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Abstract

This study investigates the role of Islamic financial inclusion as a transmission channel
linking digital payments and inflation in Indonesia's dual banking system. While digital
payment systems have expanded rapidly and are known to influence monetary policy
transmission, the mechanism through which these effects occur—particularly within an
Islamic finance context—remains underexplored. Using monthly data from January 2016
to June 2025, this study employs an Autoregressive Distributed Lag (ARDL) model
combined with a mediation framework to examine both direct and indirect effects. The
findings reveal that digital payments significantly enhance Islamic financial inclusion,
thereby influencing inflation dynamics through an indirect transmission mechanism.
Mediation analysis confirms that Islamic financial inclusion partially transmits the
impact of digital payments to inflation, with the indirect effect accounting for
approximately 15.5% of the total effect. These results contribute to the literature by
integrating Islamic finance into macroeconomic transmission analysis and provide policy
implications for strengthening inclusive, sharia-compliant financial ecosystems in
emerging economies.
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INTRODUCTION

The rapid expansion of digital payments in Indonesia has fundamentally transformed the
financial landscape and the mechanisms of monetary policy transmission. The proliferation of e-
money, QRIS-based transactions, and sharia-compliant fintech platforms has increased transaction
efficiency, expanded financial access, and enhanced economic participation, particularly among
underserved populations such as micro, small, and medium enterprises (MSMEs) and rural
communities (Maisaroh & Wahyuni, 2024; Najib et al., 2025; Rofik & Huda, 2025). These
developments are particularly relevant in Indonesia, where a dual banking system—comprising
both conventional and Islamic financial institutions—coexists under the oversight of Bank
Indonesia and the Financial Services Authority (OJK).

Previous studies have established that digital payments influence macroeconomic variables
such as money supply, banking stability, and inflation (Indrawati et al., 2020; Kasri et al., 2022;
Maharani & Sari, 2024). However, the transmission mechanism through which these effects occur
remains insufficiently understood, especially in the context of Islamic finance. Existing literature
largely focuses on either digital finance or Islamic banking independently, without explicitly
integrating the two within a unified transmission framework (Savon & Y ousfi, 2025). Furthermore,
empirical evidence suggests that while Islamic banks participate in monetary transmission, their
impact is often weaker than that of conventional banks due to structural limitations, smaller market
share, and funding rigidities (Boukhatem & Djelassi, 2022; Rashid et al., 2020).

Despite these findings, a critical gap remains in understanding how digital payments
influence inflation within the framework of Islamic finance. Existing studies largely conceptualize
financial inclusion as an outcome of financial development, rather than as an active mechanism
within the monetary transmission process. As a result, the intermediary role of Islamic financial
inclusion in linking digital payments to macroeconomic dynamics remains insufficiently explored.

This study diverges from prior research in both theoretical framing and empirical design.
Theoretically, existing literature typically treats Islamic banking as a passive component of the
financial system or analyzes digital payments solely through a conventional lens (Savon & Yousfi,
2025). This study introduces Islamic financial inclusion as an active mediation channel, proposing
a competitive mediation framework where digital payments and Islamic financial inclusion exert
opposing yet complementary forces on inflation. Empirically, while previous studies examine
digital finance or Islamic banking in isolation, this study provides the first integrated time-series
evidence of how Islamic financial inclusion dynamically mediates the digital payment—inflation
relationship. By quantifying the indirect transmission pathway and identifying a suppression effect
(where indirect and direct effects operate in opposite directions), this research advances monetary
transmission theory beyond traditional single-channel models. It offers a more nuanced
understanding of macroeconomic dynamics in dual banking systems. Recent studies confirm that
digital payment adoption enhances monetary control and inflation stability in emerging markets
(Hermawan et al., 2024; Sudrajad et al., 2023), though the Islamic finance dimension remains
underexplored.

To address this gap, this study develops and empirically tests a mediation framework in
which Islamic financial inclusion operates as a transmission channel between digital payments and
inflation. By doing so, this study extends monetary transmission theory by introducing Islamic
financial inclusion as a structural intermediary channel within a dual banking system.
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The objectives of this study are threefold: (1) to examine the direct effect of digital payments
on inflation in Indonesia; (2) to analyze the impact of digital payments on Islamic financial
inclusion; and (3) to test whether Islamic financial inclusion mediates the relationship between
digital payments and inflation.

