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I INTRODUCTION 

Contracted take-or-pay clauses are a key feature of gas supply contracts, however, despite their 

widespread use, the validity and enforceability of contracted take or pay clauses remains a point 

of discussion in common law, civil law, as well as EU and Arabic systems.
1
  The question of 

whether a contracted take-or-pay clause could be a penalty was only judicially considered in the 

UK in the 2008 case of Polymers,
2
 which held that "as a matter of principle a contracted take-or-

pay clause may be a penalty".  In 2012 this point was considered again in E-Nik,
3
 which upheld 

the Polymers decision and provided further guidance in relation to framing the cause in damages 

or debt.  Also in 2012, the Australian High Court's decision in Andrews
4
 significantly broadened 

the scope of what may be considered a penalty and calls into consideration the extent to which a 

penalty can be 'out-drafted'. 

The question of whether a contracted take-or-pay clause may be a penalty has only been 

judicially considered once in New Zealand, in an interim decision. As far as this author is aware, 

there is has been no academic commentary on the enforceability of contracted take-or-pay 

clauses, in light of the recent case law in the UK and Australia, in the New Zealand context.  

This paper sets out the law relating to contracted take-or-pay clauses and the rule of penalties.  It 

then summarises the Polymers decision and the succeeding cases of E-Nik and Andrews.  The 

paper then considers how these recent UK and Australian decisions may inform the New 

Zealand court's understanding of take-or-pay clauses and penalty clauses more generally.  This 

may be particularly relevant given the class action suits currently being brought against New 

Zealand banks. Lastly, the paper outlines specific considerations for actors in the gas sector 

negotiating supply contracts containing contracted take or pay clauses.  

II CONTRACTUAL PRINCIPLES 

A Contracted take of pay clauses 

A contracted take-or-pay clause typically requires a buyer to ‘take’ a minimum quantity of 

product, the buyer is required to pay for this minimum quantity of product whether or not it is in 

fact ‘taken’.
5
  Gas commercialisation projects require significant capital investment, as such take 

or pay clauses have become common in long term off-take agreements, because they enable 

gas producers/sellers to receive a minimum guaranteed cash flow to underpin their capital 

investment.
6
  These clauses are significant because they allocate risk between the parties and 

are often necessary to secure funding for such an investment.
7
 

Take-or-pay provisions may have various 'mechanics' which may operate to soften the effect of a 

take-or-pay provision.  These include:   
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(a) Take or pay level/percentage: This is a percentage of the contractual quantity at 

which the take-or-pay level is set (typically 75-90%)
8
.  A seller will wish to achieve as 

high a rate as possible, because it affords them a higher guaranteed cash flow.
9
  

(b) Frequency of application of take-or-pay: This is the frequency the take-or-pay 

obligation can be imposed (monthly, or quarterly rather than annually).  A seller will wish 

for a shorter period; whereas a buyer will prefer an annual obligation, which provides 

more flexibility.
10

  

(c) Adjustments: Adjustments may be made for force majeure events or maintenance, 

where there is a shortfall in the supplier's delivery of gas, or carry forward quantities (as 

discussed below).
11

  

(d) Carry forward: If the buyer takes a quantity of gas over and above the applicable take-

or-pay quantity (or a daily contract quantity) carry forward credits may accrue.  The 

carry-forward credits may then be set-off against future take-or-pay obligations.
12

 

(e) Make-up gas (or banked): The buyer will usually be entitled to nominate and receive 

those quantities of make-up gas at a subsequent time during the term.  

B Penalties v Liquidated Damages 

The measure of damages for breach of contract is "expectation damages" which compensate for 

loss arising from a breach of contract.
13

  The courts will not enforce provisions which do not seek 

to compensate the innocent party but which seek to penalise the party in breach or forcing 

compliance in terrorem.
14

  The argument is that take or pay clauses may be a penalty because 

the seller may be able to on-sell that gas on, while still receiving payment from the buyer, so the 

seller is in effect paid twice.
15

 

Parties to a contract may agree beforehand what sum shall be payable by way of damages in the 

event of breach, this amount is "liquidated damages".
16

  This amount must be a "genuine pre-

estimate" of the loss caused as a result of the breach of contract, being the amount the plaintiff is 

entitled to recover without being required to prove actual damages.
17

  

Whether an amount is a penalty or liquidated damages is a question of construction and depends 

on the circumstances at the time of the contract.
18

 The case of Dunlop
19

 sets out factors for 

determining whether the parties intended to form a “genuine pre-estimate” of the damage:  

(a) The sum is a penalty if it is extravagant and unconscionable in amount in comparison 

with the greatest loss that could possibly follow from the breach.  
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(b) If the obligation of the promisor is to pay a certain sum of money, and it is agreed that if 

the promisor fails to do so there shall be paid a larger sum, this larger sum is a penalty. 

