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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

HARRIS PREFERRED CAPITAL CORPORATION

CONSOLIDATED BALANCE SHEETS

ASSETS

Cash on deposit with Harris N.A. ... ...ttt eennnnns

Securities purchased from Harris N.A. under agreement to
oS P

Notes receivable from Harris N.A. .. ...ttt etennnneennn

Securities available-for-sale:

MARCH 31, DECEMBER 31,
2006 2005
(UNAUDITED)

MARCH 3

2005

(UNAUDIT

(IN THOUSANDS, EXCEPT SHARE DATA)

$ 403 $ 700
23,525 20,500
7,832 8,684

44

11,00
11,03
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Mortgage—backed. .« o v ittt ittt e e e e e e e 353,866 373,584

U.S . TrCaASUL Y e et vttt emeeeee e eeseeeeeeeeneeeeeeeeenns 89,962 74,946
Securing mortgage collections due from Harris N.A......... —= -
Other ASSEL S .t ittt ittt it e it ettt e ettt ettt et et eaeeaens 1,391 1,461
TOTAL ASSET S . vttt ittt ittt ittt ittt it $476,979 $479,875

LIABILITIES AND STOCKHOLDERS' EQUITY

Broker payable —-- securities purchased................o... $ —= S -
ACCIrUEA B XIS S v v v e e vt et aee e e e e s oeaeeeeeseeneeeeeeeeanns 118 129
TOTAL LIABILITIES. . i ittt ittt ittt ittt ettt en e 118 129

Commitments and contingencies.........uiiiiinneneeennnenns - -
STOCKHOLDERS' EQUITY
7 3/8% Noncumulative Exchangeable Preferred Stock, Series

A ($1 par value); liquidation wvalue of $250,000,000;

20,000,000 shares authorized, 10,000,000 shares issued

and oUtstanding. ..ottt ittt it e e e e e e e e e 250,000 250,000
Common stock ($1 par value); 1,000 shares authorized,
issued and outstanding...... ...t iiiiit ittt 1 1
Additional paid-in capital.......i ittt 240,733 240,733
FEarnings in excess of (less than) distributions........... 403 (2)
Accumulated other comprehensive loss —-- net unrealized
losses on available-for-sale securities................. (14,276) (10, 986)
TOTAL STOCKHOLDERS' EQUITY . it i ittt et teeeeeennnnns 476,861 479,746
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY......... $476,979 $479,875

The accompanying notes are an integral part of these financial statements.
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HARRIS PREFERRED CAPITAL CORPORATION

CONSOLIDATED STATEMENTS OF INCOME
AND COMPREHENSIVE INCOME
(UNAUDITED)

QUARTER ENDED
MARCH 31

(IN THOUSANDS, EXCEPT
SHARE DATA)

INTEREST INCOME :
Securities purchased from Harris N.A. under agreement to

ST S $ 1,014 S 200
Notes receivable from Harris N.A. ...ttt ennnneennn 131 184
Securities available-for-sale:

Mortgage—backed. .« o i ittt e e e e e e e e 3,894 4,372

U.S . TrCaASUTL Y e e v vttt oaeee et oeeeeeeeeeaeeeeeesenneeens 98 19
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Total interest INCOME. ... ittt ittt ittt e eeeeeeneean 5,137 4,775
OPERATING EXPENSES:
Loan servicing fees paid to Harris N.A. ... 6 8
Advisory fees paid to Harris N.A. ...ttt itteneeeeennnn 32 24
General and administrative....... ...ttt 85 102
Total oOperating EXPENSES . v v i vt vttt eeeeeeeeeaneeeeenns 123 134
J S A 1a Yo 1 5,014 4,641
Preferred dividends. ...t i ittt ittt ittt eeeeeeeeeeeneenneens 4,609 4,609
NET INCOME AVAILABLE TO COMMON STOCKHOLDER.........cceeeeo.. $ 405 $ 32
Basic and diluted earnings per common share................. $405.00 $ 32.00
L= S 15's ¥ 1= $ 5,014 S 4,041
Other comprehensive loss ——- net change in unrealized losses
on available-for-sale securities.... ...ttt ennennn (3,290) (6,442)
Comprehensive income (L1OSS) v vv v ittt teeeeeneenoeeeeeeeenennns S 1,724 $(1,801)

The accompanying notes are an integral part of these financial statements.
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HARRIS PREFERRED CAPITAL CORPORATION

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY

(UNAUDITED)
QUARTER ENDED
MARCH 31,
2006 2005

(IN THOUSANDS,
EXCEPT PER SHARE DATA)
Balance at JanuUary L. .. e et e et e e e neeeeeeeeeeeenneeeeeeeeennns $479,746 $488,888
S oA I Yoo 1R 5,014 4,641
Other comprehensive 10SS.. ...ttt ittt tneeeeeeeennnenns (3,290) (6,442)
Dividends (preferred stock $0.4609 per share)............. (4,609) (4,609)
Balance at MarcCh Bl ...ttt ittt et ettt ettt ettt $476,861 $482,478

The accompanying notes are an integral part of these financial statements.

