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Overview

In the fast-paced world of innovation, early-stage companies are often rich 1n ideas but short on
cash. Fortunately, the federal tax code offers a powerful way for startups to convert their research
efforts into real, immediate savings—even before they turn a profit.

This 1s the Payroll Tax Credit—a specialized election under Section 41(h) of the Internal
Revenue Code (IRC) that allows qualified small businesses to apply a portion of their R&D tax
credit against the employer share of Social Security payroll taxes. For companies still in the
red, 1t’s a rare chance to 1nject liquidity directly into operations and extend runway while
continuing to invest 1in mnovation.

What’s the Pavroll Tax Credit?

Established by the PATH Act of 2015, the Payroll Tax Credit welcomes startups and other new
businesses to apply up to $500,000 of their annual R&D tax credit to offset payroll tax
liability—specifically, the 6.2% employer portion of Social Security tax under IRC §3111(%).

NOTE: This 1sn’t a separate credit, but a special election available to “Qualified Small
Businesses” (QSBs) that would otherwise have to carry their R&D credit forward due to lack of
income tax hability. The election 1s made on Form 6765, Part D, and the credit 1s claimed on
Form 941 using Form 8974.

In Short: It allows startups to get paid for innovating, even 1f they haven’t paid income taxes
yet.

Who Qualifies?

To take advantage of the Payroll Tax Credit, a company must meet two core requirements:
1. Qualified Small Business (QSB) Status

e Less than $5 million 1n gross receipts 1n the current tax year, and
e No gross receipts in any tax year more than five years prior to the current year

This generally applies to companies within their first five years of generating revenue (not

necessarily from the date of incorporation), including pre-revenue firms that only earn interest or
grant Income.
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2. Qualified Research Activities (QRA) & Expenditures (QREs)
The company must engage in R&D that satisfies the four-part test under IRC §41.:

e Permitted Purpose — developing new or improved products or processes
e Technological in Nature — based on engineering, computer science, biology, etc.
¢ Elimination of Uncertainty — testing methods, design, or capability

e Process of Experimentation — trial-and-error, prototyping, simulation, etc.

What Activities & Costs Qualify?

Companies 1n the following industries often qualify:

Software development (apps, platforms, internal tools)
Clean energy & sustainability tech

Life sciences & medical devices

Advanced manufacturing, robotics, & automation
AgTech & food science startups

Eligible expenses include:

e Wages paid to technical and supervisory staff
e Supplies used 1n development and prototyping
e Contractresearch (U.S.-based only)

How Much Is the Credit?

e Up to $500,000 per year may be applied to offset the employer’s share of Social Security
tax.

e The credit applies starting in the first calendar quarter after the company files its
Federal tax return.

e Any unused payroll credit rolls forward to subsequent quarters until fully absorbed.

How the Filing Process Works

1. File Form 6765 with your corporate return and elect the Payroll Tax Credit in Part D

2. After filing, begin claiming the credit the next quarter using Form 8974 attached to
Form 941
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3. The credit offsets Form 941 payroll tax liability, reducing out-of-pocket costs for your
next payroll tax deposit

Common Pitfalls to Avoid

e Late Filing = No Credit: The election must be made on a timely filed original return
(with extensions). It cannot be amended later.

e Income Tax Offset Still Available: You must choose—credits cannot be split between
income tax and payroll tax in the same year.

e Only Offsets Employer Share of Social Security: Not applicable to Medicare taxes or
withheld taxes.

Best Practices for Claiming

e Get Your Documentation in Order: Map payroll records and job roles to R&D
activities.

e C(Coordinate with Your Payroll Provider & R&D Tax Credit Specialist: Form 8974
must be processed with Form 941.

e File Early in the Year: Filing in Q1 allows for maximum quarterly offset timing.

e Track QSB Status: Monitor your gross receipts and five-year revenue window.

Real-World Impact & Conclusion

A startup 1n Austin develops a cloud-based platform with a small team of engineers and earns
$3.2 million in pre-Series A revenue. It qualifies for a $220,000 R&D credit but has zero income
tax liability. By electing the Payroll Tax Credit, it offsets its Q2 and Q3 payroll tax liabilities,
reducing cash burn and preserving funds for hiring and product launches.

That’s cash back into the business, without waiting years for profitability.

The Payroll Tax Credit is a game-changer for startups and early-stage businesses. It unlocks
the value of your R&D before profitability, turning innovation into immediate cash flow relief.
At a time when capital efficiency is everything, this provision can be the difference between
deferral and acceleration. If your company 1s building new technology, experimenting with
prototypes, or coding your way toward growth, the U.S. government 1s ready to reward your risk.
It’s up to you to claim 1it.
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