(c) If a single lump sum is made payable upon the occurrence of one or more or all of 

several events, some of which may occasion serious and others mere trifling damage, 

there is a presumption (but no more) that it is a penalty.  

(d) It is no obstacle to the sum being a genuine pre-estimate of damage that the 

consequences of breach are such as to make precise pre-estimation impossible.  

The rule against penalties is an anomaly within the English law of contract, which generally 

allows commercial parties the freedom to contract at will, the courts are predisposed to enforce 

such clauses and only rarely find that they are a penalty.  This predisposition is particularly 

strong in commercial contracts freely entered into between commercial parties of comparable 

bargaining power.
20

 

C Claims in debt 

Penalties only arise in circumstances where there has been a breach of contract (ie. it is 

necessary for a breach to have occurred in order to determine losses arising from that breach).  

However, no such breach of contract is required to bring an action for a debt.  A widely accepted 

view is that take or pay provisions are enforceable because the payments are made by the buyer 

under a separate obligation to pay money to the seller if the buyer takes less than the agreed 

amount, as opposed to a breach of the contract.  

III CASE LAW 

A United Kingdom 

Polymers 

The 2008 decision of Polymers was the first time in the UK that the issue of whether 

contracted take or pay clauses could be a penalty had been considered.
21

  The case 

concerned the supply of chemical dispersants for a term of 3 years.  The buyer rejected the 

product as not being fit for purpose and subsequently tried to terminate the contract. One 

issue for consideration was whether the seller could claim the amount under the take-or-

pay clauses, set out as follows:
22

 

5.3 During the term of this Agreement the Buyer will order the following minimum 

quantities of Products: ... 

5.5 Take or Pay: the Buyers collectively will pay for the minimum quantities of 

Products as indicated in this Article at 5.3 of [products] even if they together have not 

ordered the indicated quantities during the relevant monthly period.  
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Burton J held that "as a matter of principle, the rule against penalties may apply".
23

  It was held 

that the law of penalties applied because the buyer's obligation to pay for goods which it did not 

receive could only be triggered by a breach of contract as "on the face of it the ‘specified event’ 

in art 5.5 is the same event as amounts to a breach of duty under art 5.3."
24

  

However, the facts of Polymers did not give rise to a penalty because:  

... the take or pay clause was commercially justifiable, did not amount to oppression, 

was negotiated and freely entered into between parties of comparable bargaining 

power, and did not have the predominant purpose of deterring a breach of contract 

nor amount to a provision in terrorem
25

.  

Consideration was also given to the commercial picture at the time the contract was entered into 

the Defendant was in desperate need to source supply of product and keep the contract as short 

as possible.
26

  

Holland and Ashley argue that the clause should have been found to be a debt, rather than 

damages.
27

  In Polymers the seller had made the chemicals available for purchase, therefore the 

seller performed the service to the buyer that was required by the supply contract. A seller that 

has performed the contractually agreed service to the buyer becomes entitled to be paid; this 

right to payment is a debt, not a damages claim. The buyer still benefits from the seller 

performing its obligation and having the option of taking up the goods if it wishes to do so.
28

  

E-Nik 

In 2012, Burton J (the same Judge who decided Polymers) considered the issue of take-or-pay 

clauses in E-Nik.
29

 The facts involved the Department of Communities and Local Government 

contracting for the purchase of consultancy services.  The wording of that contract stated: “The 

Authority hereby undertakes to purchase minimum of 500 days of Consultancy from the Supplier 

per year”.  It was argued that this amounted to a penalty because it required the DCLG to pay for 

the services, even though it did not receive them. 