HARRIS PREFERRED CAPITAL CORPORATION

CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)
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QUARTER ENDED
MARCH 31,

(IN THOUSANDS)

OPERATING ACTIVITIES:

L= SN 5o ) 1= $ 5,014 S 4,641
Adjustments to reconcile net income to net cash provided
by operating activities:
Net decrease (increase) 1in other assets..........ouiueene... 26 (130)
Net decrease 1n acCrued EXPEeNSES . ..t vt eeeeeeeennnneennn (11) (11)
Net cash provided by operating activities.............. 5,029 4,500
INVESTING ACTIVITIES:
Net decrease in securities purchased from Harris N.A.
under agreement to resell.. ... ...ttt (3,025) (500)
Repayments of notes receivable from Harris N.A. .......... 852 1,093

Increase in securing mortgage collections due from Harris
2 -— (28)

Purchases of securities available-for-sale................ (89,901) (65,946)
Proceeds from maturities of securities
available—for—sale. ...ttt ittt ettt ee e 91,357 65,527
Net cash (used) provided by investing activities....... (717) 146
FINANCING ACTIVITIES:
Cash dividends paid on preferred stock............co... (4,609) (4,609)
Net (decrease) increase in cash on deposit with Harris
N B et e et ettt ettt ee e e e e eaaeeeeeeeeeeeaaaeeeseeeennnns (297) 37
Cash on deposit with Harris N.A. at beginning of period... 700 407
Cash on deposit with Harris N.A. at end of period......... S 403 $ 444
NON CASH TRANSACTION
Unsettled security pPUIrChase. ...ttt ittt ieeeeenennnn S - $ 7,331

The accompanying notes are an integral part of these financial statements.
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HARRIS PREFERRED CAPITAL CORPORATION
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. BASIS OF PRESENTATION

Harris Preferred Capital Corporation (the "Company") is a Maryland
corporation whose principal business objective is to acquire, hold, finance and
manage qualifying real estate investment trust ("REIT") assets (the "Mortgage
Assets"), consisting of a limited recourse note or notes (the "Notes") issued by
Harris N.A. (the "Bank") secured by real estate mortgage assets (the "Securing
Mortgage Loans") and other obligations secured by real property, as well as
certain other qualifying REIT assets, primarily U.S. treasury securities and
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securities collateralized with real estate mortgages. The Company holds its
assets through a Maryland real estate investment trust subsidiary, Harris
Preferred Capital Trust. Harris Capital Holdings, Inc., owns 100% of the
Company's common stock. The Bank owns all common stock outstanding issued by
Harris Capital Holdings, Inc.

The accompanying consolidated financial statements have been prepared by
management from the books and records of the Company. These statements reflect
all adjustments and disclosures which are, in the opinion of management,
necessary for a fair statement of the results for the interim periods presented
and should be read in conjunction with the notes to financial statements
included in the Company's 2005 Form 10-K. Certain reclassifications were made to
conform prior years' financial statements to the current year's presentation.
Certain information and footnote disclosures normally included in financial
statements prepared in accordance with accounting principles generally accepted
in the United States of America, have been condensed or omitted pursuant to the
rules and regulations of the Securities and Exchange Commission.

2. COMMITMENTS AND CONTINGENCIES

Legal proceedings in which the Company is a defendant may arise in the
normal course of business. There is no pending litigation against the Company.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

FORWARD-LOOKING INFORMATION

The statements contained in this Report on Form 10-Q that are not purely
historical are forward-looking statements within the meaning of Section 27A of
the Securities Act of 1933 and Section 21E of the Securities Exchange Act of
1934, including statements regarding the Company's expectation, intentions,
beliefs or strategies regarding the future. Forward-looking statements include
the Company's statements regarding tax treatment as a real estate investment
trust, liquidity, provision for loan losses, capital resources and investment
activities. In addition, in those and other portions of this document, the words
"anticipate," "believe," "estimate," "expect," "intend" and other similar
expressions, as they relate to the Company or the Company's management, are
intended to identify forward-looking statements. Such statements reflect the
current views of the Company with respect to future events and are subject to
certain risks, uncertainties and assumptions. It is important to note that the
Company's actual results could differ materially from those described herein as
anticipated, believed, estimated or expected. Among the factors that could cause
the results to differ materially are the risks discussed in Item 1A. "Risk
Factors" in the Company's 2005 Form 10-K and in the "Risk Factors" section
included in the Company's Registration Statement on Form S-11 (File No.
333-40257), with respect to the Preferred Shares declared effective by the
Securities and Exchange Commission on February 5, 1998. The Company assumes no
obligation to update any such forward-looking statement.

RESULTS OF OPERATIONS
FIRST QUARTER 2006 COMPARED WITH FIRST QUARTER 2005
The Company's net income for the first quarter of 2006 was $5.0 million, an

8% increase from the first quarter 2005 net income of $4.6 million. Earnings
increased primarily because of increased interest income on earning assets.

HARRIS PREFERRED CAPITAL CORPORATION
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Interest income on securities purchased under agreement to resell for the
first quarter of 2006 was $1.0 million, on an ending balance of $23.5 million,
with an average rate of 4.2%. During the same period in 2005, the interest
income on securities purchased under agreement to resell was $200 thousand on an
ending balance of $11 million, with an average rate of 2.1%. First quarter 2006
interest income on the Notes totaled $131 thousand and yielded 6.4% on $8.2
million of average principal outstanding for the quarter compared to $184
thousand and a 6.4% yield on $11.5 million average principal outstanding for
first quarter 2005. The decrease in income was attributable to a reduction in
the Notes balance because of principal paydowns by customers in the Securing
Mortgage Loans. Interest income on securities available-for-sale for the current
quarter was $4.0 million resulting in a yield of 4.3% on an average balance of
$371 million, compared to $4.4 million with a yield of 4.2% on an average
balance of $436 million for the same period a year ago. The decrease in the
interest income is primarily attributable to the decrease in the investment
portfolio of mortgage-backed securities.

There were no Company borrowings during first quarter 2006 or 2005.