LITERATURE REVIEW
Monetary Policy Transmission in a Dual Banking System

Islamic finance operates under profit-and-loss sharing principles and asset-based financing,
which differentiates its response to monetary policy shocks (Zulkhibri & Sukmana, 2017). Recent
international evidence indicates that Islamic banks transmit monetary policy through distinct
mechanisms, often exhibiting weaker short-term responsiveness but greater stability due to funding
rigidities and excess liquidity management (Boukhatem & Djelassi, 2022; Caporale et al., 2020).
Cross-country evidence further suggests that Islamic banks exhibit distinct transmission dynamics
due to asset-backing constraints and profit-sharing contracts, which may enhance long-term
stability despite weaker short-term responsiveness (Ali et al., 2020; Rashid et al., 2020). While
conventional systems rely heavily on interest-rate pass-through, Islamic institutions operate
through markup-based financing and risk-sharing contracts, which may dampen immediate policy
transmission but enhance long-term real-sector stability. This divergence underscores the need to
model Islamic financial inclusion not as a scaled-down conventional channel, but as a structurally
distinct transmission pathway.

Digital Payments and Macroeconomic Dynamics

Digital payments have emerged as a key driver of financial system transformation. By
reducing transaction costs and increasing the velocity of money, they enhance monetary control
mechanisms and improve inflation stability (Kasri et al., 2022; Maharani & Sari, 2024). However,
cross-country studies suggest that high FinTech adoption tends to mitigate monetary policy
transmission to GDP, prices, and bank loans, particularly for payment and credit fintech (Hasan et
al., 2020; Rjoub & Alrub, 2025). This literature predominantly focuses on conventional systems,
leaving a critical gap regarding how ethical financial constraints alter these dynamics. In Indonesia,
digital payment penetration correlates with improved aggregate banking stability, yet its direct
impact on Islamic banking stability remains limited due to the sector's relatively small market share
(Kasri et al., 2022; Pantas et al., 2025). However, the macroeconomic impact of digital payments
is contingent upon institutional structure; in Indonesia, QRIS and e-money adoption have
strengthened aggregate banking stability but show limited direct causality with Islamic banking
due to market size constraints (Hali et al., 2025). These contrasting findings suggest that the
macroeconomic impact of digital payments is contingent upon the institutional and ethical structure
of the financial intermediaries involved.

Islamic Financial Inclusion and Sharia Compliance

Islamic financial inclusion refers to the accessibility and utilization of financial services
that comply with Islamic principles. Digitalization has significantly expanded Islamic financial
inclusion by improving access and reducing geographical barriers (Abdullah et al., 2021; Maisaroh
& Wahyuni, 2024). However, adoption is still constrained by concerns about sharia compliance,
low financial literacy, and infrastructure gaps in non-urban areas (Nufus et al., 2024). Regulatory
legitimacy is further reinforced by qualitative evidence showing that sharia compliance concerns—
particularly regarding riba and gharar—remain key adoption barriers among conservative users,
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necessitating targeted education campaigns (Hamsin et al., 2023; Muttaqin & Khasanah, 2023).
Furthermore, recent scholarship in Indonesian Islamic economics emphasizes that sharia-
compliant digital financial instruments must be grounded in both regulatory legitimacy and
community-based religious values to achieve sustainable adoption (Marwal et al., 2025a; Pantas et
al., 2026).

Islamic Financial Inclusion as a Transmission Channel

While comprehensive inclusion indices incorporating access, availability, and usage
dimensions would be ideal (Demirgii¢-Kunt et al., 2017), this study employs Islamic banking
assets, financing, and accounts as proxies for several reasons. First, these variables capture the
utilization dimension of financial inclusion, which is most relevant for monetary transmission
mechanisms (Han & Melecky, 2013). Second, in the Indonesian time-series context, these
indicators reflect actual engagement with Islamic financial services rather than mere physical
access, given the widespread geographic coverage of Islamic banking networks. Third,
normalization by population would yield per-capita measures more appropriate for cross-country
comparisons, whereas this study focuses on aggregate dynamics within a single country over time.
Nevertheless, we acknowledge that future research could develop composite indices incorporating
additional dimensions such as branch density per 100,000 adults or account penetration rates.