Burton J focussed on the commercial purpose of the provisions – which was to ensure that E-Nik 

was able to make itself available throughout the term if its services were required.
30

 E-Nik upheld 

Polymers in that a take or pay clause may, as a matter of principle, be considered as a penalty 

clause. However, as in Polymers, Burton J found the clause was “commercially justifiable, did not 

amount to oppression, were negotiated and freely entered into between parties of comparable 

bargaining power and did not amount to a provision in terrorem”.
31

  It was also noted that the rate 

charged for the consultancy services was below the claimants usual rates, in other words, the 

liquidated sum payable was not excessive.
32
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B AUSTRALIA 

An Australian commentator has sought to distinguish Polymers from take or pay clauses 

commonly seen in energy in contracts in Australia, as it contained a separate obligation to 

purchase a minimum amount. Many take or pay clauses simply require that the buyer pay a 

minimum amount, with no separate requirement to order a minimum amount. As a result, not 

ordering the minimum amount would not be a breach of the contract, so the requirement to pay is 

not a penalty for a breach. Although, that commentator noted it may be open to a court to find 

that the clause could be a penalty since the requirement that the buyer pay for a minimum 

amount practically means there is an implied requirement that they order a minimum amount.
33

  

In Andrews, a recent class action brought against ANZ, the High Court of Australia held that 

certain fees (such as late payment fees) were unenforceable as they constituted penalties.  This 

case is relevant for contracted take-or-pay clauses because the decision suggests that, like the 

English courts, the Australian courts will be prepared to look through the characterisation of take 

or pay clauses and recognise such provisions could potentially fall foul of the rule against 

penalties.
34

 

The relevant implications of Andrews can be summarised as:
35

 

(a) The penalties doctrine will now apply to some clauses which impose obligations on the 

occurrence (or non-occurrence) of events which do not involve breach of contract the 

provision alleged to be a penalty is found to be collateral to another term of the contract, 

and designed to secure performance of that term. 

(b) The extent of enforceability depends on the actual loss suffered by the counterparty as a 

result of occurrence (or non-occurrence) of the relevant event relative to the payment or 

other detriment that the promisee suffered. 

(c) If the obligation is to be performed in return for further services or accommodation, it will 

not be classified as a penalty and is therefore enforceable. It appears that this will be the 

case even where the payment exceeds market value of the goods or services provided. 

In addition, the clause will not be a penalty if compensation is impossible to assess, or if 

the promisor is merely exercising an option under the contract. 

One rationale for the enforceability of take or pay clauses is that there is in fact no breach of 

contract involved in a failure to take quantities, as the take-or-pay clause may provide for 

payment and/or delayed performance (ie. banked gas as described above). Andrews broadens 

the scope of the penalties doctrine in holding that penalties could be found to exist, even if they 

were not triggered by a contractual breach but were collateral upon the failure of a primary 

stipulation.
36

  This may bring take or pay clauses within the ambit of penalties. 

C  NEW ZEALAND 

As noted in the introduction, there appears to be little New Zealand commentary considering 

whether take or pay clauses are a penalty and only one case that concerns take or pay clauses 
                                                   
33
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in the context of penalties.  In New Forest Sawmilling, New Forest bought timber from 

Timberlands under supply contracts that required a minimum annual purchase. New Forest later 

failed to purchase the stipulated minimum annual purchase, and Timberlands claimed the 

difference between New Forest’s actual purchases of timber and what New Forest would have 

purchased if it had complied with the minimum purchase obligation. New Forest sought an 

injunction to prevent payment by its guarantor bank, partially on the ground that the take or pay 

provisions of the contract constituted a penalty.  

Because the case was an interlocutory application, the judgment did not go into detail in setting 

out reasons for finding a seriously arguable case on the penalty claim.
37

 However, factors raised 

by the applicant that may have weighed in favour of granting the injunction were:  

(a) The amount demanded by Timberlands applied irrespective of the actual loss suffered 
by Timberlands due to the untaken timber (minus a without prejudice credit due to 
timber uplifted by another company); and  

(b) The court stated that "the unconscionable nature of the arrangement is compounded" 
by Timberlands later refusing to allow New Forest to take the timber even if it made the 
payment.

38
  

There is no record of this case proceeding to substantive hearing, however, the case indicates 

that the New Zealand courts are prepared to entertain the possibility that a take-or-pay clause 

could be a penalty.   

