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ABSTRACT

	Aims: This study aims to analyze the influence of government policy and digital financial literacy, both partially and simultaneously, on digital financial inclusion among Generation Z Micro, Small, and Medium Enterprises (MSMEs) actors in East Java.
Study design: This study uses a quantitative method with a descriptive framework to examine hypotheses and clarify the cause-and-effect links among different factors.
Place and Duration of Study: The research took place in East Java Province, Indonesia, concentrating on small and medium-sized enterprises operated by Generation Z, with information gathered in 2025.
Methodology: The group under consideration consists of all Gen Z MSMEs participants in East Java, creating an unbounded population. A total of 385 participants was identified using the Cochran formula and chosen through purposive sampling (requirements: aged between 18 and 28, residing in East Java, and utilizing digital financial services). Information was gathered through an online survey employing a 5-point Likert scale. The analysis of the data was conducted using Structural Equation Modeling grounded in Partial Least Square (PLS-SEM) with the aid of SmartPLS software, assessing both the measurement model (outer model) and the structural model (inner model).
Results: The findings revealed that Government Policy greatly contributes positively to Digital Financial Inclusion (T = 2.236, P = .025). Furthermore, Digital Financial Literacy also significantly boosts Digital Financial Inclusion (T = 3.311, P = .001), showing a greater impact than policy measures. At the same time, both elements effectively affect inclusion (= 62.34 >  = 3.02), with an Adjusted R-Square of 0.246.
Conclusion: Government policies and digital financial literacy are vital factors influencing financial inclusion. Nonetheless, literacy has a more prominent impact. Improving digital competencies and upholding favorable regulations are crucial for creating a more inclusive digital financial environment for young entrepreneurs.
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1. INTRODUCTION

The surge in digital transformation has significantly altered the worldwide economy, particularly in the finance industry. Services driven by technology enable wider, more efficient, and inclusive access, acting as vital tools to diminish economic disparity. According to the (World Bank, 2022), digital financial inclusion is essential for promoting sustainable economic development. In Indonesia, this is reflected in the Bank Indonesia Payment System Blueprint 2025, which prioritizes the digitalization of payment methods (like QRIS) to enhance financial inclusion across the nation (Bank Indonesia, 2019). 
Despite the government's objective of achieving 91% ownership of formal accounts by 2025, there is still a considerable divide between access and understanding. The issue of "access without understanding" is apparent, where individuals have digital accounts without comprehending the associated risks, resulting in problems like illegal online lending. In 2023, the Financial Services Authority (OJK) identified and shut down 2248 unauthorized lending activities (Kominfo, 2024). 
This issue is especially relevant in East Java, a region with a vibrant Micro, Small, and Medium Enterprises (MSMEs) landscape. Although financial inclusion in East Java reached 92.99% in 2022, surpassing the national average, the gap in literacy continues to pose a problem (Bappeda Jatim, 2024). This research will concentrate on Generation Z MSMEs, a group that is adept with technology but susceptible to financial instability.
[bookmark: OLE_LINK1]Previous research has yielded varied findings, (Sholihah et al., 2023) indicated that financial literacy and governmental assistance greatly enhance MSMEs performance, whereas (Bozhinova & Ganchev, 2022) claimed that low literacy diminishes the effectiveness of government actions. This research aims to fill that void by investigating how Government Policy and Digital Financial Literacy concurrently influence Digital Financial Inclusion for Gen Z in East Java. By basing the study on Human Capital Theory and Public Policy Theory, it seeks to provide practical evidence to inform more effective policy development.

2. methodology

2.1 Research Design and Data 

This research utilizes a quantitative approach with a focus on explanation. The study is conducted in East Java Province, which was selected for its substantial impact on the MSMEs sector in Indonesia, boasting over 9.7 million enterprises. The target population includes Gen Z individuals involved in MSMEs. Given that the population size is vast, the sample size was determined using the Cochran formula, yielding a minimum of 385 participants. 
The method of sampling applied was Purposive Sampling, adhering to these criteria for inclusion: Individuals aged 18 to 28 years (Gen Z), Residing in East Java, Engaging with digital financial services (such as e-wallets, mobile banking, QRIS, etc.).		
 
2.2 Operational Definition of Variables 

To simplify the measurement process and confirm the reliability of the tool, precise operational definitions were established for all hidden variables employed in this study. The following Table 1 presents a summary of these operational definitions, detailing the indicators for Government Policy, Digital Financial Literacy, and Digital Financial Inclusion, as well as their measurement scales and sources of reference.