Theoretically, Islamic financial inclusion can act as a transmission channel linking digital
payments to inflation through several mechanisms: (1) improved liquidity distribution to the real
sector, (2) expansion of sharia-compliant financing for MSMEs, and (3) consumption smoothing
that stabilizes household spending. Empirical evidence shows that Islamic financial inclusion
positively impacts economic growth and MSME financing (Hamidi et al., 2025; Najib et al., 2025;
Ninglasari et al., 2023). These mechanisms suggest that Islamic financial inclusion is not merely
an outcome of digitalization but a critical intermediary that transmits its effects to macroeconomic
variables.

Hypotheses Development
Based on the theoretical framework and empirical literature, the following hypotheses are
proposed:
Hi: Digital payments have a significant effect on inflation in Indonesia.
Ha: Digital payments positively influence Islamic financial inclusion.
Hs: Islamic financial inclusion significantly affects inflation dynamics.
Ha: Islamic financial inclusion mediates the relationship between digital payments and inflation.

METHOD
Data and Variables

This study uses monthly time-series data from January 2016 to June 2025 (114
observations). All data are sourced from Bank Indonesia, Badan Pusat Statistik (BPS), and the
Financial Services Authority (OJK). Table 1 provides detailed definitions and sources for all
variables.
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Table 1
Variable Definitions and Data Sources
Variable Symbol Operational Source Transformation
Definition
Inflation INF Annual Consumer Badan Pusat Level
Price Index inflation  Statistik (BPS)
rate (%)
Digital Payments ‘Ln_EM’ Natural log of e- Bank Indonesia  First difference (CA")
money transaction (BD
volume
Money Supply ‘Ln_M1" Natural log of M1 Bank Indonesia  First difference ("A")
aggregate (BD
Industrial “‘Ln_IPT Natural log of IPI Badan Pusat Generated as ‘log (IPI)’,
Production (proxy for real Statistik (BPS) then differenced (CA")
sector activity)
Exchange Rate "Ln_ER’ Natural log of Bank Indonesia First difference ("A")
IDR/USD nominal (BD
rate
Islamic Assets "Ln_ASSET Natural log of Otoritas Jasa Level*
Islamic banking Keuangan (OJK)
assets
Islamic Financing = 'Ln_FINANCING"  Natural log of Otoritas Jasa Level*
Islamic financing Keuangan (OJK)
outstanding
Islamic Accounts ‘Ln_ACCOUNT Natural log of Otoritas Jasa Level*
Islamic banking Keuangan (OJK)
accounts
COVID-19 'D_Covid’ Binary indicator for ~ Constructed Binary (0/1)
Dummy pandemic period
(Mar 2020-Dec
2021)
Regulation 'D_Reg’ Binary indicator for Constructed Binary (0/1)
Dummy e-money regulation

(from May 2018)

Source: Author's calculation (2026).
Note: Variables marked with an asterisk (*) were tested for stationarity; those identified as 1(0) were included in
level form, while 1(1) variables were first-differenced.

Clarification on Digital Payments Proxy: We acknowledge that the empirical proxy
employed in this study—e-money transaction volume—represents one component of the broader
digital payments’ ecosystem. While the theoretical framework encompasses QRIS, Islamic fintech
platforms, and other digital payment instruments, data availability and consistency constraints limit
our analysis to e-money as the most consistently reported and longest time-series indicator from
Bank Indonesia. E-money transactions constitute a significant and rapidly growing segment of
Indonesia's digital payment landscape, making it a suitable proxy for examining the
macroeconomic implications of digital payment adoption (Kasri et al., 2022). Future research with
access to comprehensive digital payment aggregates could extend this analysis.

