A forward 
contract is settled on delivery date by exchange of currencies. 

Futures Contracts Currency futures contracts are standardized contracts that are traded on organized 
exchanges. Like forward contracts, futures contracts also obligate the holder to buy or sell a certain quantity of 
the currency at a specified price and on a specified future date. However, the contract size and delivery dates are 
predetermined by the exchange. E.g. the Chicago Mercantile Exchange specifies the trading unit for CME Euro 
FX Futures as 125,000 Euro, the delivery date as the third Wednesday of the contract month, and the last day of 
trading as the second business day before the third Wednesday.4

Swaps Agreements to simultaneously exchange (or sell) an amount of foreign currency now and resell (or 
repurchase) that currency in the future. 

 The futures contract can be settled either by 
exchanging the currencies on the delivery date, or by settling the contract through a reverse trade on any day. 

Options Instruments that provide the option, but not the obligation, to buy (a “call” option) or sell (a 
“put” option) foreign currency in the future once the value of that currency reaches a certain, previously agreed, 
“strike” price. 

These four are the more conventional products available to hedge foreign currency risk. In addition some of 
the strategies used by MFIs to hedge foreign exchange risk are: 

Back to Back Lending In this strategy, the foreign currency that is borrowed is deposited as a collateral 
with a local bank in return for a domestic currency denominated loan. The foreign currency deposit provides full 
collateral for the domestic bank. Once the MFI repays the domestic loan, the local bank releases the foreign 
currency deposit, which is then used to repay the foreign currency denominated loan.  

The disadvantage of Back to Back Lending is that it leaves the MFI exposed to the risk of an increase in debt-
servicing costs. Also, the organization loses the opportunity to take advantage of lower interest rates in foreign 
currency loans. Nevertheless this strategy does cover the organization against capital loss and enable the 
organization to access capital, which may not be available locally, or which may have more generous and flexible 
terms than domestic capital. 

Letters of Credit In this structure, the MFI borrows from a foreign lender and deposits the amount with 
a foreign bank. The foreign bank then issues a letter of credit to a local bank, which in turn agrees to extend a 
local currency loan to the MFI to finance its lending activities. Unlike the Back to Back Lending structure, this 
structure is not exposed to transfer risk (The risk of restrictions on cross-border capital flows). However the letter 
of credit imposes an additional cost which may outweigh this benefit. 

                                                           
4 http://rulebook.cme.com/Rulebook/Chapters/pdffiles/261.pdf. 
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Appendix B 

The Determination of Exchange Rates 

The movement of foreign exchange rates can be better modeled if the behavior of various 
transacting parties in the market is understood. The central bank of a country is an important 
transacting entity in the foreign exchange market – it intervenes in the market as per the exchange 
rate policy of the country. 

There are two major systems of exchange rate determination. These systems classify exchange rate 
regimes on the basis of the flexibility that monetary authorities show towards allowable fluctuations 
in exchange rates:  

Floating Exchange Rate Regime A regime in which authorities let the supply and demand of 
currencies dictate the price of the currency 

Pegged Exchange Rate Regime In pegged exchange rates the market-determined price is 
constrained to remain within a scheduled band of fluctuations by central bank intervention.  

1. Pegged with Horizontal Bands: The exchange rate is allowed to fluctuate in a fixed band (e.g. 
+/- 1%) around a central rate.  

2. Crawling Peg: Under this system, the central rate is frequently adjusted in small magnitudes. 
This allows the exchange rate to slowly adjust to reach the equilibrium exchange rate, which 
is determined on the basis of the supply and demand of the currency 

In the case of a pegged exchange rate, the central bank intervenes in the market whenever the 
market determined exchange rate reaches a pre-determined ceiling or floor exchange rate. Suppose 
the Tala was fixed to the Dollar at the exchange rate of 0.5 Dollars per Tala, with a +/- 1 percent 
horizontal band. The ceiling would be 0.55 Dollars per Tala and the floor would be 0.45 Dollars per 
Tala. If the Tala appreciates to 0.55 Dollars per Tala, the central bank of Samoa would intervene to sell 
Tala and purchase Dollars in the market, to ensure an infinite supply of Tala at the exchange rate of 
0.55. Similarly, if the Tala depreciates to 0.45 Dollars per Tala, the central bank will intervene to buy 
Tala from the market using its Dollar reserves.  