First quarter 2006 operating expenses totaled $123 thousand, a decrease of
$11 thousand or 8% from the first quarter of 2005. Loan servicing expenses
totaled $6 thousand, a decrease of $2 thousand from a year ago. This decrease is
attributable to the reduction in the principal balance of the Notes, thereby
reducing servicing fees payable to the Bank. Advisory fees for the first quarter
2006 were $32 thousand compared to $24 thousand a year earlier, due to higher
internal processing, record-keeping and overhead costs. General and
administrative expenses totaled $85 thousand, a decrease of $17 thousand over
the same period in 2005 primarily as a result of reduced expert service fees.

At March 31, 2006 and 2005, there were no Securing Mortgage Loans on
nonaccrual status.

On March 30, 2006, the Company paid a cash dividend of $0.46094 per share
on outstanding Preferred Shares to the stockholders of record on March 15, 2006
as declared on March 2, 2006. On March 30, 2005, the Company paid a cash
dividend of $0.46094 per share on outstanding Preferred Shares to the
stockholders of record on March 15, 2005, as declared on March 2, 2005.

The company classifies all securities as available-for-sale, even 1if the
Company has no current plans to divest. Available-for-sale securities are
reported at fair value with unrealized gains and losses included as a separate
component of stockholders's equity. At March 31, 2006, net unrealized losses on
available-for-sale securities were $14.3 million compared to $7.7 million of
unrealized losses on March 31, 2005 and $11.0 million of unrealized losses at
December 31, 2005. The unrealized loss positions at March 31, 2006 and 2005 and
December 31, 2005 were attributed to changes in interest rates and not to
lowered credit quality of individual securities; therefore management believes
these losses are temporary.

LIQUIDITY RISK MANAGEMENT

The objective of liquidity management is to ensure the availability of
sufficient cash flows to meet all of the Company's financial commitments. In
managing liquidity, the Company takes into account various legal limitations
placed on a REIT.

The Company's principal asset management requirements are to maintain the
current earning asset portfolio size through the acquisition of additional Notes
or other qualifying assets in order to pay dividends to its stockholders after
satisfying obligations to creditors. The acquisition of additional Notes or
other qualifying assets is funded with the proceeds obtained as a result of
repayment of principal balances of individual Securing Mortgage Loans or
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maturities or sales of securities. The payment of dividends on the Preferred
Shares is made from legally available funds, arising from operating activities
of the Company. The Company's cash flows from operating activities principally
consist of the collection of interest on the Notes, mortgage-backed securities
and other earning assets. The Company does not have and does not anticipate
having any material capital expenditures.

In order to remain qualified as a REIT, the Company must distribute
annually at least 90% of its adjusted REIT ordinary taxable income, as provided
for under the Internal Revenue Code, to its common and preferred

7

HARRIS PREFERRED CAPITAL CORPORATION

stockholders. The Company currently expects to distribute dividends annually
equal to 90% or more of its adjusted REIT ordinary taxable income.

The Company anticipates that cash and cash equivalents on hand and the cash
flow from the Notes and mortgage-backed treasury securities will provide
adequate liquidity for its operating, investing and financing needs including
the capacity to continue preferred dividend payments on an uninterrupted basis.

As presented in the accompanying Consolidated Statements of Cash Flows, the
primary sources of funds in addition to $5.0 million provided from operations
during the three months ended March 31, 2006 were $852 thousand provided by
principal repayments on the Notes and $91.4 million from the maturities of
securities available-for-sale. In the prior period ended March 31, 2005, the
primary sources of funds other than $4.5 million from operations were $1.1
million provided by principal repayments on the Notes and $65.5 million from the
maturities of securities available-for-sale. The primary uses of funds for the
three months ended March 31, 2006 were $89.9 million for purchases of securities
available-for-sale and $4.6 million in preferred stock dividends paid. For the
prior year's quarter ended March 31, 2005, the primary uses of funds were $65.9
million for purchases of securities available-for-sale and $4.6 million in
preferred stock dividends paid.

MARKET RISK MANAGEMENT

The Company's market risk is composed primarily of interest rate risk.
There have been no material changes in market risk or the manner in which the
Company manages market risk since December 31, 2005.
OTHER MATTERS

As of March 31, 2006, the Company believes that it is in full compliance
with the REIT tax rules, and expects to qualify as a non-taxable REIT under the
provisions of the Internal Revenue Code. The Company expects to meet all REIT
requirements regarding the ownership of its stock and anticipates meeting the
annual distribution requirements.
FINANCIAL STATEMENTS OF HARRIS N.A.

The following unaudited financial information for the Bank is included

because the Company's Preferred Shares are automatically exchangeable for a new
series of preferred stock of the Bank upon the occurrence of certain events.

HARRIS N.A. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CONDITION
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(UNAUDITED)

MARCH 31
2006

DECEMBER 31
2005

MARCH 31
2005

(IN THOUSANDS EXCEPT SHARE DATA)

ASSETS
Cash and demand balances due from banks...............
Money market assets:

$ 1,056,547

$ 1,321,202

1,007,411
303,130

6,513,873
181,121
23,783,547

(324,080)
23,459,467
436,609
1,115,172
32,364
353,439
805,575

$ 820,204

735,222
389,777

7,463,473
122,605
21,771,709
(314, 949)
21,456,760
427,338
1,082,906
18,437
323,507
734,767