The mediation framework is estimated using an Autoregressive Distributed Lag (ARDL)
approach through three structural equations:
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Equation 1 (Direct Effect): Digital Payments — Inflation

INF t=ou+ ZBuINF_{t-i} + ZysALn_ EM_{t-i} + Z64ALn_IPI {t-i} + X05ALn_ M1 {t-i} +
MD Covid t+2A:D Reg t+ gy

Equation 2 (Path A): Digital Payments — Islamic Financial Inclusion

Ln IFI t = o2 + XB2iln IFI {t-i} + ZysALn EM_{t-i} + Z6xALn IPI {t-i} + 3D Covid t +
MD Reg t+ e

Equation 3 (Mediation): Digital Payments + IFI — Inflation

INF t = as + ZBsINF_{t-i} + XysALn EM _{t-i} + ZdsLn IFI {t-i} + X05ALn IPI {t-i} +
Ye3ALn M1 _{t-i} +AsD_Covid t+ AsD Reg t+ &3

The ARDL bounds test (Pesaran et al., 2001) is applied to confirm long-run cointegration.
To formally evaluate the mediating mechanism, the Sobel test (Sobel, 1982) is applied using the
long-run coefficient estimates derived from the ARDL models. The significance of the indirect
effect is calculated as the product of the path coefficients (a x b) divided by its asymptotic standard
error. This procedure determines whether the transmission of digital payments to inflation operates
significantly through the Islamic financial inclusion channel.

Methodological Note on Sobel Test: The use of the Sobel test with coefficients obtained
from separate dynamic time-series models requires acknowledgment of its assumptions. While the
test provides an asymptotic approximation of the indirect effect's significance, we recognize that
it assumes normality of the sampling distribution and does not fully account for the covariance
structure of the estimated long-run coefficients. As a robustness check, we recommend that future
studies employ bootstrap confidence intervals or delta-method procedures to provide more robust
evidence of the indirect effect in dynamic ARDL contexts.

The empirical analysis was conducted using EViews 13. The estimation procedure began
with the Augmented Dickey—Fuller (ADF) test to determine the integration order of each variable,
followed by optimal lag selection based on the Akaike Information Criterion (AIC) and Schwarz
Bayesian Information Criterion (SBIC), with a maximum lag of four. The ARDL bounds test was
then employed to examine the existence of long-run relationships using the critical values of
Pesaran et al. (2001). Subsequently, long-run and short-run coefficients were estimated for the
three specified equations. Model adequacy was evaluated through serial correlation,
heteroskedasticity, normality, and parameter stability tests. Finally, the indirect effect of digital
payments on inflation through Islamic financial inclusion was assessed using the Sobel test.

RESULTS AND DISCUSSION
Descriptive Statistics and Correlation Analysis

Table 2 presents descriptive statistics for all variables. Inflation exhibits moderate volatility
(mean = 3.12%, SD = 1.24), while digital payment transactions show strong growth over the
sample period. Islamic financial inclusion proxies (assets, financing, accounts) display steady
upward trends, reflecting sector expansion.
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Table 2
Descriptive Statistics (N =114)

Statistic ~ INF  ALn_EM ALn MI ALn IPI ALn ER °ASS  Ln FINANCI - Ln_ACCOU

ET NG NT
Mean 3.12 0.018 0.003 0.002 0.001 13.21 12.78 17.35
Median 3.00 0.015 0.002 0.001 0.000 13.19 12.76 17.33
Std. Dev. 1.24 0.089 0.045 0.067 0.034 0.42 0.38 0.29
Minimum 1.32 —0.234 —0.156 —-0.312 —0.089 12.52 12.29 16.77
Maximum  5.95 0.412 0.198 0.289 0.134 13.80 13.42 17.90

Source: Author's calculation (2026).

Note: INF = inflation rate (%), A = first difference; Ln = natural logarithm. N = 114 represents the original sample
size (January 2016—June 2025). After first-differencing and ARDL lag adjustments, the effective estimation sample
ranges from 110 to 112 observations depending on the model specification. Missing initial observations were
handled through the ARDL lag structure.

Figure 1 displays the correlation matrix heatmap. Digital payments (ALn_EM) show moderate
positive correlations with Islamic financial inclusion proxies (r = 0.34—0.41), supporting the
theoretical linkage. Inflation exhibits weak negative correlations with inclusion variables,
consistent with the hypothesized stabilization effect.

