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Priority Conflicts between Mortgages and Leases

ZHAO Yue
(Anhui Guoyun Law Firm, Hefei 230000, Anhui, China)

Abstract: A single house may be subject both to a mortgage and to a lease. When the mortgage is realised, whether the
lease survives directly affects the purchaser's acquisition and the tenant's residence, making this one of the most common and
most difficult conflicts in enforcement practice. Article 405 of the Civil Code provides that where the mortgaged property was
already leased and the possession transferred before the mortgage was created, the lease is unaffected by the mortgage; article
725 provides that a change of ownership during the tenant's possession does not affect the validity of the lease. Together they
form the normative basis for resolving the conflict, yet the provisions are brief and practice is deeply divided. First, the
conditions of application are unclear: what counts as transfer of possession, how it is proved, and whether possession or
registration prevails. Second, the forms of conflict are not distinguished: lease before mortgage, mortgage before lease,
simultaneous existence, and leases spanning the mortgage each require different treatment. Third, enforcement treatment is
unclear: whether the auction notice must disclose the lease, where the line falls between auction with lease and removal of the
lease, and whether the tenant has a right of first refusal. Fourth, there are few means of detecting sham leases, and backdated
contracts, fabricated possession and fictitious rents are common. This article argues that article 405 requires both that the lease
predate the mortgage and that the tenant actually be in possession, possession being proved by indirect evidence such as utility
bills, property fees and traces of residence; that the three forms of conflict should be regulated separately; that enforcement
should proceed by auction with lease as the rule and removal as the exception, removal requiring statutory procedure and
remedies for the tenant; and that detection of sham leases should combine formal and substantive review, backed by allocation of
the burden of proof and sanctions for obstruction.
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