Interest-bearing deposits at banks.................. 1,277,109
Federal funds SOld. .. ...ttt tieneeeeeneennennns 188,927
Securities available-for-sale (including $4.32
billion, $3.79 billion, and $4.12 billion of
securities pledged as collateral for repurchase
agreements at March 31, 2006, December 31, 2005 and
March 31, 2005, respectively) .....iiiiiiieinnnnnsn 6,954,748
Trading accouUnt asSSel S . . i ittt ittt eeneeeeennn 130,124
7T Y=o = 24,557,105
Allowance for 10aAn 10SSES . i it ii et tneeeeeeeeeneeneean (322,029)
L S N I =8 o = J RN 24,235,076
Premises and equipment.........couiiiiiititnnnneenennns 440,711
Bank—owned InSUTraANCE . .« vttt eeneeneeeneeeeeeneeneeens 1,125,756
Loans held for sale. ...ttt et eeeeeeeeneeneenns 30,718
Goodwill and other intangible assets.................. 349,302
Other ASSeL S . ittt ittt ittt et ettt et e ettt it eae e 684,097
TOT AL ASSET S . ittt ettt ettt et e ettt e ettt eeeeeeaenn $36,473,115
LIABILITIES
Deposits in domestic offices —-- noninterest-bearing... $ 6,404,872
—-— interest-bearing..... 17,518,203
Deposits in foreign offices —- interest-bearing...... 1,725,092
Total deposSitS . e ettt ittt e e ettt 25,648,167
Federal funds purchased and securities sold under
agreement LO repUrChase. .. ...ttt ii ittt eeeneneenns 3,427,941
Short-—term bDoOrroWingsS. ... i ittt ittt ettt e eeeeeeennn 1,836,254
Short—-term senior NotesS. ... ..ttt it eneennnnn 835,000
Accrued interest, taxes and other expenses............ 248,239
Other liabilities..... ...ttt 728,708
Minority interest -- preferred stock of subsidiary.... 250,000
Preferred stock issued to Harris Bankcorp, Inc. ...... -
Long-term notes —— SeNnior.......uiiiiiittnneeneeennns 250,000
Long-term notes —-- subordinated........... ... ... 292,750

TOTAL LIABILITIES. i it ittt ittt ittt ittt iie e

STOCKHOLDER'S EQUITY
Common stock ($10 par value); authorized 40,000,000
shares; issued and outstanding 13,618,513,

13,618,513 and 13,557,257 shares at March 31, 2006,

December 31, 2005 and March 31, 2005,

reSPECLIVE LY .t ittt e e e e e e e e 136,185
1S 1 By o N = 1,207,543
Retained earnings. ...ttt ittt ettt teeeeeeeeanns 1,686,951
Accumulated other comprehensive 1l0SS........ccvvie.... (74,623)
TOTAL STOCKHOLDER'S EQUITY . ittt ittt et e et eeeeeeennnnan 2,956,056

$ 6,278,823
17,471,141
1,270,741

25,020,705

3,413,640
2,041,715
800, 000
253,141
261,065
250,000
250,000
292,750

136,185
1,204,450
1,675,571

(69,859)

2,946,347

$ 5,811,312
17,240,355
1,278,247

24,329,914

3,753,270
785,230
750,000
230,511
384,450
250,000

5,000

292,750

135,573
1,153,340
1,561,650

(56,692)

2,793,871

9
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TOTAL LIABILITIES AND STOCKHOLDER'S EQUITY.......o.... $36,473,115  $35,529,363  $33,574,996

The accompanying notes to consolidated financial statements are an integral part

of these statements.

HARRIS N.A. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME

(UNAUDITED)
QUARTER ENDED
MARCH 31
2006 2005
(IN THOUSANDS)
INTEREST INCOME
7= 50 = $359,504 $276,329
Money market assets:
Deposits at banks. . ...t ittt e e et 2,982 1,545
Federal funds SOld. ...ttt ttnttneeeeeneeeeeeneeneeanns 3,276 2,206
Trading @CCOUNE S . v vttt it it e et ettt et ettt et aeeeeeeeeeaaenns 1,664 1,129
Securities available-for-sale:
U.S. Treasury and federal agenNCy . ..ot eeeeeeeeennnnns 51,445 33,779
State and municipal.. ...ttt ittt e e e 5,280 4,597
L oL O 5,060 4,026
Total interest INCOmME. .. ..ot ii ittt itte ettt eneeeeeeneenns 429,211 323,611
INTEREST EXPENSE
I T = e 149,782 90,184
Short-—term DoOrroOWInNgS . v ittt it it ettt et et eeeeeaeenns 55,890 27,330
Short—term Senior NOLEeS. ...ttt ittt ittt ettt teeeenean 7,771 1,741
Minority interest-dividends on preferred stock of
1R 0 X K i 8 s YO 4,609 4,609
Long-term notes —— SeNior ... ...ttt itneeeeeeeeannneeenns 3,470 0
Long-term notes —- subordinated.............iiiiiiiiiiiie.. 3,546 2,190
Total Interest EXPENSE . . ittt ittt ittt ettt eneeeeeeneanns 225,068 126,054
NET INTEREST INCOME . ...ttt i ittt eeeeeseseeessenssassaseeas 204,143 197,557
Provision for 1oan 1OSSES . i it in ittt eeeneeeeeeeeeneenneens 5,646 2,974
NET INTEREST INCOME AFTER PROVISION FOR LOAN LOSSES......... 198,497 194,583
NONINTEREST INCOME
Trust and investment management fees.............. ... 15,324 23,470
Money market and bond trading........ ..ttt 1,551 2,590
Foreign exXChange. ...ttt ittt et e ettt aaeeeeenes 1,200 1,215
Service charges and feeS. ..ttt ittt ittt et eeee e eeaeeens 32,430 30,145
Net SECULItieS L10OSSES .t it it ittt ittt ettt ettt ettt eeeeanenn (103) (237)
Bank—owWned 1NSUTLANCE . @ vt i vttt eetneeeeeeneeneeeeeeneeneeens 10,584 10,246
Letter of credit fees. ...ttt ittt et ettt ee e 4,937 5,568