Figure 1
Heatmap of Correlation Matrix Among Key Variables

InNg 0432 0.368
(Inflation) 1.0
_D_Ln_EM 0.432 “ 0426 0478 0341 0.467 -0.104 0254 I
(Digital Payments)
Ln_ASSET
(Istamic Assets) -0.368 -0.426 “ -0.325 0352 -0.298 0.067 -0.182 0.5

D_La_M1

Correlation
Coefficient
0.512 -0.276 0.394 -0.118 0.221

0.512 0478 0.566 -0.069 0.189
(Money Supply)
D Lo 1P 0
(Indostrial Production)  “0:276 -0.341 0.352 -0.421 -0.214
D Lo ER
(Exchange Rate) 0.394 0.467 -0.298 0.566 0.236
D_Covid 05
ovi
(COVID-19 Dummy) -0.118 -0.104 0.067 -0.069 093 -0.15 -0.026
D_Reg " h ]
(Reguiatary Changs Damay) 0.221 0254 182 0.189 -0.21 0.23 -0.026
-1.0
INF D _Ln EM Ln_ASSET D_La_M1 D La_IP1 D _La_ER D_Covid D_Reg
(Inflation) (Digital (Islamic (Money)  (Industrial  (Exchange  (COVID-19  (Regulatory

Payments) Assets) Supply)  Production) Rate) Dummy) Change
Dummy)

Source: Author's calculation (2026).
Unit Root Test and Cointegration Results
Table 3 reports Augmented Dickey-Fuller (ADF) test results. Inflation (INF) is stationary
at level (p = .041), while most financial variables require first differencing to achieve stationarity.
Islamic financial inclusion proxies are borderline stationary at level and are included in level form
following the ARDL framework's flexibility with mixed integration orders (Pesaran et al., 2001).
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Table 3
Unit Root Test Result

Variable Level (p-value) First Difference (p-value) Conclusion
INF 041%* .000%** 1(0)
Ln_EM 287 .000%** I(1)
Ln M1 .198 .000%** I(1)
Ln_IPI 312 .000%** I(1)
Ln_ER 224 .000%** I(1)
Ln_ASSET .068* .000%** 1(0)f
Ln_FINANCING .072% .000%** 1(0)f
Ln ACCOUNT .053* .000*** 1(0)f

Source: Author's calculation (2026).
Note: ¥**p < .01, **p < .05, * p <.10. tVariables with p-values between .05 and .10 at
level are treated as 1(0) following ARDL bounds testing convention (Pesaran et al., 2001).

Table 4 presents the bounds test results for all three model specifications. The F-statistics
exceed the upper critical bounds at the 5% significance level for all models, confirming the
existence of long-run cointegrating relationships among the variables.

Table 4
ARDL Bounds Test for Cointegration
Model F-statistic K Lag Structure 1(0) Bound I(1) Bound Conclusion
Model 1 (Direct) 5.124 5 ARDL (2,1,1,1,1) 3.62 4.16 Cointegration v/
Model 2 (Mediator) 6.238 4 ARDL (2,1, 1, 1) 3.62 4.16 Cointegration v/
Model 3 (Full) 5.987 5 ARDL(2,1,1,1,1) 3.62 4.16 Cointegration v/

Source: Author's calculation (2026).
Note: k = number of regressors. Critical values from Pesaran et al. (2001), Case III: unrestricted intercept, no trend,
at 5% significance level. Effective sample size: 114 observations (January 2016—June 2025).

The bounds test confirms cointegration for all three model specifications, with F-statistics
exceeding the upper critical bounds at the 5% significance level. This validates the use of the
ARDL approach for estimating both long-run and short-run relationships.

Long-Run and Short-Run Estimates

Table 5

Long-Run ARDL Coefficient Estimates
Variable Model 1 (Direct) Model 2 (Mediator) Model 3 (Full Mediation)
Ln EM 0.187*** (0.042)  0.312*** (0.045) 0.158** (0.044)
Ln ASSET — — —0.094*** (0.021)
Ln M1 0.321*** (0.055)  0.289*** (0.051) 0.298*** (0.049)
Ln IPI —0.143** (0.038) —0.132%* (0.040) —0.128** (0.035)
Ln ER 0.207*** (0.047)  0.195** (0.048) 0.189*** (0.044)
D Covid —0.083* (0.041) —0.071 (0.044) —0.076* (0.039)
D Reg 0.092** (0.033) 0.087** (0.034) 0.084** (0.031)
Constant 2.345%* (0.567) 1.234** (0.489) 2.123** (0.578)
R-squared 0.724 0.698 0.768