An exchange rate peg can be determined in two ways:  

Single Currency Peg A country could choose to stabilize its currency against a single currency. 
E.g. a currency board can commit to exchange domestic currency for a specified foreign currency at a 
fixed exchange rate, allowing a very narrow band of exchange rate fluctuation. Whenever the 
exchange rate reaches the ceiling or floor, the central bank will intervene to buy or sell the foreign 
currency to keep the exchange rate within the band. 

Basket Peg The benefits of pegging to a single currency might be overshadowed by the costs of 
exchange rate fluctuations against other major currencies. Consequently, some countries peg the 
currency against a basket of key trading partners’ currencies.  

Though the domestic currency is pegged against a basket of currencies, the central bank often 
intervenes in only one currency to manage the basket peg. Triangular arbitrage ensure that 
intervention in one currency determines the exchange rate of the domestic currency against all other 
currencies. If this is not the case then an arbitrage opportunity will exist.  
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Fixed Currency Composition  Under this widely used valuation scheme for the basket peg, the 
domestic currency is expressed as the sum of fixed amounts of each currency in the basket. For 
example, if the basket peg of the Renminbi contained USD 0.04 and EURO 0.06, then 1 Renminbi can 
be obtained using the following basket of currencies:  

1 RMB = 0.04*xRMB/$ + 0.06*xRMB/€ 

Where: 

xRMB/$ = Amount of Renminbi that can be exchanged for 1 US Dollar 

xRMB/€ = Amount of Renminbi that can be exchanged for 1 Euro 

The central bank will try to ensure that the supply and demand of Renminbi in the market is such 
that the above relationship between the exchange rates is obtained. It can intervene to buy and sell US 
dollars in exchange for Renminbi, such that the above weighted average remains fixed. It does not 
need to intervene in multiple currencies since intervening in US dollars not only influences the xRMB/$ 
rate, but also the xRMB/€ rate.  

To understand how this works, the above equation can be transformed by multiplying it by 
x$/RMB. Using Triangular arbitrage we can simplify the equation to the following: 

x$/RMB =  0.04 + 0.06x$/€ 

This will give the Dollar-Renminbi exchange rate as a function of the Dollar-Euro exchange rate. If 
the Dollar-Euro exchange rate is 1.5, then the central bank intervention will ensure that the x$/RMB rate 
is at 0.13. The Euro-Renminibi can then be easily calculated using Triangular Arbitrage as 0.13/1.5 = 
0.087. If x$/€ moves to 2, then the central bank intervention will move the x$/RMB rate to 0.16 and the 
x€/RMB to 0.08. Hence a 33% change in the US Dollar-Euro exchange rate, leads to a change of just 
around 23% in the US Dollar-Renminbi exchange rate and an 8% change in the Euro-Renminbi 
exchange rate.  
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Appendix C 

 
Uncovering Currency Weights using Regression 

Assuming that the Samoan Tala is effectively pegged to a basket consisting of fixed quantities of 
the US Dollar, the New Zealand Dollar, and the Euro, 1 Tala is equal to the following weighted-
average of the three exchange rates: 

1 Tala = β$xT/$ + βNxT/N + β€xT/€           (Equation 1) 

where: 

β$  = Amount of US Dollars in the basket 

βN  = Amount of New Zealand Dollars in the basket 

β€  = Amount of Euro in the basket 

xT/$  = Amount of Tala that can be exchanged for 1 US Dollar 

xT/N = Amount of Tala that can be exchanged for 1 New Zealand dollar  

xT/€  = Amount of Tala that can be exchanged for 1 Euro  

 

Using Triangular Arbitrage, this relationship can be equivalently written as: 

x$/T = β$ + βNx$/N + β€x$/€ (Equation 2) 

where: 

x$/T = Amount of US dollars that can be exchanged for 1 Tala 

x$/N = Amount of US dollars that can be exchanged for 1 New Zealand dollar 

x$/€ = Amount of US dollars that can be exchanged for 1 Euro 

 