10
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Syndication feesS. . i ittt e e e e e e e e e e e e 1,698
L o 16,338
Total noninterest INCOME. ... i ittt ittt et eeeeeeeneenneens 83,959

NONINTEREST EXPENSES

Salaries and other compensation............cuiiiiieeennnnns. 84,530
Pension, profit sharing and other employee benefits......... 30,333
Nt OCCUPANC Y 4 v v vt e e e e e et et e e e ee e e eeaeeeeeseeneaeeeeeseenns 18,659
T 6 e ) 1T o 15,195
a0 il o L 10,458
Communication and delivery. ... et ettt tteeeeeeeeanneeeenns 6,014
g o TS T o o 9,473
Contract ProgrammMing . .. i vt e ee oo e eenneeeeeeeaneeeeenas 7,590
TNt ErCOMPANY SEI VI e S . v ittt ittt et ettt eaeee e eeeeeeeeeanns 14,977
(05 o L 24,813
222,042

Amortization of intangibles....... ...ttt 5,024
Total nNoninterest EXPEeNSEeS . c v i ittt iteeeeeeeenneeeeeeeenns 227,066
Income before IncCome LaXeS .. u i ittt it tteeeeeeeeeeeeneeeens 55,390
Applicable 1NCOME LaAXES . i it it ittt e et eeeaeeeeeeeeennnenns 14,010
NET INCOME . & ittt it ittt it et et ettt et ettt ettt ettt ettt $ 41,380

2,692
27,673

91,779
26,981
16,988
13,829

8,586
6,190
6,203
7,468
10,813
24,123
212, 960
5,053

The accompanying notes to consolidated financial statements are an integral part

of these statements.
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HARRIS N.A. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
(UNAUDITED)

QUARTER ENDED MARCH 31

(IN THOUSANDS)

L= S 15'e ) 11 $41,380
Other comprehensive loss:
Cash flow hedges:
Net unrealized loss on derivative instruments, net of
tax benefit of $703 in 2006 and $5,429 in 2005........ (1,198)
Less reclassification adjustment for realized losses
included in net income, net of tax benefit of $1,072
in 2006 and $97 1n 2005. ...ttt ittt it i e e 1,824
Unrealized losses on available-for-sale securities:
Unrealized holding gains arising during the period, net
of tax benefit of $2,927 in 2006 and $994 in 2005..... (5,453)
Less reclassification adjustment for realized losses
included in net income, net of tax benefit of $40 in
2006 and $92 dn 2005. ...t ittt ittt e e e e 63

$ 54,642

(9,244)

164

(3,325)

145

11
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Other comprehensive 10SS.. ...ttt ittt ttneeeeeeeeennenns (4,764) (12,260)

Comprehensive 1nCoOmMe. .. v ittt ittt ittt ettt et eeeeneeeeeneennnns $36,616 S 42,382

The accompanying notes to consolidated financial statements are an integral part
of these statements.
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HARRIS N.A. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDER'S EQUITY

(UNAUDITED)
2006 2005
(IN THOUSANDS)
Balance at JanuUary L. .. e et e e e e eeeeeeeeeeeeeeenaeeeeeneeennns $2,946,347 $2,774,752
S o I Yo 1 41,380 54,642
Stock option exXercCise. ...ttt it e e e e e e 2,222 1,782
Capital contribution..... ..ttt eeaeenns 871 -
Dividends —— preferred stoCK...... it eennnnns —= (45)
Dividends —— common StOCK. ...ttt ittt ittt ettt ee e (30,000) (25,000)
Other comprehensive 10SS.. ...ttt ittt ttneeeeeeeeennenns (4,764) (12,260)
Balance at MarcCh 3l ... ittt ittt et ettt e e ettt $2,956,056 $2,793,871

The accompanying notes to consolidated financial statements are an integral part
of these statements.
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HARRIS N.A. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

QUARTER ENDED MARCH 31

(IN THOUSANDS)

OPERATING ACTIVITIES:
NEt TN COME e v v e e e ettt e et e et et e ettt e e eeeeeeeeeeneeeeeeeeennn S 41,380 S 54,642
Adjustments to reconcile net income to net cash provided by

operating activities:

Provision for 1oan 1OSSES ..t i it ittt eeeeeeeeeeneeneeanns 5,646 2,974
Depreciation and amortization, including intangibles...... 18,831 19,186
Deferred LaX EXPENSE . . it ittt eeeeeeeeneeeeeeeenneeens 8,533 3,175

12
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Net loss on sales of securities........c.c.iiiiiiitiinnnnno.. 103 237
Increase in bank-owned INSUTraNCEe. .. ... ut it ttneeneennennenn (10,584) (10, 2406)
Trading account net cash sales (purchases)................ 536,357 (33,157)
Net increase in interest receivable........... ... (1,693) (9,340)
Net (decrease) increase in interest payable............... (128) 5,663
Net decrease in loans held for sale.......oiuiiiieenennnnn 1,646 24,986
Other, Net ...ttt ittt it e et ettt ettt eee e eaeeaens 3,869 25,946

Net cash provided by operating activities.............. 603, 960 84,066

INVESTING ACTIVITIES:

Net increase in interest-bearing deposits at banks........ (272,834) (72,656)
Net decrease (increase) 1in Federal funds sold and

securities purchased under agreement to resell......... 114,203 (294,827)
Proceeds from sales of securities available-for-sale...... 257 18,068
Proceeds from maturities of securities

available—for—Sale. ...ttt ittt ettt 774,053 1,148,999
Purchases of securities available-for-sale................ (1,220,982) (1,306,361)
Net 1ncrease In 10aNS . u i ittt ittt ettt et eeeeenenn (787,389) (838,265)
Net (purchases) sales of premises and equipment........... (17,9009) 90,486