Note: Standard errors in parentheses. *** p < .01, **p <.05, * p <.10. Dependent variable:
INF for Models 1 and 3; Ln_ASSET for Model 2. Selected lag orders based on AIC: Model 1 =
ARDL(2,1,1,1,1); Model 2 = ARDL(2,1,1,1); Model 3 = ARDL(2,1,1,1,1). Coefficients
represent long-run estimates from level variables.
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Table 5 reports long-run coefficient estimates for the direct and mediation models. In the
direct model (Model 1), digital payments exert a significant positive effect on inflation (= 0.187,
p <.01), consistent with increased money velocity. However, when Islamic financial inclusion is
introduced (Model 3), the direct effect of digital payments diminishes (B = 0.112, p < .05). In
contrast, Islamic assets exhibit a significant negative effect (f = —0.094, p < .01). This pattern
supports the mediating role of Islamic financial inclusion. Meanwhile, Table 6 presents the short-
run dynamics from the error-correction specification. The error correction term (ECT) is negative
and statistically significant (—0.312, p < .001), indicating that approximately 31.2% of
disequilibrium is corrected each month.

Table 6
Short-Run Error Correction Model Estimates
Variable Cocfficient Std. Error t-statistic p-value
A(ALn_EM) 0.084 0.027 3.11 .002%**
A(Ln_ASSET) -0.052 0.018 -2.89 L005%**
A(ALn_M1) 0.176 0.041 4.29 .000***
A(ALn_IPT) —0.068 0.024 —2.83 .006***
A(ALn_ER) 0.112 0.036 3.11 .002%**
D Covid —0.045 0.021 -2.14 .034**
D Reg 0.038 0.019 2.00 .048**
ECT(-1) —0.312 0.048 —6.50 .000***

Source: Author's calculation (2026).
Note: A = first Difference; ECT = error correction term. *** p < .01, **p < .05.

Mediation Analysis Results
To formally evaluate the mediating role of Islamic financial inclusion in the relationship
between digital payments and inflation, a Sobel test was conducted using the long-run coefficient
estimates from the ARDL models. As illustrated in Figure 2, the analysis employs Islamic banking
assets (Ln_ASSET) as the primary inclusion proxy.
Figure 2
Path Diagram of Mediation Analysis

a=0312%**
(0.045)

b = —0.094%**
(0.021)

Digital Payments Islamic Financial Inclusion Inflation

(ALn_EM) (Ln_ASSET)

1
¢ = 0.158%** I
e 0.044) o ___ 3

Source: Author's calculation (2026).
Note: Coefficients represent long-run ARDL estimates. Standard errors are in parentheses. *** p <.01.

As illustrated in Figure 2, the structural pathway reveals a significant positive effect of
digital payments on Islamic financial inclusion (path @ = 0.312, SE = 0.045, p <.001), confirming
that digitalization substantially expands access to sharia-compliant financial services.
Concurrently, Islamic financial inclusion exhibits a significant negative effect on inflation (path b
=—0.094, SE = 0.021, p <.001), indicating that increased mobilization of Islamic financial assets
exerts a dampening influence on price levels.

Detailed statistical estimates for all pathways are reported in Table 7. The total effect of
digital payments on inflation is 0.187 (p <.001). When the mediator is introduced into the model,
the direct effect attenuates to 0.158 (p = .001), while the indirect effect (a x b) is calculated at
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—0.029 (SE =0.008, p <.001). The Sobel test yields a z-statistic of —3.62 (p = 0.0003), confirming
that the indirect pathway is statistically significant. The mediation proportion accounts for
approximately 15.5% of the total effect, indicating a meaningful but partial transmission
mechanism.