Table 1. Operational Definition of Variables

	No
	Question
	Operationalization
	Source

	Variable X1: Government Policy
	
(Otoritas Jasa Keuangan, 2017; Remi Aiyede & Muganda, 2022)


	X1
	Government policies facilitate easy access to digital financial services.
	1 = Strongly Disagree
	

	X1.2
	Government digital financial literacy and education programs assist me in understanding digital financial products.
	2 = Disagree
	

	X1.3
	Internet facilities and digital networks in my region adequately support the usage of digital financial services.
	3 = Neutral
	

	X1.4
	I feel secure using digital financial services due to the existence of government protection.
	4 = Agree
	

	X1.5
	Government policies encourage an increase in digital transactions within my business operations.
	5 = Strongly Agree
	

	Variable X2: Digital Financial Literacy
	

	X2
	I understand various types of digital financial products, such as e-wallets, mobile banking, and fintech.
	1 = Strongly Disagree
	
(Lusardi & Mitchell, 2014; OECD, 2020; OJK, 2021)

	X2.2
	I am able to utilize digital financial features (transfers, QRIS, transaction reports) with ease.
	2 = Disagree
	

	X2.3
	I understand the importance of verifying the legality of financial applications prior to use.
	3 = Neutral
	

	X2.4
	I always maintain the confidentiality of my PIN or passwords for digital financial services.
	4 = Agree
	

	X2.5
	I am capable of selecting digital financial services that align with my business needs.
	5 = Strongly Agree
	

	Variable Y: Digital Financial Inclusion
	

	Y1
	I find it easy to register for and use digital financial applications.
	1 = Strongly Disagree
	
(OJK, 2021; World Bank, 2022)

	Y2
	I regularly use digital financial services for business activities (transactions, payments, etc.).
	2 = Disagree
	

	Y3
	I utilize digital financial services for various purposes (payments, savings, loans).
	3 = Neutral
	

	Y4
	Digital financial applications possess interfaces and features that are easy to comprehend.
	4 = Agree
	

	Y5
	The use of digital financial services assists me in recording business finances more effectively.
	5 = Strongly Agree
	




2.3 DATA ANALYSIS 

Data analysis was conducted through Partial Least Square Structural Equation Modeling (PLS-SEM). The assessment included the Measurement Model, also known as the Outer Model, which aimed to verify Convergent Validity (Loading Factor exceeding 0.70, AVE surpassing 0.50) and Discriminant Validity (HTMT below 0.70, Composite Reliability above 0.70). Following that, the Structural Model, referred to as the Inner Model, was assessed by examining R-square, F-square, Q-Square, and testing hypotheses through Bootstrapping. 

3. results and discussion

3.1 Demographic Profile

The research involved 385 participants from the MSMEs sector in East Java. The demographic information shown in Table 2 reveals distribution of genders, with 51% of the participants being female and 49% male. This suggests that the MSMEs sector in East Java is very inclusive and plays a crucial role in promoting economic empowerment for both genders. The age distribution highlights a strong presence of a productive young workforce, most respondents fall within the age groups of 21–23 years (43%) and 24–26 years (28%), confirming that the participants are genuinely representative of Generation Z.
In relation to intellectual assets, the participants have a comparatively strong educational foundation. A notable share (42%) has obtained a Bachelor’s degree, and another 42% are graduates from high school or vocational programs. This educational makeup indicates a substantial capability for understanding and implementing new technologies. Concerning business development, most are in the initial growth phase, with 54% having been in operation for 1 to 3 years, and 29% having been active for over 3 years.
Table 2. Demographic Profile

	Category
	Frequency
	%

	Gender
	Male
	187
	49%

	
	Female
	196
	51%

	Age
	18-20
	39
	10%

	
	21-23
	166
	43%

	
	24-26
	106
	28%

	
	27-28
	74
	19%

	Education
	High School/ Vocational
	163
	42%

	
	Bachelor's Degree
	161
	42%

	
	Diploma
	61
	16%

	Business duration
	< 1 tahun
	65
	17%

	
	1–3 tahun
	208
	54%

	
	> 3 tahun
	112
	29%


Source: Compiled by the author based on the analysed data



3.2 Descriptive Statistical Analysis

Before evaluating the structural model, a descriptive analysis was conducted to understand the respondents' perceptions. 
3.2.1 Government Policy (X1)
Table 3 presents examination of Government Policy shows an average rating of 3.85, which signifies that Gen Z MSMEs view the existing regulations and framework as advantageous. In particular, the high endorsement for policies that encourage transactions (X1.5, mean 3.88) points to the effective implementation of cashless solutions such as QRIS. On the other hand, the somewhat reduced ratings for accessibility and education (X1 and X1.2, mean 3.83) indicate a significant shortcoming, underscoring the necessity for the government to redirect its attention from simply building infrastructure to creating more efficient and accessible digital literacy initiatives.
Table 3. Government Policy (X1) Description
	Variable
	Scale 1 Value (%)
	Scale 2
Value (%)
	Scale 3 Value
(%)
	Scale 4 Value
(%)
	Scale 5 Value
(%)
	Total
	Mean