V PRACTICAL CONSIDERATIONS FOR GAS SUPPLY CONTRACTS 

While the position of take-or-pay clauses is not clear in New Zealand, New Forest leaves the 

door open for a claim to be brought and the current proceedings being brought against ANZ and 

Kiwibank, as a result of the successful case in Andrews in Australia, are likely to generate further 

commentary on penalties in New Zealand.  It is clear from the tone of the UK and Australian 

courts that sellers must take extra care in negotiating take-or-pay clauses and careful drafting is 

important so that it is clear how the parties consider the take-or-pay obligation should be 

characterised.
39

 This paper summaries some practical considerations offered by commentators 

which may be of assistance for the drafting of gas contracts:  

(a) While it is likely that gas contracts will be entered into by parties of comparable 

bargaining power, the seller should not unduly abuse a position of greater bargaining 

power during negotiations.
40

  Even where there is clearly comparable bargaining power 

it would be advisable to have clear and open discussions in relation to take-or-pay and, 

where possible, create a paper trail of correspondence between the parties that details 

the business reasons for the inclusion of the contracted take or pay clause.
41

  This 

might include identifying where the evidence of a revenue stream is a requirement of 

financing arrangements for a particular capital investment
42

 and where the buyer will 
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also benefit from a secure, consistent supply of the commodity for its own business 

purposes, as was the case in Polymers.  

(b) The mechanism should "stand alone", where it is necessary to include a provision (like 

that in Polymers) that requires the buyer to place an order for the quantity of product it 

could be interpreted as another trigger for the minimum payment requirement under the 

take-or-pay clause. 

(c) Where there is no commercial imperative for the buyer to be compelled to take the 

product, it may be advisable for contracts to make clear that the buyer ‘may’ order 

quantities of the product, rather than imposing any obligation on the buyer that it ‘will’ or 

‘shall’ place minimum orders. If the contract states ‘may’ it should not be a breach of 

contract to fail to order the quantity. Therefore the ‘specified event’ of not ordering the 

minimum quantity would not be a breach of contract.
43

 

(d) Evidence of how the gas price was reached should be maintained, including what 

forecasting or use of market prices were used for the determination of the take-or-pay 

amount and in relation to how the annual volume of gas was decided.
44

  It has also 

been suggested that a supplier should consider what the greatest conceivable loss 

under a given contract would be, should a buyer breach its payment obligation under a 

take or pay clause, compared with the specified sum payable under the clause, to give 

the supplier an indication of whether the sum under the clause is a genuine pre-

estimate of loss.
45

  

(e) It has been suggested that an express statement to the effect that the supplier has 

performed its obligation to make the product available, the payment is a debt due and 

payable to the supplier could be included.  This may assist, as the Australian 

commentator suggests, to frame the clause as a debt, rather than a penalty as in 

Polymers.  

(f) Include 'banking' or 'make up rights' in the contract.  Burton J’s construction of the 

provision would be unlikely to apply if a ‘make-up’ provision were included in the 

agreement. Where a party is entitled, through ‘make-up’ provisions, to take the goods at 

a later date, it would be difficult to construe the sum paid as damages rather than debt, 

since the paying party would simply be making a payment for the future performance of 

an obligation.
46

   Anecdotally, there has been a trend in New Zealand to move away 

from 'banked' clauses to a straight take-or-pay clauses.  Drafters should take into 

consideration that such drafting may be more likely to result in a clause being held to be 

a penalty.  

It is important for any proposed take-or-pay provisions to be carefully tested against the 

principles of the Polymers case, as confirmed in E-Nik, and in light of the Australian court's 

approach of looking behind the construction of the contract.  
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V CONCLUSION 

 

It is important to reiterate that courts are unlikely to find a take or pay clause to be unenforceable 

where it is entered into between two commercial entities (which is likely to always be the case in 

gas contracting arrangements). As the court noted in Phillips Hong Kong Ltd v Attorney General 

of Hong Kong "... the power to strike down a penalty clause is a blatant interference with freedom 

of contract ... It has no place where there is no oppression.
 47

  However, it is important for gas 

suppliers to take into consideration the recent approach of the courts in the UK and Australia 

when considering the drafting of take-or-pay clauses. 
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