Table 7

Sobel Test Results for Mediation Analysis
Path / Effect Coefficient Standard Error  p-value
a (Digital Payments — IFI) 0.312 0.045 <.001
b (IF1 — Inflation) —0.094 0.021 <.001
¢ (Total Effect) 0.187 0.042 <.001
¢' (Direct Effect, with mediator) 0.158 0.044 .001
Indirect Effect (a x b) —0.029 0.008 <.001
Sobel Test Statistic (Z) -3.62 — —
Sobel p-value 0.0003 — —
Proporsion Mediated 15.5% — —

Source: Author's calculation (2026).

Note: Coefficients are long-run ARDL estimates. N = 114 monthly observations (January
2016—June 2025). The indirect effect is calculated as the product of coefficients a and b.
Significance tested via Sobel (1982) asymptotic method.

It is important to note that the mediation pattern observed in this study represents
competitive mediation (also known as inconsistent mediation or suppression effect), wherein the
direct and indirect effects operate in opposite directions (MacKinnon et al., 2000; Zhao et al.,
2010). Specifically, digital payments exert a positive direct effect on inflation (¢’ = 0.158, p =
.001), likely through accelerated money velocity. However, the indirect effect through Islamic
financial inclusion is negative (a x b =—0.029, p < .001), suggesting that the expansion of sharia-
compliant financial assets channels liquidity into productive real-sector financing, thereby exerting
a dampening influence on price levels.

In competitive mediation scenarios, the traditional interpretation of 'proportion mediated'
requires caution, as the opposing effects partially cancel each other out (Rucker et al., 2011).
Nevertheless, the statistically significant indirect effect confirms that Islamic financial inclusion
functions as a substantive transmission channel, even though its inflation-moderating role operates
in tension with the direct inflationary pressure from digital payment adoption.

These findings confirm that Islamic financial inclusion partially mediates the relationship
between digital payments and inflation. The results suggest a dual macroeconomic mechanism:
while the adoption of digital payments accelerates money velocity and exerts upward pressure on
prices, the parallel expansion of Islamic financial assets channels liquidity into productive real-
sector financing and MSME support, thereby counteracting inflationary trends. Consequently,
Hypothesis 4 (H4) is strongly supported, demonstrating that Islamic financial inclusion functions
as a substantive, albeit partial, transmission channel within Indonesia’s dual banking system.

Diagnostic Checks and Robustness

Table 8 summarizes diagnostic test results for the full mediation model. All tests indicate
satisfactory model specification: no evidence of serial correlation, heteroskedasticity, or non-
normality; and parameter stability confirmed via CUSUM plots.
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Table 8

Diagnostic Test Results (Model 3)
Test Statistic p-value Conclusion
Normality (Jarque-Bera) 1.87 392 v Normal residuals
Autocorrelation (LM Test, lag 12) F=0.92 421 v No serial correlation
Heteroskedasticity (ARCH) F=1.02 367 v Homoskedastic errors
Ramsey RESET F=1.34 .249 v Correct specification
CUSUM Stability — — v Parameters stable

Source: Author's calculation (2026).
Note: All tests were conducted at 5% significance level.

Figure 3 displays the CUSUM plot for parameter stability. The cumulative sum of recursive
residuals remains within the 5% critical bounds throughout the sample period, confirming model
stability despite structural breaks associated with the pandemic and regulatory changes.

Figure 3

CUSUM Test for Parameter Stability (Model 3)
20

— CUSUM
154 | === 5% Significance Bounds

+5% Bound

T ML
_________________ -5% Bound

-15 A

2019 2020 2021 2022 2023 2024

Source: Author's calculation (2026).
Note: The blue line represents the cumulative sum of recursive residuals; red dashed lines indicate
5% critical bounds. Stability is confirmed as the line remains within bounds.

Discussion

The empirical results reveal a distinct dual-channel mechanism that distinguishes this study
from conventional transmission models. By comparing our findings with existing literature, four
key insights emerge regarding the role of Islamic financial inclusion in Indonesia’s dual banking
system. This finding aligns with Hermawan et al. (2024), who documented that digital currency
adoption accelerates money velocity and exerts short-term inflationary pressure in Indonesia.
However, stabilizing mechanisms emerge over longer horizons.