	X1
	5 (1.3%)
	24 (6.2%)
	98 (25.5%)
	161
(41.8%)
	97
(25.2%)
	385
	3.83

	X1.2
	5 (1.3%)
	30 (7.8%)
	91 (23.6%)
	159 (41.3%)
	100 (26.0%)
	385
	3.83

	X1.3
	5 (1.3%)
	25 (6.5%)
	99 (25.7%)
	147 (38.2%)
	109 (28.3%)
	385
	3.86

	X1.4
	2 (0.5%)
	25 (6.5%)
	97 (25.2%)
	160 (41.6%)
	101 (26.2%)
	385
	3.86

	X1.5
	2 (0.5%)
	17 (4.4%)
	97
(25.2%)
	180 (46.8%)
	89 (23.1%)
	385
	3.88


Source: Compiled by the author based on the analysed data

3.2.2 Digital Financial Literacy (X2)
Digital Financial Literacy in Table 4 achieved the highest overall mean of 4.10, indicating a classification of "High" and showing that Generation Z MSMEs have significant skills in handling digital finance. The top rating in PIN confidentiality (X2.4, mean 4.12) reflects a strong understanding of "digital hygiene" and security practices. On the other hand, the lowest rating concerning the verification of application legality (X2.3, mean 4.06) indicates a minor weakness although participants are skilled at protecting their accounts, they show slightly less diligence in verifying the legitimacy of platforms, potentially putting them at risk for illegal lending schemes.
Table 4. Digital Financial Literacy (X2) Description
	Variable
	Scale 1 Value (%)
	Scale 2
Value (%)
	Scale 3 Value
(%)
	Scale 4 Value
(%)
	Scale 5 Value
(%)
	Total
	Mean

	X2
	2 (0.5%)
	12 (3.1%)
	75 (19.5%)
	152 (39.5%)
	144 (37.4%)
	385
	4.10

	X2.2
	2 (0.5%)
	15 (3.9%)
	67 (17.4%)
	156 (40.5%)
	145 (37.7%)
	385
	4.11

	X2.3
	1 (0.3%)
	19 (4.9%)
	75 (19.5%)
	151 (39.2%)
	139 (36.1%)
	385
	4.06

	X2.4
	1 (0.3%)
	18 (4.7%)
	66 (17.1%)
	150 (39.0%)
	150 (39.0%)
	385
	4.12

	X2.5
	4 (1.0%)
	11 (2.9%)
	76 (19.7%)
	151 (39.2%)
	143 (37.1%)
	385
	4.09


Source: Compiled by the author based on the analysed data

3.2.3 Digital Financial Inclusion (Y)
Based on Table 5, the dependent variable, Digital Financial Inclusion, shows a strong overall average of 4.07, suggesting that Generation Z significantly incorporates digital services into their business practices. The top ratings for varied use and financial documentation (Y3 and Y5, average 4.09) indicate that these resources are employed for a wider scope of business professionalism beyond mere transactions. Nevertheless, the somewhat reduced score in everyday usage (Y2, average 4.05) implies that digital payments have not entirely taken over cash in regular transactions, highlighting the continued presence of a mixed financial approach in local markets.
Table 5. Digital Financial Inclusion (Y) Description
	Variable
	Scale 1 Value (%)
	Scale 2
Value (%)
	Scale 3 Value
(%)
	Scale 4 Value
(%)
	Scale 5 Value
(%)
	Total
	Mean