Net cash used in investing activities.................. (1,410,601) (1,254,556)

FINANCING ACTIVITIES:

Net increase in deposits. ...ttt it teeenennnn 728,146 670,756
Net increase (decrease) in Federal funds purchased and

securities sold under agreement to repurchase.......... 14,301 (738,426)
Net (decrease) increase in other short-term borrowings.... (205, 461) 571,085
Proceeds from issuance of senior notes...........viueeeen.. 845,000 750,000
Repayment of senior notes.........ii ittt iiinineeeeeennnnns (810,000) (200,000)
Cash dividends paid on common stock...............in... (30,000) (25,000)

Net cash provided by financing activities.............. 541,986 1,028,415

NET DECREASE IN CASH AND DEMAND BALANCES DUE FROM

BANK S . ittt e e e e e e e (264, 655) (142,075)
CASH AND DEMAND BALANCES DUE FROM BANKS AT JANUARY 1... 1,321,202 962,279
CASH AND DEMAND BALANCES DUE FROM BANKS AT MARCH 31... $ 1,056,547 S 820,204

The accompanying notes to consolidated financial statements are an integral part
of these statements.
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HARRIS N.A. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. BASIS OF PRESENTATION

Harris N.A. (the "Bank") is a wholly-owned subsidiary of Harris Bankcorp,
Inc. ("Bankcorp"), a wholly-owned subsidiary of Harris Financial Corp., a
wholly-owned U.S. subsidiary of Bank of Montreal. The consolidated financial
statements of the Bank include the accounts of the Bank and its wholly-owned
subsidiaries. Significant intercompany accounts and transactions have been
eliminated. Certain reclassifications were made to conform prior year's
financial statements to the current year's presentation.

13
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On February 17, 2006 Bankcorp merged one of its bank subsidiaries, NLSB
Bank, with and into Harris N.A. This transaction was recorded at its carrying
value and prior year financial statements have been restated.

The consolidated financial statements have been prepared by management from
the books and records of the Bank, without audit by independent certified public
accountants. However, these statements reflect all adjustments and disclosures
which are, in the opinion of management, necessary for a fair presentation of
the results for the interim periods presented.

Because the results of operations are so closely related to and responsive
to changes in economic conditions, the results for any interim period are not
necessarily indicative of the results that can be expected for the entire year.

2. LEGAL PROCEEDINGS

The Bank and certain of its subsidiaries are defendants in various legal
proceedings arising in the normal course of business. In the opinion of
management, based on the advice of legal counsel, the ultimate resolution of
these matters will not have a material adverse effect on the Bank's consolidated
financial position.

3. CASH FLOWS

For purposes of the Bank's Consolidated Statements of Cash Flows, cash and
cash equivalents is defined to include cash and demand balances due from banks.
Cash interest payments for the three months ended March 31 totaled $225.2
million and $120.4 million in 2006 and 2005, respectively. Cash income tax
payments over the same periods totaled $30.2 million and $11.2 million,
respectively.

4. STOCK-BASED COMPENSATION PLANS

The Bank adopted the Financial Accounting Standards Board ("FASB")
Statement of Financial Accounting Standards ("SFAS") No. 123 (revised 2004),
"Share-Based Payment," on January 1, 2006 using the modified prospective
transition method. SFAS No. 123R applies primarily to accounting for
transactions where an entity obtains employee services in share-based payment
transactions using the fair value based method of accounting. Under SFAS No.
123R, expense is recognized based on the estimated number of shares for which
service 1s expected to be rendered and over the period during which employees
are required to provide service in exchange for the shares. Prior to January 1,
2006, the Bank used the fair value based method of accounting for its share-
based compensation plans, as defined in SFAS No. 123, "Accounting for
Stock-Based Compensation."

The Bank has three types of share-based compensation plans: a stock option
program, a mid-term incentive plan and an employee share purchase plan.

STOCK OPTION PROGRAM
The Stock Option Program was established under the Bank of Montreal ("BMO")
Stock Option Plan for certain designated executives and other employees of the
Bank and affiliated companies in order to provide incentive to attain long-term
strategic goals and to attract and retain services of key employees.
14

HARRIS N.A. AND SUBSIDIARIES

The Bank has two types of option plans. The Fixed Stock Option Plan
consists of standard stock options with a ten-year term which are exercisable

14
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only during the second five years of their term, assuming cumulative performance
goals are met. The Performance Based Option Plan consists of standard and
performance-conditioned stock options with a ten-year term and a four-year
vesting period, which are exercisable at a rate of twenty-five percent per
annum. The standard options may be exercised at any time once vested. The
performance-conditioned options may be exercised provided the BMO shares trade
at fifty percent over the price of the stock at date of grant for twenty
consecutive days, after the vesting date. The stock options are exercisable for
BMO common stock equal to the market price on the date of grant. The fair value
of stock options granted is estimated using a trinomial option pricing model.
Weighted-average assumptions of risk-free interest rate, expected term, expected
volatility and dividend growth are used to determine the fair value of options
on grant date.

Historical forfeitures of the stock option awards have not been material.
Accordingly, the expense recorded for this program in the quarter ended March
31, 2006 was not adjusted for estimated forfeitures. Stock options were not
granted during the quarter ended March 31, 2006, so the expense recorded for
this program in the quarter ended March 31, 2006 was not adjusted for employees
eligible to retire. In accordance with SFAS No. 123R, stock-based compensation
granted to retirement-eligible employees is expensed in entirety at the time of
grant. Per SFAS No. 123R, cash flows resulting from realized tax deductions in
excess of recognized compensation cost are financing cash flows.