First, the positive direct effect of digital payments on inflation (¢’ = 0.158) aligns with the
transaction-velocity hypothesis. This finding supports Maharani & Sari (2024), who demonstrated
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that the use of cashless payments increases the money supply and exerts demand-pull pressure on
prices in Indonesia. It also corroborates Saraswati et al. (2020), who found that fintech affects
inflation significantly in the short run. However, this contrasts with Hasan et al. (2020), who argued
that fintech generally weakens monetary policy transmission to prices. Our study nuances this view
by showing that in the short run, the acceleration of money velocity via e-money dominates,
creating immediate inflationary pressure before stabilizing mechanisms kick in.

Second, the strong positive relationship between digital payments and Islamic financial
inclusion (a = 0.312) confirms digitalization as a primary driver of the Islamic sector. This result
extends the findings of Abdullah et al. (2021) and Rofik & Huda (2025), who identified Islamic
fintech platforms as critical for expanding inclusion. While Kasri et al. (2022) noted that digital
payments have no significant causality on aggregate Islamic banking stability due to size
constraints, our study reveals a more granular view: digital payments do significantly drive the
expansion of Islamic assets and inclusion. This suggests that the digital channel is more effective
for inclusion growth than for immediate stability.

Third, the negative effect of Islamic financial inclusion on inflation (b = —0.094)
highlights the unique stabilizing role of Sharia-compliant finance. This finding is consistent with
Hamidi et al. (2025) and Ninglasari et al. (2023), who found that Islamic financial inclusion
positively impacts economic growth and MSME financing. Unlike conventional money supply,
which can fuel speculation, Islamic assets are asset-backed and often channeled into the real sector
(MSMESs), enhancing supply-side capacity and containing price pressures. This supports the
theoretical arguments of Rashid et al. (2020) that Islamic banks play a modest but stabilizing role
in the economy, even if their transmission is slower than conventional banks. The negative effect
of Islamic financial inclusion on inflation corroborates evidence that asset-backed Islamic
financing channels liquidity into productive MSME activities, enhancing supply-side capacity and
containing price pressures (Nurazizah & Vidiati, 2025; Ramly et al., 2025).

Finally, the presence of competitive mediation (a X b = —0.029) offers a novel
contribution to the monetary transmission literature. While Savon & Y ousfi (2025) concluded that
evidence on the "Islamic financing channel" remains limited and inconclusive, our results
demonstrate that this channel is not only active but serves as a counterweight to inflation. The
mediation analysis reveals that while digital payments heat the economy (direct effect), Islamic
financial inclusion cools it down (indirect effect). This finding complements Boukhatem &
Djelassi (2022), who observed that Islamic banks react weakly to price shocks; we interpret this
"weakness" or rigidity as a beneficial shock-absorbing mechanism that prevents inflation from
spiraling. Practically, this implies that policymakers should not view the smaller market share of
Islamic banks as a weakness, but rather as a stabilizing buffer within the dual banking system.

CONCLUSION

This study concludes that Islamic financial inclusion serves as a partial transmission
channel between digital payments and inflation in Indonesia. The findings indicate that digital
payments strengthen Islamic financial inclusion, which subsequently contributes to inflation
dynamics within Indonesia’s dual financial system. More importantly, this study positions Islamic
financial inclusion not merely as an outcome of financial digitalisation but as an intermediary
mechanism through which digital financial development can influence macroeconomic dynamics.
By integrating digital payments, Islamic financial inclusion, and inflation within a unified

262 | AL-TIJARY, Vol. 11, No.2, Juni 2026



Pribawa E Pantas, et.al, Islamic Financial Inclusion as a Transmission Channel: Evidence......

empirical framework, this study contributes to a broader understanding of monetary transmission
in economies where Islamic and conventional financial systems coexist.

The findings imply the need for stronger coordination among monetary, financial, and
Sharia authorities to promote inclusive and Sharia-compliant digital financial development.
Strengthening financial literacy and the Islamic digital financial ecosystem may further enhance
the role of Islamic financial inclusion in monetary transmission.

This study is limited by the use of aggregate national data and separate proxies for Islamic
financial inclusion, which may not fully capture regional heterogeneity and the multidimensional
nature of financial inclusion. Future research may employ regional data, develop a comprehensive
Islamic financial inclusion index, and examine emerging digital financial developments within
dual financial systems.
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