	Y1
	2 (0.5%)
	17 (4.4%)
	79 (20.5%)
	145 (37.7%)
	142 (36.9%)
	385
	4.06

	Y2
	5 (1.3%)
	6 (1.6%)
	75 (19.5%)
	177 (46.0%)
	122 (31.7%)
	385
	4.05

	Y3
	1 (0.3%)
	14 (3.6%)
	75 (19.5%)
	154 (40.0%)
	141 (36.6%)
	385
	4.09

	Y4
	1 (0.3%)
	13 (3.4%)
	78 (20.3%)
	159 (41.3%)
	134 (34.8%)
	385
	4.07

	Y5
	0 (0.0%)
	26 (6.8%)
	53 (13.8%)
	166 (43.1%)
	140 (36.4%)
	385
	4.09


Source: Compiled by the author based on the analysed data

3.3 Measurement Model Evaluation (Outer Model)

The effectiveness of the research tool was thoroughly evaluated. As provided in Table 6, the Convergent Validity test indicated that the outer loading values for Government Policy (X1), Digital Financial Literacy (X2), and Digital Financial Inclusion (Y) lay between 0.723 and 0.808, exceeding the minimum requirement of 0.70. In addition, the Average Variance Extracted (AVE) for each variable was over 0.50 (X1=0.591; X2=0.610; Y=0.573), indicating that the underlying constructs represent more than 50% of the variability in their respective indicators. 
To evaluate discriminant validity, the Heterotrait-Monotrait Ratio (HTMT) was used as a more precise measure compared to Fornell-Larcker. The maximum HTMT value recorded was 0.537, which is significantly lower than the conservative limit of 0.90, confirming that the variables are empirically separate. The reliability test further validated the model's reliability, with both Cronbach’s Alpha and Composite Reliability scores consistently registering above 0.800 across all variables.
Table 6. Reliability and Validity Results

	Item
	Outer Loading
	AVE
	HTMT
	Cronbach's Alpha
	Composite Reliability

	﻿X1
	0.784
	0.591
	0.366
	0.827
	0.878

	X1.2
	0.767
	
	
	
	

	X1.3
	0.808
	
	
	
	

	X1.4
	0.760
	
	
	
	

	X1.5
	0.723
	
	
	
	

	X2
	0.764
	0.610
	0.421
	0.840
	0.887

	X2.2
	0.767
	
	
	
	

	X2.3
	0.795
	
	
	
	

	X2.4
	0.797
	
	
	
	

	X2.5
	0.781
	
	
	
	

	Y1
	0.790
	0.573
	0.537
	0.814
	0.870

	Y2
	0.761
	
	
	
	

	Y3
	0.770
	
	
	
	

	Y4
	0.739
	
	
	
	

	Y5
	0.724
	
	
	
	


Source: Compiled by the author based on the analysed data

3.4 Structural Model Evaluation (Inner Model) and Hypothesis Testing

The structural framework was analyzed to evaluate collinearity, the ability to predict outcomes, and the significance of the connections among different variables in Table 7. Initially, the collinearity assessment resulted in Variance Inflation Factor (VIF) scores of 1.105 for each predictor, which is considerably lower than the cut-off of 5 (and the more stringent cut-off of 3), indicating that there are no multicollinearity concerns within the model. 
Next, the model's predictive capability was measured through the Adjusted R-Square () and Q-Square (). The findings reveal an Adjusted () of 0.246, suggesting that 24.6% of the variation in Digital Financial Inclusion is attributed to Government Policy and Digital Financial Literacy, leaving 75.4% caused by factors that remain unmeasured. Additionally, the blindfolding technique resulted in predictive relevance () values ranging from 0.107 to 0.170 (all > 0), which corroborates that the model possesses sufficient predictive relevance for the dependent construct. 
Lastly, Table 8 hypothesis testing was performed via bootstrapping to analyze the significance (T-statistics and P-values) and the level of influence (). As shown in the summary tables, Government Policy (H1) has a positive and significant impact on inclusion (T = 2.236, P = .025). However, following (Cohen, 1992) criteria, the effect size is deemed small (= 0.067). Meanwhile, Digital Financial Literacy (H2) also shows a positive and significant influence (T = 3.311, P = .001), but with a higher magnitude, classified as a moderate effect (=0.169). This illustrates that literacy serves as a stronger predictor of inclusion compared to policy. In the meantime, Digital Financial Literacy (H2) shows a favorable and significant impact (T = 3.311, P = .001), along with a moderate effect size (=0.169). Concerning the combined influence (H3), the calculation of the  resulted in a value of 62.34, surpassing the   limit of 3.02, thus validating a significant collective effect.
Table 7. Structural Model

	Dependent
Variable
	Adjusted R-Square
	Q-Square ()
	VIF (Inner Model)

	Digital Financial Inclusion (Y)
	0.246
	0.107 - 0.170
	1.105


Source: Compiled by the author based on the analysed data


Table 8. Path Coefficients and Hypothesis Testing

	Hypothesis
	Path
	T Statistics
	P-Values
	Effect Size ()
	Result

	H1
	Government Policy (X1) >Inclusion (Y)
	2.236
	.025
	0.067 (Small)
	Accepted

	H2
	Digital Financial Literacy (X2) > Inclusion (Y)
	3.311
	.001
	0.169 (Moderate)
	Accepted