The compensation expense related to this program totaled $0.4 million and
$0.8 million in the first quarter of 2006 and 2005, respectively. The related
tax benefits recognized for the quarters ended March 31, 2006 and March 31, 2005
were $0.2 million and $0.3 million, respectively. As of March 31, 2006, the
total unrecognized compensation cost related to nonvested stock option awards
was $4.1 million and the weighted average period over which it is expected to be
recognized is approximately 3.1 years.

No stock options were granted during the quarters ended March 31, 2006 and
2005, respectively. The total intrinsic value of stock options exercised during
the quarters ended March 31, 2006 and 2005 was $12.4 million and $4.2 million,
respectively. Cash proceeds from options exercised under the plan totaled $13.1
million and $4.9 million for the quarters ended March 31, 2006 and 2005,
respectively. The excess tax benefits realized during the quarters ended March
31, 2006 and 2005 were $1.8 million and $1.1 million, respectively.

The following table summarizes the stock option activity for the first
quarter of 2006 and provides details of stock options outstanding at March 31,
2006:

THREE MONTHS ENDED MARCH 31, 2006

AGGREGATE
INTRINSIC WTD. AVG.
WTD. AVG. VALUE REMAINING
OPTIONS SHARES EXERCISE PRICE (IN MILLIONS) CONTRACTUAL LIF
Outstanding at beginning of year... 3,967,370 $32.67
Granted. ...ttt i e e e - -
Exercised. ..ttt it it e e e (441,913) 29.39
Forfeited, cancelled............... - -
Transferred....... ..., - -
Expired. ...ttt iiie i et - -
Outstanding at March 31, 2006...... 3,525,457 33.03 $76.3 5.38 years
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2006 . ¢t e e e 2,916,064 $29.99 $70.6 4.74
Weighted-average fair value of

options granted during the

TS T P N/A

N/A —-- There were no stock options granted during first quarter 2006.

Note: The opening balance of options outstanding at the beginning of the year

was originally reported as 3,471,719. The balance in the above table reflects

adjustments for prior years' stock splits and options exercised not previously
reported. This had no material impact on current or prior period earnings.

15
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The following table summarizes the nonvested stock option activity for the
first quarter of 2006:

WID. AVG.
GRANT DATE
FAIR VALUE

OPTIONS SHARES PER SHARE
Nonvested at beginning of year........ ittt eneneeeennn 609,393 $8.05
Granted. c ittt e e e i e e e e - -
ST = =Y - -

Forfeited, cancelled. .. ...ttt ittt eneteeeeeeeneeneeens - -

Nonvested at March 31, 2006. ...ttt ii i tintteeeeeeneenennnns 609,393 $8.05

MID-TERM INCENTIVE PLANS

The Bank maintains mid-term incentive plans in order to enhance the Bank's
ability to attract and retain high quality employees and to provide a strong
incentive to employees to achieve BMO's governing objective of maximizing value
for its shareholders.

The mid-term incentive plans have a three year performance cycle. The right
to receive distributions under the plans depends on the achievement of specific
performance criteria that are set at the grant date such as the current market
value of BMO's common shares and BMO's total shareholder return compared with
that of its competitors. Distribution rights are subject to either cliff vesting
at the end of the three year period or graded vesting of one-third per year over
the three year period. Depending on the plan, participants receive either a
single cash payment at the end of the three year period or three annual cash
payments over the three year period.

The Bank is party to agreements made between BMO and third parties to
assume the majority of the Bank's obligations related to the incentive plans in
exchange for fixed cash payments. Amounts paid by the Bank under these
agreements were capitalized and will be recognized as compensation expense over
the performance cycles of the plans on a straight-line basis. Any future
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obligations to participants required under these plans will be the
responsibility of the third parties.

For the remaining obligations relating to the plans for which BMO has not
entered into agreements with third parties, the amount of compensation expense
is amortized over the service period to reflect the current market value of
BMO's common shares and BMO's total shareholder return compared with that of its
competitors. Adjustments for changes in estimates of ultimate payments to
participants are recognized in current and future periods.

Historical forfeitures of the mid-term incentive plan awards have been
material. Accordingly, the expense recorded for the plans in the quarter ended
March 31, 2006 was reduced by $1.9 million ($1.2 million after-tax) attributable
to estimated forfeitures. Mid-term incentive plan awards were not granted during
the quarter ended March 31, 2006, so the expense recorded for the plans in the
quarter ended March 31, 2006 was not adjusted for employees eligible to retire.

No mid-term incentive awards were granted or distributed during the
quarters ended March 31, 2006 and March 31, 2005.

The compensation expense related to the plans totaled $2.6 million and $4.6
million in the first quarter of 2006 and 2005, respectively. The related tax
benefits recognized for the quarters ended March 31, 2006 and March 31, 2005
were $1.0 million and $1.7 million, respectively. As of March 31, 2006, the
total unrecognized compensation cost related to nonvested awards was $15.0
million and the weighted average period over which it is expected to be
recognized is approximately 1.7 years.