This suggests that a regression with x$/T as the dependent variable, and x$/N, and x$/€ as the 
independent variables can be conducted to determine the composition of the basket. It is well known 
that exchange rates follow a Random Walk (See Appendix D). Moreover, regressions on time series 
data that follow a Random Walk can often produce spurious results. On the other hand, changes in 
exchange rates tend to be fairly stable (i.e. zero-mean and relatively stable volatility), suggesting that 
basket weights could be recovered by rewriting Equation 2 in terms of changes in the Tala exchange 
rate and running the regression accordingly: 

 

Δx$/T = βNΔx$/N + β€Δx$/€ (Equation 3) 

where: 

Δx$/T = Change in the amount of US dollars that can be exchanged for 1 Tala 
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Δx$/N = Change in the amount of US dollars that can be exchanged for 1 New Zealand dollar 

Δx$/€ = Change in the amount of US dollars that can be exchanged for 1 Euro 

 

By estimating Equation 3 using regression, we can estimate the effective weights on the New 
Zealand dollar (βN) and the Euro (β€).  These estimates, in conjunction with current observed 
exchange rates and Equation 2, gives us the weight on the US dollar (β$). 
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Appendix D 

Random Walk 

A weakly stationary time series is one whose statistical properties such as mean, variance, and 
autocorrelation are defined and remain constant over time. On the other hand, the variance 
and/or mean of a non-stationary time series are not defined or do not remain constant over time. 
Examples of non-stationary process include financial data such as stock prices and exchange rates. 
These often follow a Random Walk, which is a non stationary process in which the current price 
depends only on the price in the last period and an error term. The following equation can be used to 
model a random walk process: 

P(t) = P(t-1) + error 

Dickey-Fuller statistics are used to test whether a series is non-stationary. This test checks whether 
a unit root exists in the following equation: 

P(t) = m×P(t-1) + error 

Where P(t) denotes the value of the time series P at period t 

If m=1, we say that the process follows a Random Walk and is non-stationary.  

Most time series can be rendered approximately stationary through the use of mathematical 
transformations like taking the first difference of the series. The first difference of the series P at period 
t in the above equation is equal to P(t)-P(t-1).  
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Exhibit 1 Economic Indicators of Samoa 
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Exhibit 2 Foreign Reserves and Balance of Payments of Samoa 

 

 

Balance of Payments (Amounts in Tala millions) 
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Exhibit 3 World Interest Rates 
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Exhibit 4 Samoan Exchange Rate Indices 

The following chart shows the movements of the Tala in terms of its Nominal Effective Exchange 
Rate Index (NEER) and its Real Effective Exchange Rate Index (REER) which is adjusted for changes 
in prices. In the fiscal year 2005/06, the nominal exchange rate of the Tala appreciated by 0.11 per 
cent on an annual average basis against the currencies in the basket. On the other hand, it depreciated 
by 1.51 percent in real terms reflecting the lower inflation rate in Samoa compared to those of 
Samoa’s major trading partners. 

Trade-Weighted Exchange Rate Index 

 

Source:  Central Bank of Samoa, Annual Report for the financial year July 2005-June 2006. 
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Exhibit 5 Foreign Exchange Rate Movements of Related Currencies 
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Source:  Created by the case writer using data from “Global Financial Data.”
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Exhibit 6 Exchange Rate Dataa 
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aSource:  Global Financial Data.  January 1999 is a good start date for the data analysis as it corresponded to the removal of a 
one percent Government levy on the purchase of foreign exchange by Samoa and leaves a sufficient time gap after the 
commencement of the deregulation of the financial system of Samoa in January 1998. 
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Exhibit 7 South Pacific Business Development Foundation—Balance Sheet as at 31 December 2007 

ACCUMULATED FUNDS 
        WST ($) 
      31-Dec-07 

     WST ($) 
        31-Dec-06 

 

Source:  Public financial statements from the South Pacific Business Development Foundation. 
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Exhibit 8 South Pacific Business Development Foundation—Statement of Revenues and 
Expenditures for the Year Ending 31 December 2007 

REVENUE 
   WST ($) 

             2007 
    WST ($) 
        2006 

 

Source:  Public financial statements from the South Pacific Business Development Foundation.
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Exhibit 9 South Pacific Business Development Foundation 
 
 

 

Source:  Public financial statements from the South Pacific Business Development Foundation. 
 



209-053 Samoa Tala 

20 

Exhibit 10 South Pacific Business Development Foundation  

 

Source:  Public financial statements from the South Pacific Business Development Foundation. 
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