Source: Compiled by the author based on the analysed data


3.5 Discussion

3.5.1 Influence of Government Policy on Digital Financial Inclusion 

The results indicate that Government Policy has a beneficial and considerable impact on Digital Financial Inclusion (T = 2.236; P = .025). This evidence is consistent with Public Policy Theory bye Dye (2017) which suggests that government actions such as the P2SK Law and the 2025 Payment System Blueprint from Bank Indonesia establish a framework necessary for embracing financial solutions (Remi Aiyede & Muganda, 2022).
Nevertheless, an important observation from this research is the extent of the influence. The effect size () for Government Policy stands at 0.067, which is classified as a minor effect. This implies that although regulatory structures and services play a crucial role "the highway", they are not the main force driving Gen Z MSMEs. This group, being well-versed in digital technology, might perceive government services as a standard expectation rather than a source of motivation. This finding aligns with observations made by (Bozhinova & Ganchev, 2022), who pointed out that the effectiveness of policies often depends on the preparedness of the users.

3.5.2 Influence of Digital Financial Literacy on Digital Financial Inclusion 

Digital Financial Literacy has proven to be a more significant factor, showing a strong and noteworthy impact (T = 3.311; P = .001) along with a moderate effect size (=0.169). This result aligns well with Human Capital Theory Becker (1964) which suggests that literacy functions as an intangible asset that boosts economic productivity (Teixeira, 2014), 
For Gen Z MSMEs in East Java, literacy goes beyond just basic information, it represents a practical skill. The descriptive analysis indicates that these business owners excel particularly in security practices, like keeping PINs confidential (Mean 4.12). This high standard of "digital hygiene" lessens the perceived risks associated with adopting fintech, facilitating faster inclusion. This aligns with (Widyastuti et al., 2024), who stated that managing digital risks is crucial for being an active user. The findings suggest that reducing the "access without literacy" gap is a more powerful strategy for fostering inclusion than merely expanding infrastructure.

3.5.3 Simultaneous Influence 

At the same time, Government Policies and Digital Financial Literacy play crucial roles in fostering Digital Financial Inclusion, as shown in the results section, the  of 62.34 (which is well above the critical threshold) offers strong statistical proof of this combined effect. This indicates a supportive connection between overarching structural assistance and individual skill development.
In this context, Digital Financial Literacy is likened to the "driving skills," while Government Policy serves as the "secure road. " Both elements are essential. Without proper knowledge, the advanced systems developed by the government, such as QRIS or digital banking, may not be used effectively and could even facilitate fraud. On the other hand, entrepreneurs who possess strong financial literacy may struggle to succeed without a well-regulated, safe, and accessible digital environment. 
Although the model accounts for 24.6% of the variability, a reasonable figure for behavioral social science underscores that close to a quarter of the decision to engage with digital finance is influenced by this collaboration. The other 75.4% of the variability is probably linked to unseen factors like access to capital, social pressures, or market dynamics. Nonetheless, the research emphasizes that combining supportive policy with strong literacy is crucial for fostering inclusive growth in the digital economy.

4. Conclusion

This research finds that Government Policies have a beneficial and substantial impact on Digital Financial Inclusion, Digital Financial Literacy also has a positive and significant impact on Digital Financial Inclusion, serving as the more influential factor, and both elements collectively affect the inclusion of Gen Z MSMEs in East Java. It is suggested that the government (OJK/Bank Indonesia) shift its emphasis from merely increasing access to enhancing the quality of digital financial education (DFL) using strategies suited for Gen Z. For MSMEs, engaging in independent learning about digital risks and features is crucial to fully leverage the advantages of the digital economy.

[bookmark: _GoBack]
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Definitions, Acronyms, Abbreviations

MSMEs: Micro, Small, and Medium Enterprises. In the Indonesian context, this is referred to as UMKM (Usaha Mikro, Kecil, dan Menengah). 
Gen Z: Generation Z, defined in this study as the demographic cohort born between 1997 and 2012.
QRIS: Quick Response Code Indonesian Standard; a national standard for QR code payments in Indonesia launched by Bank Indonesia.
OJK: Otoritas Jasa Keuangan; The Financial Services Authority of Indonesia, an independent agency regulating the financial sector.
P2SK Law: Law No. 4 of 2023 concerning the Development and Strengthening of the Financial Sector (Pengembangan dan Penguatan Sektor Keuangan).
PLS-SEM: Partial Least Squares - Structural Equation Modeling; a variance-based structural equation modeling technique used for analysis.
AVE: Average Variance Extracted; a metric to assess convergent validity.
HTMT: Heterotrait-Monotrait Ratio; a metric used to assess discriminant validity.
VIF: Variance Inflation Factor; a measure used to detect multicollinearity among predictors
DFL: Digital Financial Literacy 
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