16
HARRIS N.A. AND SUBSIDIARIES
EMPLOYEE SHARE PURCHASE PLAN

The Bank of Montreal Employee Share Purchase Plan offers employees the
opportunity to purchase BMO common shares at a discount of 15 percent from
market value. Full-time and part-time employees of the Bank are eligible to
participate in the plan. Employees can elect to contribute up to 15 percent of
their salary toward the purchase of BMO common shares. The Bank contributes the
difference between the employee cost and the market price. The shares in the
plan are purchased on the open market and the plan reinvests all cash dividends
in additional common shares. The Bank's contribution is recorded as compensation
expense over each three-month offering period. Compensation expense for the
employee share purchase plan totaled $0.2 million and $0.1 million for the
quarter ended March 31, 2006 and March 31, 2005, respectively.
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HARRIS N.A. AND SUBSIDIARIES
FINANCIAL REVIEW
FIRST QUARTER 2006 COMPARED WITH FIRST QUARTER 2005
SUMMARY
The Bank had first quarter 2006 net income of $41.4 million, a decrease of
$13.3 million or 24 percent from first quarter 2005. Return on equity was 5.69

percent in the current quarter, compared to 7.94 percent from last year's first
quarter. Return on assets was 0.47 percent compared to 0.68 percent a year ago.
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First quarter net interest income on a fully taxable equivalent basis was
$210.5 million, up $8.3 million or 4 percent from $202.2 million in 2005's first
quarter. Average earning assets increased 10 percent to $32.38 billion from
$29.53 billion in 2005, due in part to an increase of $3.1 billion in average
loans. Net interest margin decreased to 2.62 percent in the current quarter from
2.76 percent in the year-ago quarter, primarily reflecting a flat yield curve
depressing spreads and the impact of greater reliance on higher-cost wholesale
funding sources. This was somewhat offset by strong loan growth, particularly in
the retail loan portfolio.

The first quarter 2006 provision for loan losses was $5.6 million compared
to $3.0 million in the first quarter of 2005. Net charge-offs decreased to $7.8
million from $9.0 million in the prior year. The credit profile of the loan
portfolio is expected to remain solid with moderate increases in default and
loss experiences in late 2006. The increase in the provision in the first
quarter of 2006 reflected charge-off activity and slightly higher levels of
non-performing loans.

Noninterest income was $84.0 million, a decrease of $19.4 million or 19
percent from the same quarter last year. This was primarily attributable to a
$8.1 million decrease in trust and investment management fees, a $3.2 million
decrease in loan sales income, a $1.8 million decrease in indirect loan fees, a
$1.2 million decline in mortgage origination fees and a $1.0 million decrease in
money market and bond trading income.

First quarter 2006 noninterest expenses of $227.1 million increased $9.1
million from the year ago quarter. The increase was attributable to intercompany
service costs rising by $4.2 million, a $3.3 million increase in expert service
expenses, higher marketing expenses of $1.9 million, increased credit expenses
of $1.4 million and a $1.4 million increase in equipment expenditures. The
increases were partially offset by reduced salaries and other compensation
expenses. Income tax expense decreased $11.3 million, reflecting lower pretax
income from year ago results.

Nonperforming assets at March 31, 2006 were $169 million or 0.69 percent of
total loans, up from $133 million or 0.58 percent at December 31, 2005, and $151
million or 0.72 percent a year ago. At March 31, 2006, the allowance for
possible loan losses was $322 million, equal to 1.34 percent of loans
outstanding, compared to $315 million or 1.45 percent of loans outstanding at
the end of first quarter 2005. As a result, the ratio of the allowance for
possible loan losses to nonperforming assets decreased from 209 percent at March
31, 2005 to 191 percent at March 31, 2006.

At March 31, 2006, Tier 1 capital of the Bank amounted to $2.93 billion, up
from $2.76 billion one year earlier. The regulatory leverage capital ratio was
8.26 percent for the first quarter of 2006 compared to 8.50 percent in the same
quarter of 2005. The Bank's capital ratio exceeds the prescribed regulatory
minimum for banks. The Bank's March 31, 2006 Tier 1 and total risk-based capital
ratios were 9.41 percent and 11.39 percent compared to respective ratios of 9.79
percent and 11.95 percent at March 31, 2005.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
See "Liquidity Risk Management" and "Market Risk Management" under
Management's Discussion and Analysis of Financial Condition and Results of

Operations on page 7.

ITEM 4. CONTROLS AND PROCEDURES
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As of March 31, 2006, Paul R. Skubic, the Chairman of the Board, Chief
Executive Officer and President of the Company, and Janine Mulhall, the Chief
Financial Officer of the Company, evaluated the effectiveness of the disclosure
controls and procedures of the Company and concluded that these disclosure
controls and procedures are effective to ensure that material information
required to be included in this Report has been recorded, processed, summarized
and made known to them in a timely fashion, as appropriate to allow timely
decisions regarding disclosures. There was no change in the Company's internal
control over financial reporting identified in connection with such evaluations
that occurred during the quarter ended March 31, 2006 that has materially
affected or is reasonably likely to materially affect, the Company's internal
control over financial reporting.

PART II. OTHER INFORMATION

ITEMS 1, 1A, 2, 3, 4 AND 5 ARE BEING OMITTED FROM THIS REPORT BECAUSE SUCH ITEMS
ARE NOT APPLICABLE TO THE REPORTING PERIOD.

ITEM 6. EXHIBITS

10.1 COMPENSATION OF INDEPENDENT DIRECTORS (FILED AS EXHIBIT 10.1 TO THE
COMPANY'S CURRENT REPORT ON FORM 8-K FOR MARCH 2, 2006 AND INCORPORATED
BY REFERENCE HEREIN)

31.1 CERTIFICATION OF JANINE MULHALL PURSUANT TO RULE 13a-14(a)
31.2 CERTIFICATION OF PAUL R. SKUBIC PURSUANT TO RULE 13a-14(a)

32.1 CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350, AS ADOPTED
PURSUANT TO SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, Harris
Preferred Capital Corporation has duly caused this Report to be signed on its
behalf by the undersigned, thereunto duly authorized on the 12th day of May
2006.

/s/ PAUL R. SKUBIC

Paul R. Skubic
Chairman of the Board and President

/s/ JANINE MULHALL

Janine Mulhall
Chief Financial Officer
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